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Preface

Our world is richer than ever before, but it is also marked by enormous inequalities, both within and between countries. Th e 

average annual income of someone living in the world’s richest country, Luxembourg, is more than one hundred times larger 

than that of the average citizen of Sierra Leone, one of the world’s poorest. Such big diff erences in living standards should be 

a matter of great concern, because they refl ect serious inequalities in life opportunities. Th is calls for a robust policy response 

at both the national and international levels, so that all countries can achieve the Millennium Development Goals and other 

agreed development objectives.

Trends in inequality between countries have varied. In the 1950s and 1960s, developing countries experienced 

strong and sustained economic growth, almost across the board.  Since the 1980s, however, a trend towards increasing diver-

gence has set in, with a limited group of countries, most of them in Asia, achieving rapid economic growth and gaining from 

more open global markets, while much of the rest of the developing world has faced economic instability and made few gains 

in human well-being. Th e process of globalization has not yet closed the income gap between poor and rich countries. On the 

contrary, as emphasized in the present Survey, the way in which world markets operate has been an important contributing 

factor to the rise in global income inequality. Richer countries, for instance, tend to have preferential access to capital markets, 

to attract more foreign direct investment, and to be more resilient than poorer countries in responding to shifts in global com-

modity markets.

We will not live up to the principles of the Charter of the United Nations and the Universal Declaration of 

Human Rights without reducing global inequality. Such eff orts can promote growth and stability, and can help avert economic 

and social crises and even political instability. I urge Member States and the international community to focus more concerted 

attention on this issue, so that people and States alike can reach their full potential. And I commend the analysis and suggestions 

contained in this Survey to a wide global readership.

KOFI A. ANNAN
Secretary-General
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Overview

By many measures, global income 
inequality is high and rising

By many measures, global income inequality is high and rising. In 1950, the average Ethiopian 
had an income 16 times less than that of someone living in Europe or the United States of 
America. Half a century later, Ethiopians have become 35 times poorer. Most of the world’s 
poorest nations are falling behind in more or less similar degrees. Th e main reason is that in the 
industrialized world the income level over the last fi ve decades has grown steadily, while it has 
failed to do so in many developing countries, especially over the past quarter of a century. Not 
more than a few developing countries have been growing at sustained rates in recent decades, but 
these include, most notably, the world’s two most populous countries, China and India. Con-
sidering that these two countries alone account for more than one third of world population, 
inequality across the globe is beginning to decline. When these countries are left out, however, 
international income inequality is seen as having continued to rise strongly from already high 
levels (see fi gure O.1).

Th ese developments are at odds with the conventional economic wisdom regarding 
how income diff erentials among countries change over time in a more integrated world econo-
my. During the 1980s and 1990s, there had been a belief that giving more space to the global 
market would lead to a closing of the income gap between poor and rich countries. In reality, 
income convergence took place only for a small number of countries, but this did not happen 
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Figure O.1.
GDP per capita in selected developing regions and 
China relative to that in the developed world, 1950-2001
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in the case of many others, despite the fact that countries across the globe had opened up their 
trade and fi nancial systems to the global market.

Inequality matters

Th e World Economic and Social Survey 2006 focuses on the causes and implications of the in-
come divergence between countries. High income inequality also prevails within many countries. 
Th is is a problem not only because it signals injustice, but also, and in developing countries par-
ticularly, because unequal opportunities make it much more diffi  cult as economic potential stays 
unutilized to achieve the Millennium Development Goals. We are concerned here, however, 
with the rising inequality between countries. About 70 per cent of global income inequality is 
explained by diff erences in incomes between countries. While this does not make the disparities 
within countries any less important, it is striking that the probability of having a better living 
standard to a very large extent appears to be conditioned by where one happens to live.

World markets are far from equitable and there are several conditions that do not fa-
vour a narrowing of the income divergence between countries. Richer countries have better “en-
dowments” which give them preferential access to capital markets and make them less vulnerable 
to shifts in global commodity markets. Global investors generally prefer countries with greater 
wealth and better-developed human capital, infrastructure and institutions, which ensure lower 
investment risk. Poorer countries have less diversifi ed economies and export structures, making 
them much more vulnerable to shifts in commodity prices and to shocks in international fi nan-
cial markets. Developing countries also have less of a voice in the negotiation processes setting 
the rules governing global markets. Th e Monterrey Consensus of the International Conference 
on Financing for Development (United Nations, 2002a) recognized this weakness and gave a 
clear mandate to the international community to improve the participation of developing coun-
tries in global decision-making. However, there has been very limited progress in this area.

Widening global disparities in turn may be harmful to growth itself. Reduced ac-
cess to a stable source of international fi nance and a weaker bargaining position in international 
trade will leave some of the economic potential of poor countries underutilized and this should 
be considered a welfare loss for the world economy at large. Lower growth further obstructs ef-
forts to eradicate poverty. In some cases, the lack of poverty reduction and high within-country 
inequality also have been shown to foment confl ict and social instability. 

Ignoring the slow development of a large number of countries means ignoring one 
of the main sources of growing world income inequality. To redress this will require both domes-
tic and international policy eff orts.

Diverging patterns 
of economic growth

Rising inequality between countries is the result of diff erences in economic performance over 
several decades. Broadly speaking, the income gap between the industrialized economies and 
developing countries was already very high in 1960 and has continued to widen since then. At 
the same time, however, the growth experiences among the developing countries have diff ered 
greatly. Widening income disparities among developing countries became prominent after 1980 
as the result in part of a limited number of success stories of sustained economic growth, most of 
them in East Asia. In other parts of the world, a much larger number of countries have suff ered 
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growth collapses with long-lasting impacts on living conditions. During the past 25 years, the 
number of cases of growth collapses has increased, whereas the frequency of cases of successful 
growth has diminished. In the 1960s and 1970s, nearly 50 out of a sample of 106 developing 
countries had experienced one or more prolonged episodes of high and sustained per capita 
income growth of more than 2 per cent per year (see fi gure O.2). Since 1980, however, there 
are only 20 developing countries that have enjoyed periods of sustained growth. In contrast, no 
less than 40 developing countries suff ered growth collapses, that is to say, periods of fi ve years or 
longer during which there had been no growth or a decline in per capita income. Such growth 
failures have been most frequent among the least developed countries and countries in sub-
Saharan Africa. In the preceding decades, growth collapses had rarely occurred and had aff ected 
fewer than 10 countries.

Developing countries have, of course, done well very recently. Indeed, current trends 
indicate that the period 2004-2006 will show fairly widespread growth in developing countries, 
a pattern not seen since the late 1960s and early 1970s. During these three years, per capita in-
come of developing countries will grow on average at a rate of more than 4 per cent per year and 
the least developed countries will perform even better. Whether this recent performance signals 
a longer-term trend is still to be determined. Some key factors behind it have been a combina-
tion of high commodity prices, low interest rates and increasing offi  cial development assistance 
(ODA) and debt relief to the poorest countries. As these favourable conditions will not be per-
manent, the continuation of strong growth will depend critically on the ability of developing 
countries to use the dividends of the current positive conjuncture for investments in the interest 
of long-term economic development.

Economists have no conclusive answers regarding the precise causes of growth suc-
cesses and failures. Recent studies have been rediscovering the complexities of economic growth. 

Figure O.2.
Growth collapses among developing countries, 1951-2000
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A newly emerging consensus is that the search for answers should not merely focus on economic 
factors, but also take into account the historical and institutional setting of each country. Th e 
analysis should focus on a diagnosis of the binding constraints on growth such as limitations in 
mobilizing suffi  cient domestic or foreign fi nance, low levels of human capital and technological 
capabilities, weaknesses in governance structures and the poor functioning of institutions that 
regulate markets or provide public goods and social services. Th e importance and relevance of 
these constraints tend to vary from country to country. Th is report attempts to contribute its 
own fi ndings during what is in fact a journey of discovery, in particular by looking at how the 
workings of global markets aff ect the sources of growth and infl uence the space in developing 
countries for the domestic policymaking undertaken to overcome such constraints. Success in 
development depends both on eff orts undertaken at the country level to create dynamic sources 
of growth and on an enabling international environment.

Productivity growth 
and structural change

Productivity growth in developed countries relies mainly on technological innovation. For devel-
oping countries, however, growth and development are much less about pushing the technology 
frontier and much more about changing the structure of production so as to direct it towards 
activities with higher levels of productivity. Th is kind of structural change can be achieved largely 
by adopting and adapting existing technologies, substituting imports and entering into world 
markets for manufacturing goods and services, and through rapid accumulation of physical and 
human capital. Only very few developing countries have been able to undertake original research 
and development. 

Th e industrial sector typically contributes more dynamically to overall output 
growth because of its higher productivity growth, which results from increasing returns to scale 
and gains from technological progress and learning-by-doing. Its greater dynamism is also de-
rived from its capacity to forge greater vertical integration of diff erent sectors of the economy by 
processing raw materials and semi-industrial inputs. Modern service sectors are also a source of 
productivity gain and are essential to the achievement of industrialization. As international trade 
for services grows, they also off er a new opportunity for export development. 

More broadly, dynamic structural change involves more than just growth of indus-
try and modern services. It entails essentially the ability to constantly generate new dynamic 
activities. It also involves strengthening economic linkages within the economy—in other words, 
integrating the domestic economy. Th e degree of integration of the domestic economy infl uences 
whether a country is able to gain from international trade and investment. It also aff ects the 
capacity to improve productivity in all major sectors of the economy.

Patterns of structural change over the past four decades indicate that such dynamic 
transformations have clearly characterized the fast-growing East and South Asian economies. 
Economies characterized by relatively little structural change have lagged behind, particularly 
in Africa. Sluggish long-term growth in the middle-income countries of Latin America and the 
Caribbean as well as countries in Central and Eastern Europe, the Middle East and the former 
Union of Soviet Socialist Republics has in fact been associated with a process of deindustrializa-
tion. In those countries, growth was largely concentrated in low-productivity services, with agri-
culture and industry remaining nearly stagnant. Fast growth in East and South Asia, in contrast, 
has been associated with a rapid decline in the importance of agriculture and strong expansions 
of both the industrial and service sectors. 
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Th ese fast-growing economies have also shown sustained increases in labour pro-
ductivity, with labour moving from low- to high-productivity sectors, including modern service 
sectors. In the regions with low-growth performance, the employment shift to the service sector 
has been even stronger. However, in contrast with Asia, the service sectors in sub-Saharan Africa, 
Latin America and the former Soviet Union have shown declining productivity as many workers 
have sought employment in informal service activities owing to the lack of job creation in other 
parts of the economy. 

International trade, foreign 
direct investment and inequality

It matters what—not only 
how much—you export

Increased integration into the world economy seems to have exacerbated the divergence in 
growth performance among countries. Trade can help stimulate growth, but in the fi rst instance 
it is a matter not of how much countries export, but rather of what they export. Faster overall 
economic growth driven by trade is associated with more dynamic export structures (see fi gure 
O.3). Th ese are understood as encompassing the export mix that allows countries to not only 
participate in world markets for products with greater growth potential (most often high-tech 
products with a high income elasticity of demand) but also help strengthen productive links 
with the rest of the domestic economy and generate increased value added for a wider range of 

Figure O.3.
Trade specialization and economic growth of countries 
classified by main type of export commodities, 1962-2000
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services and products. Th e East Asian countries managed to diversify their economies in this 
manner, as had already been evident from the pattern of structural change. Th e slower-growing 
developing countries relied on export activities with less value added that were rooted in a less 
integrated domestic economy. Many of these countries remain heavily dependent on exports of 
primary commodities and have lost market shares in world trade. Th ey also have suff ered from 
larger adverse trade shocks. Primary commodity prices have been more volatile than those of 
other export products and the terms of trade for non-oil commodity exports declined by almost 
40 per cent between 1980 and 2003. Th e recent recovery in commodity prices has only partially 
off set this decline. By the end of 2005, average non-fuel commodity prices were still below 1980 
levels in real terms.

Diversifying into high-technology exports may not be an immediately feasible op-
tion for many developing countries. Low-income countries typically lack adequate basic manu-
facturing capacity, infrastructure and human capital, as well as international trading capacity to 
develop such dynamic export activities. As these countries do have some capacity to compete in 
world markets for primary goods, they should lay out industrial strategies to diversify exports so 
as to encompass processing natural resource-based products and light manufactures.

Foreign direct investment can 
foster growth, but only if it 
supports domestic linkages

Th e impact of foreign direct investment (FDI) on economic growth is directly dependent on 
the role it can play in strengthening domestic linkages in the economy. Since the 1980s, FDI has 
grown at a faster pace than have both world output and trade. Th is trend has been fostered by, 
among other things, the development of international production networks in manufacturing 
industries and modern services, the lifting of restrictions on capital fl ows and the privatization 
processes in developing countries. Developing countries have witnessed a 10-fold increase in the 
average annual infl ows of FDI. Nonetheless, most (over two thirds) of FDI remains concentrated 
in developed countries. FDI to developing countries is also heavily concentrated, with well over 
80 per cent of the fl ows moving to only a dozen (mostly middle-income) countries, including 
China and India.

FDI brings fi nance and technology and thus could contribute signifi cantly to long-
term growth in developing countries. Clearly, however, FDI is mostly attracted to countries with 
higher incomes and better-developed markets, infrastructure and human capital. In this sense, 
FDI appears to have been a force for growth divergence. Also, countries with substantial increas-
es in FDI have not always witnessed a strengthening of their economic growth. All major Latin 
American countries, and also some larger African countries, had witnessed higher shares of in-
ward FDI relative to their gross domestic product (GDP) between the 1980s and the 1990s; yet, 
overall investment rates stagnated or declined. Moreover, FDI in Africa has been concentrated in 
mining activities, with few linkages and employment eff ects that benefi t the wider economy.

Th is report concludes that in order for countries to profi t from FDI, their domestic 
fi rms and institutions need to have the requisite absorptive capacity and technological capability. 
Countries that made signifi cant investments in building domestic infrastructure, human capital 
and entrepreneurial capabilities (for example, Singapore and Ireland) were also the most success-
ful in leveraging inward FDI. Conversely, there seems limited scope for long-term benefi ts from 
FDI when it is attracted in response to major tax incentives, or as a result of trade policy distor-
tions (such as textile and clothing quotas), without a simultaneous build-up of local capabilities 
and without the creation of linkages between foreign affi  liates and local fi rms.
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Trade and investment policies for growth
Trade liberalization has been the main policy trend in recent decades. In most parts of the world, 
this has led to an expansion of export volumes, but not necessarily to higher economic growth. 
Countries able to diversify and change the structure of production to encompass activities of 
higher productivity have seen more visible growth gains. Fostering greater economic and export 
diversifi cation is a major challenge. It will require both active domestic policies and a more en-
abling trading environment for developing countries.

First, there is a case to be made for the adoption by developing-country Govern-
ments of active production sector development strategies. Most developing and developed coun-
tries that witnessed sustained successful economic growth had used active industrial policies to 
support the economic diversifi cation and technological upgrading of their economies. Among 
developing countries, export-led growth strategies of the success cases involved varying combi-
nations of supportive macroeconomic policies (see below), selective infant industry protection, 
export subsidies, directed credit schemes, local content rules and large investments in human 
capital, as well as strategic alliances with multinational companies. Support measures were often 
clearly tied to specifi c export performance criteria. Th e space for conducting this type of active 
production sector development policies has narrowed in the context of the multilateral trade 
agreements, but has not disappeared completely. Developing countries, particularly the least 
developed countries, have been given special and diff erential treatment as defi ned under the 
General Agreement on Tariff s and Trade (GATT) and the Uruguay Round of multilateral trade 
negotiations. In practice, however, developing countries, aside from the poorest ones, have had 
to apply the same rules as the developed countries but were allowed longer implementation pe-
riods and higher levels of protection.

Second, developing countries will need a better multilateral trading environment. 
Better trading opportunities for developing countries should involve improved market access 
for their exports of both agricultural and light manufactures, reduced domestic support for 
agricultural production in developed-country markets and, particularly, the elimination of trade-
distorting domestic and export subsidies for agricultural goods. Better trading opportunities 
also mean better opportunities to participate in world markets for services, including those that 
require mobility of low-skilled labour. For least developed countries, duty-free and quota-free 
access to markets in industrialized countries is essential. All developing countries also need as-
sistance in fi nding ways to address the costs of adjustment to a freer trading order, particularly 
those countries that lose trade preferences in the process.

Th ird, developing countries also need more space for adopting policies aimed at 
building the supply capacity that is needed to succeed in global markets and that encourages a dy-
namic structural change in their economies. For the poorest countries, the required policy space 
is somewhat less constrained than for other developing countries. For all developing countries, 
more attention than in the past should be given to rules that facilitate diversifi cation of produc-
tion into dynamic raw materials for export markets and, more importantly, into manufactures 
and services. More attention also needs to be paid to policies that facilitate the links between 
those sectors and other domestic activities and, more broadly, encourage domestic market integra-
tion. Th is may require special measures in support of infant export industries. Additional space is 
also needed to give agreements on intellectual property rights a more developmental orientation. 
Th ese issues should thus be a subject of greater attention in the context of the defi nition of special 
and diff erential treatment for developing countries in multilateral trade agreements. More broad-
ly, as underscored in the São Paulo Consensus adopted by the United Nations Conference on 
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Trade and Development (UNCTAD) at its eleventh session in June 2004 (document TD/412, 
Part II), it is important to fi nd an appropriate balance between national policy space and inter-
national discipline and commitments.

Volatile private capital fl ows and 
pro-cyclical macroeconomic policies 
have harmed growth

Volatile capital fl ows to 
developing countries

Th ere is no evidence that private non-FDI fi nancial fl ows have consistently led to increased 
investment and growth in developing countries over the past 40 years. Th ey certainly have not 
been a force in reducing international income inequality. Since the 1970s, developing countries, 
but mostly middle-income countries, have gained greater access to short- and long-term private 
fi nancing, but these fl ows have largely marginalized the poorest countries. At the same time, 
commercial bank lending and other portfolio investments have proved to be highly pro-cyclical 
for developing countries. Both the availability and the cost of external fi nancing ease during pe-
riods of economic expansion, and tighten and become more expensive during economic down-
swings. In this way, private external fi nancing has contributed to increased economic volatility 
and during the 1980s and 1990s, the related surges and sudden stops in private capital fl ows 
were a cause of major fi nancial crises. Economic volatility creates greater uncertainty with ad-
verse eff ects on long-term investment and growth. Th e costs of the currency and banking crises 
themselves were massive and, according to some estimates, these crises have lowered the income 
of developing countries by 25 per cent or more. Th e challenge for developing countries is to re-
duce their reliance on volatile short-term fl ows and create conditions that ensure that long-term 
private fi nancing is channelled towards productive investment.

Both macroeconomic stability and policy 
fl exibility are important for growth

Macroeconomic stability strongly infl uences the long-term growth performance of the economy. 
Macroeconomic stability should be understood in broader terms as entailing more than just 
preserving price stability and sustainable fi scal balances. It is also about avoiding large swings 
in economic activity and employment and, further, about maintaining sustainable external ac-
counts and avoiding exchange-rate overvaluation. Th e frequency of fi nancial crises in developing 
countries indicates that macroeconomic stability is, in addition, about maintaining well-regu-
lated domestic fi nancial sectors, sound balance sheets within the banking system and sound ex-
ternal debt structures. 

A majority of developing countries had enjoyed robust growth and a relatively stable 
macroeconomic environment in the 1960s. In the decades thereafter, the fast-growing East Asian 
economies managed to achieve much greater macroeconomic stability than the much slower 
growing countries in Latin America and Africa. Macroeconomic stability and growth mutually 
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reinforce each other. Strong and sustainable growth makes it easier to achieve greater macroeco-
nomic stability by, among other things, enhancing the sustainability of domestic and foreign 
public debt. Conversely, greater stability, in its broad sense, reduces investment uncertainty and 
hence is supportive of higher long-term growth. 

Stabilization policies as implemented in many developing countries since the 1980s 
have mostly emphasized the objectives of lowering infl ation and restoring fi scal balances. While 
moderating infl ation and exercising fi scal prudence as sensible macroeconomic policy objectives 
are not subject to dispute, there are concerns that, in practice, countries may have emphasized 
these objectives at the cost of considering other dimensions of macroeconomic stability. In par-
ticular, price stability often has been achieved at the cost of producing exchange-rate apprecia-
tion and unsustainable external debt burdens. Moreover, macroeconomic policies in much of 
the developing world have been highly pro-cyclical over the past two decades. Th is has been 
particularly costly during periods of economic slowdown, when such policy stances have led to 
lower economic growth and employment.

Th e analysis in this report shows that the fi scal policy stance in African and Latin 
American countries has been highly pro-cyclical and was often induced by the pro-cyclical eff ects 
of volatile capital fl ows. In East Asia, fi scal policies have been either neutral with respect to the 
business cycle or counter-cyclical. Th ere is a strong negative correlation between pro-cyclical fi s-
cal behaviour and long-term growth when measured for a large sample of developing countries 
(see fi gure O.4). Creating space for counter-cyclical macroeconomic adjustment policies thus 
appears to be benefi cial for growth and in so being, can contribute to income convergence. Th is 
is all the more important for developing countries, compared with developed ones. Macroeco-
nomic volatility tends to be much higher at lower levels of development, particularly because of 
the greater vulnerability of developing countries to external shocks. 

Figure O.4.
The negative influence of pro-cyclical fiscal policy on long-term growth
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More space is needed for counter-
cyclical macroeconomic policies

For many developing-country Governments, the space for conducting counter-cyclical macro-
economic policies is limited, as the available fi scal and foreign exchange resources tend to be 
small relative to the size of the external shocks they face. International action mitigating the 
impact of private capital fl ow volatility (see below) can further help to enhance the necessary 
policy space. However, also at the country level, Governments can take measures to enhance the 
scope for counter-cyclical policies by improving the institutional framework for macroeconomic 
policymaking. 

First, the more appropriate institutional setting for fi scal policy should strike a bal-
ance between fi scal prudence and fi scal fl exibility in a way that ensures both policy credibility 
and fi scal sustainability. Setting fi scal targets that are independent of the short-term fl uctuations 
in economic growth (so-called structural budget rules) can be eff ective in forcing a counter-cycli-
cal policy stance. Some developing countries, such as Chile, have been able to manage such fi scal 
rules successfully. Further, fi scal stabilization funds could help smooth out over time the revenues 
from unstable tax sources, such as those based on primary export production. Th e experience 
with the application of such funds in various parts of the world has varied. Th ey are by no means 
a panacea and careful management of such funds is required. Nonetheless, fi scal stabilization 
funds can constitute an eff ective instrument for resolving issues of inter-temporal trade-off s in 
fi scal spending by protecting growth-enhancing long-term public investment in infrastructure 
and human development also during periods of lower tax revenue ushered in by external shocks 
and economic downturns.

Second, a certain degree of discretionary power should be retained. Since the 1980s, 
Governments of many developing countries have moved from discretionary macroeconomic 
policy arrangements to rule-based ones. Th is shift was founded on the belief that the latter would 
avoid policy-generated macroeconomic instability. About 20 economies, for instance, adopted 
infl ation-targeting as the framework for monetary policy. Under this monetary regime, an inde-
pendent central bank commits itself to price stability by publicly announcing the level of infl ation 
it will permit. Th ere are a number of advantages to this kind of policy arrangement, including its 
potential to enhance central bank policy transparency and credibility. At the same time, however, 
the narrow focus of monetary policy on a strict infl ation target biases macroeconomic stabiliza-
tion against employment and growth objectives. Rule-based policies may function well for some 
time and when the economy is not suff ering from major shocks. However, as the structure of 
the economy changes over time, so will vulnerability to external shocks. For instance, fi nancial 
shocks may become more important than terms-of-trade shocks. In such a changing context, 
predetermined policy rules likely become less relevant or turn out to be too rigid. Moreover, as 
the risks and uncertainties facing an economy never present themselves in exactly the same way 
or with the same degree of intensity, a certain amount of space for discretionary policies is always 
needed in order for adjustments to be made that will minimize macroeconomic losses.

Th ird, macroeconomic policies should be well integrated with other areas of eco-
nomic policymaking. A competitive real exchange rate seems to be critical in this regard. In the 
fast-growing East Asian economies, for example, macroeconomic policies were part of a broader 
development strategy, contributing directly to long-run growth. Fiscal policies in these econo-
mies have given priority to development spending, including investment in education, health 
and infrastructure, as well as subsidies and credit guarantees for export industries. Monetary 
policy was coordinated with fi nancial sector and industrial policies, including directed and sub-
sidized credit schemes and managed interest rates, to directly infl uence investment and saving, 
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whereas competitive exchange rates were considered essential for encouraging exports and export 
diversifi cation. In contrast, macroeconomic policies in many Latin American and African coun-
tries since the 1980s have been focused on much more narrowly defi ned short-term stabilization 
objectives and many times this has resulted in exchange-rate overvaluation. 

International policies to 
dampen fi nancial volatility

A major challenge for the multilateral fi nancial institutions is to help developing countries to 
mitigate the damaging eff ects of volatile capital fl ows and provide counter-cyclical fi nancing 
mechanisms to compensate for the inherent pro-cyclical movement of private capital fl ows. A 
number of options are available to dampen the pro-cyclicality of capital fl ows and thereby help 
to create a better environment for sustainable growth.

A fi rst set of measures would include the adoption of fi nancial instruments that 
reduce currency mismatches and link debt-service obligations to developing countries’ capacity 
to pay (for instance, through GDP- or commodity-linked bonds). Th ese could be accompanied 
by public loan guarantee mechanisms with counter-cyclical features issued by the multilateral 
development banks and export credit agencies. A third approach would involve support to devel-
oping-country Governments in strengthening regulatory frameworks that provide disincentives 
to short-term capital infl ow volatility, and sound domestic fi nancial private and public sector 
structures.

In addition, multilateral surveillance—primarily by the International Monetary 
Fund (IMF)—should remain at the centre of crisis prevention eff orts. Enhanced provision of 
emergency fi nancing at the international level in response to external shocks is considered essen-
tial to easing unnecessary burdens of adjustment and the costs of large reserve balances. For both 
middle-income and low-income countries, appropriate facilities should include a liquidity provi-
sion to cover fl uctuations in export earnings, particularly those caused by unstable commodity 
prices and natural disasters. Access to offi  cial international liquidity during capital-account crises 
should be facilitated and made commensurate with the potentially large needs of countries that 
might surpass normal lending limits based on IMF quotas of members.

Investments in infrastructure and human 
capital are necessary for growth 

Part of the observed growth divergence is attributable to gaps in public investment in, and 
spending on, infrastructure and human development in these countries.

The need for improved infrastructure
An adequate level of infrastructure is a necessary condition for the productivity of fi rms. Just 
imagine an economy without telephones, electricity or a road network. By its very nature, in-
frastructure is characterized by indivisibilities and countries will need to build up a threshold 
or minimum level of infrastructure (say, a minimum network of roads) to make a diff erence 
for economy-wide productivity growth. To reach that threshold, countries will need to sustain 
substantial public investment levels over prolonged periods of time. Th e failure to do so explains 
partly why Latin America and sub-Saharan Africa have fallen behind the East Asian countries 



xvi World Economic and Social Survey 2006

that have sustained infrastructural investment. East Asian economies invested more in the qual-
ity and coverage of physical infrastructure. In sharp contrast, Latin American countries have 
witnessed a decline in infrastructural investment since the 1980s as a result of increased fi scal 
austerity. Th is has led to signifi cant diff erences in the quality and availability of infrastructure. 
Since the 1960s, the road density in Latin America and sub-Saharan Africa has barely increased, 
while it has tripled in East Asia. Also, the availability of telephone lines in East Asia is twice as 
great as that in Latin America and 10 times greater than in sub-Saharan Africa. 

Th e empirical evidence indicates that lagging infrastructural development could ac-
count for as much as one third of the widening income diff erentials between East Asian and 
Latin American countries during the 1980s and 1990s. Th e evidence shows further that there are 
important complementarities between public and private investment. Where Governments cut 
public investment in infrastructure or privatized infrastructural services, private investors failed 
to fi ll the gap. Th is outcome for a signifi cant number of countries in Latin America and Africa is 
at odds with the initial expectations for such privatization programmes.

Human development is a necessary but 
not a suffi cient condition for growth

Some empirical studies suggest that developing countries could catch up with the developed 
world if only they attained increased levels of human development. Th e links between growth 
and human development are complex, however. Th ere are large disparities in indicators of hu-
man well-being, such as life expectancy and educational attainment. However, the world has 
seen more convergence among countries in terms of improvements in health and education 
outcomes than in terms of improvements in per capita incomes. Th e evidence in this report indi-
cates that countries with a successful economic growth performance all had relatively high levels 
of human development at the beginning of their sustained growth process and showed substan-
tial improvements in education and health as average incomes improved. Conversely, however, 
not all countries with relatively higher levels of human development managed to achieve high 
long-term economic growth rates.

Human development is, of course, an objective in its own right, which has been 
enshrined in the global agenda by United Nations conferences and summits. However, it seems 
that it is a necessary but not a suffi  cient condition for sustained economic growth. Lifting other 
constraints on economic growth and structural change will be necessary to create opportunities 
for a better-educated population. Th e dynamic creation of decent and productive employment 
is the crucial link in this regard. 

Creating fi scal space for long-term 
investment in infrastructure and 
human development

Improvements in human development and infrastructural quality require adequate and sus-
tained levels of public spending. Infrastructure development requires large-scale investments, 
which take time to mature. Improvements in education and health also entail longer-term eff orts 
and require the permanent development and fi nancing of social services. Good infrastructure, 
education and health can provide important social gains and this justifi es the Government’s 
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central role in making sure that society invests in them suffi  ciently. Counter-cyclical fi scal poli-
cies, as discussed above, can help smooth the way towards maintaining adequate levels of current 
government spending and public investment and help ensure that spending on education, health 
and infrastructure is not unduly curtailed during economic downswings. 

Countries with signifi cant gaps in infrastructure and human development will have 
to substantially increase the fi scal space for expenditures in these areas. In many countries, much 
additional space can be gained by improving the effi  ciency in public spending on education 
and health through better targeting to priority areas within the social sectors and by improving 
the cost-eff ectiveness of public programmes. In infrastructure, improved fi nancing schemes and 
combating corruption in the contracting of infrastructural works could help reduce costs. Yet, 
even with such gains in effi  ciency in public spending, resources may not be suffi  cient. Strength-
ening the tax base will be essential, particularly in countries with low government revenues. For 
the poorest countries, it is clear that substantial additional resources will be required for the 
necessary investments. More development aid will be required and will need to be allocated in 
support of investments in infrastructure and human development.

Increasing aid and its effectiveness
In 1961, when the General Assembly proclaimed the First United Nations Development De-
cade, it had been understood that an intensifi ed eff ort to mobilize internal and external resources 
would be necessary if designated growth targets were to be met. It was also understood at the 
time that most of these resources would have to be allocated to infrastructure and human capital 
so as to overcome development bottlenecks. Increased aid fl ows were seen to be critical to over-
coming such growth constraints and providing developing countries with a “big push”. Th e tar-
get of 0.7 per cent of gross national income (GNI) of the developed countries for ODA emerged 
in this context. In the decades that followed, this target for aid transfers was not met by many 
and aid commitments of the member States of the Development Assistance Committee (DAC) 
of the Organization for Economic Cooperation and Development (OECD) fell to a third of that 
target. In 2002, at the International Conference on Financing for Development held in Monter-
rey, Mexico, the international community reiterated the need for concrete eff orts by the donor 
countries towards achieving the target of 0.7 per cent of GNI for ODA and included the Mil-
lennium Development Goals as tangible criteria against which to assess ODA eff ectiveness. Aid 
moved back to centre stage in the development debate and renewed proposals for big pushes—as 
in the early 1960s—emerged. Aid also regained its upward trend, now matched by debt relief 
for the poorest countries.

Th e eff ectiveness of international development assistance has become the subject of 
much dispute. According to some views, aid has not supported economic growth and investment 
and has done little to reduce poverty. Th is report, in contrast, contends that the weight of the 
evidence supports the view that aid has been positive for long-term development. Accordingly, 
ODA has partly countered the tendencies leading to the income divergence witnessed during the 
past 40 years. However, since the magnitude of aid transfers has remained limited, the impact of 
ODA on reducing international income disparities has been very weak at best. 

Th e above provides some support for the revived idea of a big push for developing 
countries fuelled by aid. In this regard, the Millennium Development Goals could be viewed as a 
clear set of targets that require substantial investment to gear infrastructure and social services up 
to minimum threshold levels. Well-targeted programmes supported by aid could put the poorest 
nations on a path of faster growth. Such an approach assumes not only that enough is known on 
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how to channel such resources effi  ciently in specifi c country contexts, but also that the Govern-
ments in the recipient countries have the administrative capacity to manage the resource fl ows in 
such a way as to ensure that cumulative income and productivity gains are generated. Conditions 
for improvements in the governance structure—particularly in such areas as transparency in bud-
getary processes, building a quality civil service and improving social service delivery—thus have 
to be part of the assessment of additional needs for development assistance. What really works 
at the local level, however, varies from country to country and hence adding externally defi ned 
governance conditionalities to aid and lending fl ows, which has been a recent practice of donor 
agencies, may not produce the desired outcomes in terms of better-quality public services.

Institutions and good governance
It is now widely recognized that institutions and governance structures matter for economic 
growth and thus for explaining widening global income disparity. It is diffi  cult, however, to pin 
down which “quality” institutions and governance structures should be pursued in order to sup-
port sustained growth processes, as has been made increasingly clear by the extensive examina-
tion of their importance in recent years. Such quality appears to be inherently country- and con-
text-specifi c. For policymakers, it is of relevance to know whether new economic opportunities 
can be unlocked in a signifi cant manner even when making more modest and focused changes 
in the existing institutions and governance structures.

Looking at economic history and institutional change, it appears that even a build-
up towards better institutional frameworks in very specifi c areas can lift constraints on growth. 
China’s reform of rural institutions in the late 1970s had sowed the seeds of its current economic 
success. In 1978, China introduced the household responsibility system, under which households 
were provided with use rights to collectively owned land under long-term leases. In exchange, 
farmers were obliged to supply a pre-fi xed share of output to the collectives’ production quotas, 
but could sell the remaining output on the free market or to the Government at negotiated pric-
es. Viet Nam also introduced a land reform programme with a limited transfer of property rights 
to tenants as a means to ease the constraint on agricultural productivity. Th e Republic of Korea 
and Taiwan Province of China, in contrast, enacted a full transfer of landownership to farmers 
shortly after the Second World War to achieve the same objective. In all cases, the ensuing and 
signifi cant agricultural output growth formed the basis for industrial development.

Successes have gone beyond reforms of rural and agricultural institutions. Several 
countries, such as Mauritius and those in East Asia, integrated themselves successfully into the 
global trading and fi nancial systems by gradually establishing diff erent public-private institu-
tions to diversify the productive structure, and new regulatory frameworks for the fi nancial 
sector, while at the same time introducing compensatory measures to minimize the social and 
economic costs associated with reforms.

Th ese cases suggest three important conclusions. First, several forms of governance 
restructuring can be eff ective in lifting binding constraints on economic growth. Success in 
the cases mentioned was determined largely by the fact that the institutional reforms had been 
properly tailored to the prevailing socio-economic systems in each country. Second, the relatively 
limited reforms in China and Viet Nam suggest that accelerated economic growth does not re-
quire immediate large-scale and comprehensive institutional reforms. Fairly minor institutional 
changes can have profound results if there is a sense that such changes are sustained and if they 
are perceived to be initiating a further process of credible reform. Th ird, institutional reforms 
entail much more than just creating markets (and thus granting property rights). Th ey are also 
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about creating the institutional and regulatory framework that markets need in order to function 
properly, about providing public goods and about guaranteeing the fairness of the rules (ensur-
ing equitable outcomes). Th ey are, in addition, about consensus-building and preventing social 
confl ict. 

Th e third conclusion is most relevant to the lessons that need to be drawn from 
an examination of the origins of the growth failures in many poorer countries, particularly in 
Africa. Institutional weaknesses and civil strife played an important role, but these cannot be 
analysed in isolation from the economic conditions prevailing in those countries. Th e prevalence 
of both growth failures and internal confl ict seems to have been greatest among countries that 
are mineral exporters as compared with agricultural and manufactured goods exporters. Still, it 
cannot be concluded that growth collapses and confl ict are the direct result of a dependence on 
revenues from natural resources. Th ere must be other mechanisms at work, such as a weakening 
social contract and a withering State capacity. But the abundant availability of easily lootable 
mineral resources or illicit drugs can cause or perpetuate civil wars and confl icts. Th e very wealth 
that is producible in a short period of time by their exploitation can exacerbate social inequality 
and political confl ict, including divides between the central Government and the local interests 
in the areas where the resources are located, or among diff erent regions in one country. If strong 
institutions are not in place to resolve these issues right at the start of exploitation, violence can 
erupt and, in general, existing diff erences within society can be exacerbated if it is felt that the 
wealth is not being distributed justly. One of the major research fi ndings of the present report is 
that this particular manifestation of the “natural resource curse” can be averted if countries have 
strong institutions that are able to manage and defuse confl icts.

Implications for 
governance reform policies

While governance reform is intrinsically diffi  cult to implement, this analysis suggests at the same 
time that there is no justifi cation for the pessimistic belief that certain countries will remain 
mired in low growth and shackled with institutions that impede their growth. Growth is indeed 
possible with initially imperfect institutions, but it is important in these circumstances that the 
Government itself be credibly committed to making changes that will remove the institutional 
obstacles to sustained growth. Governance reform is thus about creating well-functioning public 
institutions that are seen as legitimate by private agents. International cooperation can help, but 
only by supporting domestic processes that are inherently context-specifi c and gradual.

For the international community, this fi nding has particular relevance to countries 
that are emerging from confl ict or have become “failed States”. In most cases, the most important 
consideration is to foster the resumption of economic activity, which usually means the revival of 
the agricultural sector, inasmuch as a solid agricultural sector is usually essential for subsequent 
economic development. Th is will encourage further investment in that sector and raise farmers’ 
incomes so that their own demand as directed towards the rest of the economy will increase. A 
prosperous agricultural sector can show that growth is indeed shared and so can help create a 
stable and just society. With economic growth comes the opportunity to adjust institutions and 
improve governance so that a virtuous circle is created. 
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Global inequality, security and the 
international development agenda

In today’s increasingly integrated global economy, the growth performance of a country is de-
termined by factors that operate both within and outside its geographical boundaries. Increased 
international trade and fi nance can contribute to better economic performance. However, coun-
tries with poorly integrated domestic economies, pro-cyclical macroeconomic policies, low in-
frastructural and human development and weak institutions have less opportunity to gain from 
expanding world markets. Th eir initial weaknesses tend to keep them stuck on a low-growth 
path and in consequence they fall further behind. Th ese underlying reasons for the divergence, 
and thus for the increasing global inequality, also make it more diffi  cult for them to grow out of 
poverty and increase their resilience to global shocks. Th is in turn will feed further international 
income disparities and could increase the risk of confl ict. Conversely, countries that are able to 
promote both the external and internal integration of their economies and to conduct counter-
cyclical macroeconomic policies, and that have well-developed human capital and infrastructure 
and strong institutions are in a better position to benefi t from enhanced integration into the 
world economy and will be able to catch up with developed countries. 

Th e problem of rising global inequality therefore has an important bearing on the 
implementation of the United Nations development agenda. It makes the achievement of the 
Millennium Development Goals and other internationally agreed development goals more diffi  -
cult and aff ects global security. Failure to redress the tendency towards growing global inequality 
could thus have wide-ranging consequences for human development.

José Antonio Ocampo
Under-Secretary-General
  for Economic and Social Aff airs
May 2006
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The following symbols have been used in the tables 

throughout the report:

.. Two dots indicate that data are not available or are not
 separately reported.

– A dash indicates that the amount is nil or negligible.

- A hyphen (-) indicates that the item is not applicable.

- A minus sign (-) indicates defi cit or decrease, except as 
 indicated.

. A full stop (.) is used to indicate decimals.

/ A slash (/) between years indicates a crop year or 
 fi nancial year, for example, 1990/91.

- Use of a hyphen (-) between years, for example, 
 1990-1991, signifi es the full period involved, including 
 the beginning and end years.

 Reference to “dollars” ($) indicates United States 
 dollars, unless otherwise stated.

 Reference to “billions” indicates one thousand million.

 Reference to “tons” indicates metric tons, unless 
 otherwise stated.

 Annual rates of growth or change, unless otherwise stated, 
 refer to annual compound rates.

 Details and percentages in tables do not necessarily add to 
 totals, because of rounding.

The following abbreviations have been used:

BIS Bank for International Settlements 

CIS Commonwealth of Independent States

DAC Development Assistance Committee (OECD)

EBRD European Bank for Reconstruction and Development

ECE Economic Commission for Europe

ECLAC Economic Commission for Latin America 
   and the Caribbean

EPZ export processing zone

EU European Union

FDI foreign direct investment

GATT General Agreement on Tariffs and Trade

GDP gross domestic product

GFCF gross fi xed capital formation

GNI gross national income

HT high-tech

ICT information and communication technologies

ILO International Labour Organization

IMF International Monetary Fund

IPN integrated production network

LIBOR London Interbank Offered Rate

LT low-tech

M&A mergers and acquisitions

MT medium-tech

NAFTA North American Free Trade Agreement

NBER National Bureau of Economic Research 
   (Cambridge, Massachusetts)

NRB natural resource-based

ODA offi cial development assistance

OECD Organization for Economic Cooperation 
   and Development

OPEC Organization of the Petroleum Exporting Countries 

PP primary products

PPP purchasing power parity

R&D research and development

SITC Standard International Trade Classifi cation

UNCTAD United Nations Conference on Trade and Development

UN/DESA Department of Economic and Social Affairs 
   of the United Nations Secretariat

UNIDO United Nations Industrial Development Organization

WGP world gross product

WIDER World Institute for Development 
   Economics Research (United Nations University))
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For analytical purposes, the following country groupings and 
subgroupings have been used:

Developed economies (developed market economies):
European Union, Iceland, Norway, Switzerland, Canada, United States of 
America, Australia, Japan, New Zealand.

Major developed economies (the Group of Seven):
Canada, France, Germany, Italy, Japan, United Kingdom of Great Britain and 
Northern Ireland, United States of America.

European Union (EU):
Austria, Belgium, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, 
Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, 
Netherlands, Poland, Portugal, Slovakia, Slovenia, Spain, Sweden, United 
Kingdom of Great Britain and Northern Ireland.

EU-10: 
Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, 
Slovakia, Slovenia.

 EU-8:
All countries in EU-10, excluding Cyprus and Malta.

Economies in transition:
South-eastern Europe:

Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Romania, Serbia and 
Montenegro, the former Yugoslav Republic of Macedonia.

Commonwealth of Independent States (CIS):
Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan, Kyrgyzstan, Republic 
of Moldova, Russian Federation, Tajikistan, Turkmenistan, Ukraine, 
Uzbekistan.
Net fuel exporters: 

Azerbaijan, Kazakhstan, Russian Federation, Turkmenistan, Uzbekistan.
Net fuel importers: 

All other CIS countries.
Developing economies:

Latin America and the Caribbean, Africa, Asia and the Pacifi c (excluding 
Japan, Australia, New Zealand and the member States of CIS in Asia). 

Subgroupings of Latin America and the Caribbean:
South America:

Argentina, Brazil, Chile, Colombia, Ecuador, Paraguay, Peru, Uruguay, 
Venezuela (Bolivarian Republic of). 

Mexico and Central America: 
Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua, Panama, 
Mexico.

Caribbean:
Barbados, Cuba, Dominican Republic, Guyana, Haiti, Jamaica, Trinidad 
and Tobago.

Subgroupings of Africa:
Northern Africa:

Algeria, Egypt, Libyan Arab Jamahiriya, Morocco, Tunisia.
Sub-Saharan Africa, excluding Nigeria and South Africa 
(commonly contracted to “sub-Saharan Africa”):

All other African countries except Nigeria and South Africa. 
Subgroupings of Asia and the Pacifi c:

Western Asia:
Bahrain, Iraq, Israel, Jordan, Kuwait, Lebanon, Oman, Qatar, Saudi 
Arabia, Syrian Arab Republic, Turkey, United Arab Emirates, Yemen.

East and South Asia:
All other developing economies in Asia and the Pacifi c (including China, 
unless stated otherwise). This group is further subdivided into:

South Asia: 
Bangladesh, India, Iran (Islamic Republic of), Nepal, Pakistan, Sri Lanka.

East Asia: 
All other developing economies in Asia and the Pacifi c.

For particular analyses in chapters II, III and IV (section 
entitled “Macroeconomic imbalances and growth”), a 
sample of developing countries has been subdivided into the 
following groups:

Asia:
First-tier newly industrialized economies:

Hong Kong Special Administrative Region of China,a Republic of Korea, 
Singapore, Taiwan Province of China.

South-East Asia:
Indonesia, Malaysia, Philippines, Thailand, Viet Nam.

South Asia:
Bangladesh,b India, Mongolia,a Pakistan, Sri Lanka.

Latin America and the Caribbean:
Argentina, Brazil, Chile, Colombia, Mexico, Uruguay, Venezuela (Bolivarian 
Republic of).
Low- and middle-income Latin America:

Bolivia, Ecuador, Peru, Paraguay.a

Central America and the Caribbean:
Costa Rica, Cuba,a Dominican Republic, El Salvador, Guatemala, Honduras,a 
Jamaica, Nicaragua,a Panama,a Trinidad and Tobago.a

Commonwealth of Independent States (CIS):
Russian Federation, Ukraine.

Central and Eastern Europe:
Albania,a Bulgaria, Czech Republic, Hungary, Poland, Romania, Slovakia.

Sub-Saharan Africa:
Cameroon, Congo,a Côte d’Ivoire, Ethiopia, Gabon,a Ghana, Kenya, 
Mauritius,a Mozambique, Nigeria, Seychelles,a Uganda, United Republic of 
Tanzania, Zimbabwe.

Middle East and Northern Africa:
Algeria, Bahrain,a Egypt, Iran (Islamic Republic of), Iraq, Israel,a Jordan, 
Kuwait,a Lebanon,a Libyan Arab Jamahiriya,a Morocco, Oman,a Saudi 
Arabia, Syrian Arab Republic, Tunisia, United Arab Emirates,a Yemen.

Semi-industrialized countries:
Argentina, Brazil, Chile, Colombia, Mexico, South Africa, Turkey, Venezuela 
(Bolivarian Republic of ).

Least developed countries not included in regional groupings:
Afghanistan, Angola, Benin, Burkina Faso, Burundi, Cambodia, Central 
African Republic, Chad, Democratic Republic of the Congo,b Djibouti, 
Equatorial Guinea, Gambia, Guinea, Guinea-Bissau, Haiti, Lao People’s 
Democratic Republic, Liberia, Madagascar, Malawi, Mali, Mauritania, 
Myanmar, Nepal, Niger, Rwanda, Senegal, Sierra Leone, Somalia, Sudan, 
Togo, Zambia.

The designation of country groups in the text and the tables is intended solely 
for statistical or analytical convenience and does not necessarily express 
a judgement about the stage reached by a particular country or area in the 
development process.

The designations employed and the presentation of the material in this publication do not imply the expression of any opinion whatsoever on the part 
of the United Nations Secretariat concerning the legal status of any country, territory, city or area or of its authorities, or concerning the delimitation 
of its frontiers or boundaries.

The term “country” as used in the text of this report also refers, as appropriate, to territories or areas.

a Added in the analysis conducted in chap. III.
b Not considered in chap. III owing to lack of data.
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Chapter I
Growth and development 
trends, 1960-2005

By many measures, world inequality is high and rising. Th e average citizen in Ethiopia today 
is 35 times poorer than that citizen who happens to have been born in Europe or the United 
States of America.1 In 1950, the income level of an Ethiopian was one sixteenth that of an aver-
age citizen of the industrialized world. Similarly, the average citizen of the United States now 
has an income that is 27 times that of the average Nepalese, up from 19 times the income of the 
average Nepalese around 1950. Most of the world’s poorest nations are falling behind in more 
or less similar degrees. Th e main reason is that in the industrialized world, the income level for 
the last fi ve decades has grown steadily, while it has failed to do so in many developing countries. 
Periods of growth for developing countries have alternated with prolonged periods of stagnation 
and volatility, especially since the mid-1970s. Only a few developing countries have been grow-
ing at sustained rates in recent decades, but these include, most notably, the world’s two most 
populous countries, China and India. Considering that these two countries alone account for 
almost half of world population, inequality across the globe is beginning to decline (Milanovic, 
2005). However, when these countries are left out, global inequality is seen as having continued 
to rise strongly from already high levels.

Th ese developments are at odds with the conventional economic wisdom about how 
income diff erentials between countries change over time in a more integrated world economy. 
During the 1980s and 1990s, there had developed the position, one big with promise, that giv-
ing more space to the global market would lead to a closing of the income gap between the poor 
and the rich. In reality, income convergence took place only for a small number of countries; 
it did not occur in the case of many others, despite the fact that countries across the globe had 
opened up their trade and fi nancial systems to the global market. In fact, the more successful 
countries tended to be rather cautious in pursuing trade and fi nancial reforms. Attempts over 
decades by the United Nations and multilateral and bilateral donors alike to bridge the gap 
between rich and poor countries through development assistance also had outcomes that have 
remained modest, at best.

How concerned should one be about greater global inequality? Inequality matters 
especially within developing countries, not only because it signals injustice, but also, and par-
ticularly, because unequal opportunities make it so much more diffi  cult, as economic potential 
stays unutilized, to achieve the Millennium Development Goals. Th e rich tend to be healthier 
and better educated. A better education and greater wealth are “assets” that help people gain 
infl uence in society and take fuller advantage of economic opportunities. At the other end of the 
spectrum, inequality makes it more diffi  cult for those who lack such assets to grow out of pov-
erty. In short, inequality breeds more inequality. Further, it is now also more broadly maintained 
that wide income disparities within countries tend to impair the pursuit of sustainable long-term 
prosperity. Several important recent studies, such as the 2005 report of the Department of Eco-

1 Data compare per capita incomes measured in purchasing power parities (see table I.1).
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nomic and Social Aff airs of the United Nations Secretariat entitled Th e Inequality Predicament 
(United Nations, 2005a) and the World Development Report 2006 (World Bank, 2005a), have 
examined extensively the detrimental impact on development of widening income disparities 
within countries.

Th e present report, in contrast, focuses on the causes and possible implications of 
the growing inequality among countries.2 Th ere are several reasons why one should be equally 
concerned with the growing disparities in welfare between the world’s nations. First, when con-
sidering income inequality among all the people in the world, available studies have shown that 
about 70 per cent is explained by diff erences in incomes between countries and “only” 30 per 
cent by inequality within countries (Bourguignon and Morrisson, 2002; Milanovic, 2005). Th e 
same studies indicate that before the Second World War, it was inequality within countries that 
appeared to be more important. While this does not make the disparities within countries any 
less important, it is striking that global inequality increasingly has become a problem condi-
tioned to where one happens to live.

Second, what we see at the national level also applies to the global level, where the 
better “endowments” enjoyed by richer countries give them preferential access to capital markets 
and makes them less vulnerable to shifts in global commodity markets. Th is is so because world 
markets are far from equitable. Global investors generally prefer to invest in countries with bet-
ter endowments in terms of wealth and institutions, which ensure lower investment risk. Poorer 
countries have less diversifi ed economies and export structures, making them much more vulner-
able to shifts in commodity prices and shocks in international fi nancial markets. Patent protec-
tion may increase the costs incurred by poor countries in securing access to innovation, as in the 
case of medicines; moreover, most resources are being invested in new research oriented towards 
combating diseases with a higher prevalence in richer societies.

Th ird, economic power and political power tend to be reinforcing. Also, in this 
sense, the rules governing global markets are likely to be less advantageous for developing coun-
tries, as these countries tend to have less of a voice in the negotiation processes leading to the 
establishment of those rules. Th is tendency has been recognized in the Monterrey Consensus of 
the International Conference on Financing for Development (United Nations, 2002a), which 
gave a clear mandate to the international community to improve participation of developing 
countries in international economic decision-making. However, progress in this area has been 
slow. Th is also aff ects the way in which, and the extent to which, global market imperfections are 
“corrected”, leading world markets to work less favourably for developing countries.

Fourth, widening global asymmetries can in turn harm growth and prevent poorer 
countries from reaping the full gains of global development and thus from utilizing their full 
economic potential. Th is should be considered a welfare loss for the world economy at large. 
Lower growth in turn obstructs the eff orts to eradicate poverty and, in some contexts, this has 
been shown to be a major source of regional confl icts, domestic strife and social instability 
(Murshed, 2006).

Ignoring growing international income inequality means ignoring all of the above 
phenomena. Th e World Economic and Social Survey 2006 explores the patterns of growth di-
vergence and the income inequality among countries, examining its origins and its implica-
tions. Th e present chapter indicates which countries are falling behind and which countries are 

2 Income inequality between countries is sometimes styled “international inequality”, as distinct 
from “global inequality” which would account for the inequality both between and within countries 
(see Milanovic, 2005). The latter concept would thus account for differences in income between all 
individual citizens of the world. As stated in this report, the analysis will be confi ned to differences 
between the average per capita incomes of countries.
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catching up. Th e subsequent chapters will address in more detail the international and domestic 
causes of inequality and the policy options that may be available to countries to enable them to 
avoid falling further behind.

Th is chapter begins by examining the trends in income growth across countries that 
explain particular patterns of convergence and divergence. Determining the causes of such pat-
terns typically requires going a long way back in history; however, because of data limitations, 
the main focus will be on trends since 1960. Th is is a symbolic starting point, given that on 
19 December 1961, the General Assembly proclaimed the First United Nations Development 
Decade. Income inequality between what we now call developing and developed countries has 
been on the rise for many decades. Divergence in income levels had not widened much in the 
aftermath of the Second World War during the period labelled the “golden age” (1950-1973) 
when world economic growth was broad-based, including also most developing countries. In 
contrast, during the 1980s and 1990s, international inequality increased sharply between devel-
oped countries and all developing-country regions, except for East and South Asia. Th ese pat-
terns of divergence and convergence are explained by growth failures and successes that appear 
to have clustered in time and space. Th us, income levels and economic growth also have become 
more polarized across groups of neighbouring countries.

Th e section of this chapter entitled “Growth divergence and human development” 
broadens the economics focus by introducing the linkages that exist between human develop-
ment and growth, with a special emphasis on the implications of the high level of international 
inequality for achieving the Millennium Development Goals. Th e fi nal section focuses on the 
causes and implications of the increasing global asymmetries. It is argued that world markets are 
inequitable and that the rising global inequality is in part explained by market imperfections that 
characterize global markets and which are inadequately countered by global policies and rules. 
Th at section also shows not only that developing countries remain highly vulnerable to external 
shocks, but also that their growth path closely follows the trends and fl uctuations in the econom-
ic performance of developed economies. To a considerable degree, developing-country growth 
depends on what happens in the world’s largest economy, namely, the United States. However, 
with continued fast growth in East Asia, and in China in particular, that part of the world could 
become the engine of global economic growth. One cannot be sure, of course, whether China 
can sustain its rapid expansion. However, if it does, an important question is whether the cur-
rent pattern of widening global asymmetries will continue or whether, in contrast, sustained high 
growth in China could improve growth opportunities for other developing countries as well and 
thereby soften the inequality predicament.

Patterns of economic growth divergence

Th e renewed interest in the determinants of economic growth heightened after it was observed 
that many developing countries had gone through a prolonged period of poor growth perfor-
mance and that there was increasing evidence that only a few countries appeared able to “catch 
up” with the developed world. Th e standard economic model of growth focused primarily on 
the role of savings and investment and predicted that, in the long run, rich and poor economies 
would eventually converge in terms of income levels. To explain the lack of observed conver-
gence, the model was extended to include other factors of growth such as human capital and 
endogenous technological change.

Based on these building blocks, the new economic growth theory has also addressed 
the issue of income convergence among countries (see, for example, Barro and Sala-i-Martin, 
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1992). Nobel Prize winner Robert Lucas (2000) has estimated that the diff usion of technology 
and ideas will allow income distribution across nations to narrow and make everyone “equally 
rich and growing” by the year 2100. Using sophisticated economic analysis, others have strength-
ened this claim with similar estimates showing that convergence can be expected to take place 
when the forces of the global market are left free to act.3 Th is may or may not happen, and there 
are still 94 years to go until Lucas’s previsions are proved accurate or not. Meanwhile, however, 
the trend is mainly in the opposite direction with the unprecedented widening of income dis-
tribution across countries driven largely by the poor economic performance of the economies 
at the bottom end. Th e pattern is one of divergence not only between developed countries and 
developing countries, but also between the developing countries that have experienced growth 
successes and other developing countries that have undergone growth collapses.

The big divide: developing 
versus developed countries

Taking a long view, convergence between the rest of the world and the advanced regions of 
1820—Western Europe and its Western off shoots (the United States, Australia and New Zea-
land)—never took place. Th e countries that had been most advanced in 1820 grew faster in 
terms of gross domestic product (GDP) per capita throughout the nineteenth and twentieth 
centuries. Th e one notable exception was Japan which, having seen growth accelerate from the 
1890s onward and enjoyed a period of spectacular growth after the Second World War, went on 
to reach, by 1970, the same income level as that of other industrialized countries.

In terms of purchasing power parity (PPP), commonly used when making such 
comparisons, the developed world had managed to increase its GDP per capita 19-fold between 
1820 and 2001 (see table I.1).4 Th e performance of the rest of the world was much more modest. 
Th e mean incomes of countries in Eastern Europe increased nine times, while those of the coun-
tries in Latin America and Asia showed, respectively, an eight- and a sevenfold increase during 
the same period. African countries witnessed much more modest welfare increases: their GDP 
per capita in 2001 was only three and a half times that observed for 1820. In consequence, when 
looking at the broader picture for the entire period, it is clear that over the past two centuries, 
there has been a divergence of the average income levels of developed and developing countries.

Th e pace at which the gap widened had slowed down during the quarter-century 
that followed the Second World War (1950-1973) and during this period several regions (East-
ern and Central Europe and Asia) and the Union of Soviet Socialist Republics managed to catch 
up in modest terms with the developed countries. As noted above, this period is sometimes also 
referred to as the golden age, since rapid growth took place in a large number of countries and re-
gions across the world. At the time, optimism was running high, as many considered the widely 
observed good economic performance as the fi rst signs of the beginning of a process of sustained 
growth in developing countries and of a convergence across countries.

During this period, all regions recorded an average GDP per capita growth rate of at 
least 2 per cent (see lowest subdivision of table I.1). India was the only large developing country 
showing slower growth, with a rate of 1.4 per cent per annum. Th e fastest-growing economy was 
Japan, with an impressive 8.1 per cent GDP per capita growth rate, followed by Eastern Europe, 

3 See, for example, the infl uential paper by Sachs and Warner (1995) who argue that developing 
countries that are open to trade will experience unconditional convergence to the income levels of the 
rich countries.

4 Data are based on Maddison (1995; 2001).
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Asia and the Soviet Union, all attaining growth rates of 3.4 per cent or higher. Latin America 
experienced lower growth. It may be noted that Latin America and the former Soviet Union were 
the only two regions that had achieved some degree of catching up with the developed world in 
the period before and during the Second World War (1913-1950); hence, the developing world 
did exhibit some convergence over a somewhat longer time-period (see table I.1). Africa, for its 
part, continued to diverge relative to developed countries even during the golden age. In this 
sense, one may speak of a process of “upward growth divergence” (see box I.1) as the income gap 
for some developing countries widened despite the fact that those countries had achieved fairly 
satisfactory growth rates themselves, albeit more slowly than did the industrialized countries.

Th is relatively good economic performance had come to an end with the second oil 
price shock, the sudden increase in world interest rates at the end of the 1970s and the collapse 
of non-oil commodity prices in the 1980s. Th ese factors triggered the debt crisis of the 1980s, 
which hit African and Latin American countries particularly hard. Although the period between 
the two oil shocks had been marked by a rising frequency of growth collapse, particularly in 
sub-Saharan Africa, it was the combination of these external shocks that sparked a large number 
of growth collapses among developing economies in the 1980s. Hence, in the 1980s, a renewed 
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Table I.1.
The big divergence: developing versus developed countries, 1820-2001

GDP per capita
(1990 international Geary-Khamis dollars)

Ratio of GDP per capita to 
that of the developed world

1820 1913 1950 1973 1980 2001 1820 1913 1950 1973 1980 2001

Developed world 1 204 3 989 6 298 13 376 15 257 22 825
Eastern Europe 683 1 695 2 111 4 988 5 786 6 027 0.57 0.42 0.34 0.37 0.38 0.26
Former USSR 688 1 488 2 841 6 059 6 426 4 626 0.57 0.37 0.45 0.45 0.42 0.20
Latin America 692 1 481 2 506 4 504 5 412 5 811 0.58 0.37 0.40 0.34 0.35 0.25
Asia 584 883 918 2 049 2 486 3 998 0.48 0.22 0.15 0.15 0.16 0.18
China 600 552 439 839 1 067 3 583 0.50 0.14 0.07 0.06 0.07 0.16
India 533 673 619 853 938 1 957 0.44 0.17 0.10 0.06 0.06 0.09
Japan 669 1 387 1 921 11 434 13 428 20 683 0.56 0.35 0.30 0.85 0.88 0.91
Africa 420 637 894 1 410 1 536 1 489 0.35 0.16 0.14 0.11 0.10 0.07

-fold 
increase

Annual average compound growth rates 
of per capita GDP growth (percentage)

1820-
2001

1820-
1913

1913-
1950

1950-
1973

1973-
1980

1980-
2001

Developed world 19.0 1.3 1.2 3.3 1.9 1.9
Eastern Europe 8.8 1.0 0.6 3.8 2.1 0.2
Former USSR 6.7 0.8 1.8 3.3 0.8 -1.6
Latin America 8.4 0.8 1.4 2.6 2.7 0.3
Asia 6.9 0.4 0.1 3.6 2.8 2.3
China 6.0 -0.1 -0.6 2.9 3.5 5.9
India 3.7 0.3 -0.2 1.4 1.4 3.6
Japan 30.9 0.8 0.9 8.1 2.3 2.1
Africa 3.5 0.4 0.9 2.0 1.2 -0.1

Sources:
Maddison (2001) and UN/DESA.
Notes:
1990 international Geary-Khamis dollars are purchasing power 
parities (PPPs) used to evaluate output which are calculated 
based on a specifi c method devised to defi ne international prices. 
Information on the computation of the PPPs in Geary-Khamis 
dollars is available from http://unstats.un.org/unsd/methods/icp/
ipc7_htm.htm.
Country groupings are as specifi ed in Maddison (2001).
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Defi nitions of some key concepts

Income and growth divergence: Income divergence and economic growth divergence are two different 
concepts that are nevertheless related. The former is understood to refer to an increase in the income (or GDP 
per capita) gap between two countries. On the other hand, economic convergence implies a narrowing of the 
income gap between two countries.

Economic growth divergence on the other hand signifi es a spread in the growth rates of two 
economies. This may lead to either income convergence or divergence depending on which country, the fol-
lower or the leader, performs better. The several possibilities that arise are based on the combinations of the 
different initial income levels and growth levels of each economy.

Ben-David (1995) describes upward economic convergence as the situation where the poorer 
country catches up with the richer country, while downward economic convergence occurs when the growth of 
the richer country slows down or is negative, causing it to converge towards the growth of the poorer.

Upward growth divergence occurs when both countries grow at decent rates but with the richer 
country growing faster.

Downward growth divergence takes place when the growth record of the country/region shows 
low or negative growth rates and said country or region is therefore falling behind the pack. The World Eco-
nomic and Social Survey 2006 is, for the most part, concerned with the implications of such divergence experi-
ences which have been widely undergone by most developing countries for the last few decades.
Convergence club: A convergence club is understood to be a group of countries that over a period of time 
reach similar levels of GDP per capita. Convergence clubs can be situated at either end of the income spectrum 
or in the medium range. They may emerge as a result of either upward convergence or downward convergence. 
In the case of downward divergence, the leader joins the lower-echelon club; in the case of upward conver-
gence, the follower grows at faster rates so as to end up joining the richer club.
Flying geese pattern of development: The fl ying geese pattern of development, a term fi rst used by Kaname 
Akamatsu in a Japanese article of the 1930s, is meant to describe the dynamics of the catching-up process 
in terms of industrialization of a backward country. According to the description provided by the National 
Graduate Institute for Policy Studies of Japan, the dynamics of the catching-up process encompass three phe-
nomena: fi rst, product development within a particular developing country, with a single industry moving from 
import substitution to production for an expanding domestic market and then to export production; second, the 
tendency of the industrialization process to move gradually from diversifying and upgrading consumer goods to 
capital goods, in other words from relatively simple to more sophisticated products; and third, the relocation 
of industries from advanced to developing countries as the latter start to catch up. Extensive work in bringing 
the fl ying geese model to international attention was carried out by Okita (1985). Information is also available 
from http://www.grips.ac.jp/module/prsp/FGeese.htm.
Growth collapse: Depending on the methodology and the threshold chosen, a growth collapse refers to a 
sudden drop in the GDP growth rate. Growth stagnation is defi ned as a continuous low or negative economic 
growth rate for a defi ned number of years (see Reddy and Minoiu, 2005).
Path dependence: Path dependence signifi es that growth and development outcomes depend on a particular 
sequence of events in terms of institution-building, macroeconomic policy, and technological and human devel-
opment as historically determined. In essence, path dependence means that the trends that have been shaped 
by changes or decisions in the past have a bearing on the effectiveness of decisions and changes implemented 
in the present. Particular forms of path dependence may be defi ned. Ocampo and Parra (2005), for instance, 
refer to path dependence in the context of the process of generating dynamic economies of scale, since there 
appears to exist a close association between technological learning and production experience (that is to say, 
learning by doing in the broad sense of the term). The outcomes of these processes will in turn depend on other 
processes such as the development of marketing networks and the build-up of a fi rm’s reputation (goodwill).

Box I.1
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trend of divergence set in, with Latin America, Africa, Eastern Europe and the Soviet Union fall-
ing farther behind the developed world, only this time owing to a lack of growth of their own 
economies.

As symptoms of this “downward divergence”, annual average growth rates of GDP 
per capita dropped to values below 1 per cent for Latin America and Africa and turned negative 
for the former Soviet Union. In the latter case, the growth collapse actually took place during the 
transition from socialist to market economies in the 1990s. Output growth also slowed down 
for Asia but the region still recorded a decent per capita income growth rate of 2.4 per cent. 
China leaped forward at a speed of 5.3 per cent per year, while India, shedding its low but steady 
“Hindu” rate of per capita growth, moved up to a new and much higher steady pace of 3 per 
cent. Th e increased divergence in growth performance across countries left the inequality in the 
distribution of world income across countries (excluding China) at an all-time high.

If we exclude China, between 1960 and 1980, the share of world population living 
in countries with a GDP per capita less than half the mean for the world had stayed constant 
at 47 per cent. By 2001, however, this share had increased to 52 per cent (see the upper part of 
fi gure I.1). In this sense, as one study has pointed out, the world income distribution, in being 
polarized between rich and poor, is taking the form of “twin peaks” (Quah, 1996) or, as others 
have indicated, the distribution is becoming one in which there is no longer a “middle class” 
of countries (Milanovic, 2005; Milanovic and Yitzhaki, 2001). Figure I.1 confi rms this only to 
some extent. Th e concept of a disappearing middle class applies specifi cally to the group of upper 
middle income countries.

After the golden age, a major new element in the dynamics of global income distri-
bution was thus the growing divergence within the group of developing countries. Many coun-
tries in the middle-income group either moved up the ladder, catching up with the rich coun-
tries, or moved down to become part of the lower-income group. In explaining these dynamics, a 
great deal is attributed to the tendency of growth successes and collapses to cluster within specifi c 
time periods as well as regionally.

Growth successes and collapses 
have been concentrated in time

Since the golden age, patterns of growth among developing countries have become more diverse. 
A dual pattern of divergence emerged in which, on the one hand, developing countries as a 
group lagged behind the developed countries in terms of economic growth and, on the other 
hand, there were strikingly diff erent growth experiences within the group of developing coun-
tries (fi gure I.2). Diverging growth experiences among developing countries or areas have been in 
part the result of the fact that several success stories, like the Republic of Korea, Taiwan Province 
of China, Singapore and Hong Kong Special Administrative Region (SAR) of China, outpaced 
the rest. Th e dual divergence observed in the last quarter-century, however, has been much more 
strongly associated with a signifi cant increase in the frequency of growth collapses and a decline 
in the number of growth successes.

In the 1960s and 1970s, nearly 50 of the 106 developing countries included in 
the analysis had experienced sustained expansion (defi ned as four consecutive fi ve-year moving 
average periods with growth of over 2 per cent per capita). In contrast, during the past quar-
ter–century, only 20 developing countries enjoyed sustained growth (fi gure I.3 A). While those 
experiences had been widespread in the developing world during the golden age, they by and 
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Figure I.2.
Per capita GPD growth, developing countries 
and OECD member countries, 1950-2001
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Source: 
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Figure I.3.
Episodes of sustained expansion or contraction in GDP per capita, 

by number of countries per region or country group, 1951-2000
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large disappeared in the 1980s, except in Asia. Sustained growth occurred more often again in 
the 1990s, but at levels far below those of the golden age.5

Th e decrease in the number of countries experiencing periods of accelerated growth 
has been mirrored by increasing episodes of growth failure or “sustained contractions” (defi ned 
as four consecutive fi ve-year periods with negative GDP growth per capita). Such growth failures 
had been rare before the fi rst oil shock. Th ey became more frequent in the 1970s, between the 
two oil price shocks, and mainly aff ected least developed countries, especially those in Africa. 
Sustained contractions then became widespread among developing countries during the “lost 
decade” of the 1980s and continued well into the 1990s (fi gure I.3 B).6

In sum, over the past 45 years, growth successes and collapses have tended to cluster 
in specifi c time periods. It is unlikely that domestic factors alone, abundantly explored in the 
growth literature, can explain a pattern common to many countries at the same time. Indeed, 
global economic developments played an important role in this outcome. In recent decades, these 
developments arose from two major external shocks that had occurred around 1980: the strong 
increase in real interest rates, which aff ected many developing countries disproportionately, and 
a steep and prolonged decline in the terms of trade for non-oil primary commodity exporters.

Th e oil shock of 1973 had disturbed the normal functioning of the economies of 
developed countries, generating infl ation and recession, and had important eff ects on developing 
countries as well (adversely, through the demands for exports from industrialized countries, but 
with indirect benefi ts through the temporary easing of external fi nancing conditions). Nonethe-
less, the dynamics of oil prices had diff erent eff ects on diff erent groups of developing countries 
and thus generated a slowdown but not a more general downturn which took place around 1980 
(see table I.1 and fi gure I.4). Two major and largely unexpected shocks explain this generalized 
downturn in the developing world. Th e fi rst was the permanent eff ect of the interest rate shock 
of 1979. Real interest rates in the United States (using the rate on 10-year Treasury Bills as the 
benchmark) had increased from -1.8 per cent in 1979 to 3.6 per cent in 1981, reaching a peak 
of 8.2 per cent in 1984. Th e cost of borrowing for developing countries was even higher as the 
average risk premium (over the London Interbank Off ered Rate (LIBOR)) paid by developing 
countries had risen in real terms from 2.5 to 22.0 percentage points between 1979 and 1981. 
Having profi ted from the previous eased external fi nancing conditions, developing countries 
suff ered a sudden and substantial shock leading, for many of them, to signifi cant balance-of-pay-
ments problems. Th e second shock was the structural decline in the terms of trade. Real non-oil 
commodity prices experienced a permanent drop by more than 30 per cent, after having fl uctu-
ated without a clear trend for a long period of time between 1920 and 1980 (see fi gure I.5).

Both the terms-of-trade and interest-rate shocks were outcomes of the macroeco-
nomic adjustments taking place in developed countries. However, they were also associated with 

5 The analysis here is largely based on the evidence presented in Ocampo and Parra (2005). Hausmann, 
Pritchett and Rodrik (2004) found a similar pattern. They searched for instances of a rapid acceleration 
in economic growth that had been sustained during a period of at least eight years. They supplied the 
initial year and the countries that had experienced those instances of an acceleration in growth in 
the period 1950-1998 (ibid., table 2.1). Considering an episode as belonging to a particular decade if 
at least four of the minimum seven years belonged to that decade, they calculated 23 episodes in the 
1960s and 30 in the 1970s, and only 14 in the 1980s and 14 in the 1990s.

6 See Ocampo and Parra (2005), as well as Reddy and Minoiu (2005), who reported similar results. The 
latter study examines real-income stagnation defi ned as negligible or negative per capita real-income 
growth for a signifi cant and uninterrupted sequence of years. Reddy and Minoiu found that of the total 
number of countries for which data were available; the proportion that had experienced a stagnation 
spell had increased sharply and steadily between the 1960s and the 1990s, from 12 and 22 per cent in 
the 1960s and the 1970s, respectively, to 50 and 38 per cent in the 1980s and the 1990s, respectively.
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Figure I.5.
Terms of trade for non-fuel commodities and 
for developing-country manufactures, 1900-2005

80

100

120

140

160

180

200

220

240

260

280

19
00

19
05

19
10

19
15

19
20

19
25

19
30

19
35

19
40

19
45

19
50

19
55

19
60

19
65

19
70

19
75

19
80

19
85

19
90

19
95

20
00

20
05

80

100

120

140

160
Terms of trade for 
non-fuel commodities

Terms of trade for 
developing country
manufactures 
(right-hand scale)

Sources: 
Grilli and Yang (1988); Ocampo 
and Parra (2003); and United 
Nations, 2003.
Note:
The terms of trade for non-fuel 
commodities correspond to the 
aggregate commodity price 
index versus manufactures, 
excluding oil, with year 2000 
as the base year. The terms of 
trade for developing-country 
manufactures were calculated 
as the ratio of the price index 
of manufactures exported by 
developing countries to the price 
index of manufactures exported 
by developed countries, with 
year 2000 as the base year.

Figure I.4.
Growth in GDP per capita of 106 developing countries, 1951-2003

-2

-1

0

1

2

3

4

19
51

19
53

19
55

19
57

19
59

19
61

19
63

19
65

19
67

19
69

19
71

19
73

19
75

19
77

19
79

19
81

19
83

19
85

19
87

19
89

19
91

19
93

19
95

19
97

19
99

20
01

20
03

P
er

 c
ap

it
a 

G
D

P
 g

ro
w

th

Percentage

WDI-WB

Maddison 2001

Sources: 
Maddison (2001); and World 
Bank, World Development 
Indicators 2005 database.



13Growth and development trends, 1960-2005

boom-bust cycles in international fi nancing directed to developing countries. Combined, these 
phenomena in the global economy had a decisive impact on the divergence trajectory for many 
developing countries.

Nevertheless, the strong impact of the shocks in global commodity and fi nancial 
markets does not mean that region- and country-specifi c factors are not important. Th ere is a 
close relationship, however, between the relevant country- and region-specifi c factors and ele-
ments that are particular to a specifi c phase of the global cycle. Whether a country experiences 
rapid growth or not during periods of economic expansion in the developing world as a whole, 
or whether it can mitigate or avoid a growth collapse during the downward cycle, depends on 
the interaction between domestic conditions, and the way in which the country is aff ected by the 
global or regional market dynamics.

In this regard, for example, macroeconomic policy can play an essential role in di-
minishing the adverse eff ects of external shocks. Th is is not always easy, however, since the 
“policy space” for redressing the impact of such shocks is not the same for each country. Th is has 
been clearly shown in comparisons of macroeconomic policy between Latin America and East 
Asia, whose macroeconomic adjustments since the debt crises have been shaped by very diff erent 
policy choices and constraints.

Th ere have also been diff erences within regions. For instance, both Cambodia and 
the Lao Peoples Democratic Republic, the poorest countries in East Asia, suff ered severe eco-
nomic setbacks related to the Asian fi nancial crisis. In contrast, Th ailand and the Republic of 
Korea, the countries fi rst hit by the crisis, managed to recover fairly quickly. Not only were these 
countries helped by an external fi nancial rescue operation, but they could also build on a tradi-
tion of counter-cyclical macroeconomic policies and the institutional framework within which to 
make adjustments in fi nancial regulations. Th e strong devaluation of their respective currencies 
boosted growth in established export industries (see chap. III). In Cambodia and the Lao Peo-
ple’s Democratic Republic, the policy response needed to be more halting and painful, as these 
countries had their currencies pegged to the Th ai baht. Th e devaluation of Th ailand’s currency 
by 70 per cent had strong infl ationary eff ects leading to dramatic declines in real incomes, which 
could not be counteracted because of insuffi  cient external fi nance, poorly developed fi nancial 
systems, and a lack of instruments with which to conduct counter-cyclical fi scal and monetary 
policy. Th is inequality in terms of policy space is discussed at greater length in chapter IV.

Geographical concentration of 
growth successes and collapses

Growth successes and collapses not only appear to be concentrated in particular time periods, 
but also tend to coincide in particular regions of the world. Most of the successful growth stories 
have occurred in East Asia, while most growth collapses have been seen in Africa. Also, growth 
performance in Latin America has been rather uniform among the countries of the region, but 
diff erent when the region is compared with other regions in the world. Th us, we see widening 
international inequality (divergence), which coexists with greater similarity in growth patterns 
within regions (convergence). Th e existence of “regional convergence clubs” is of particular inter-
est, as it sheds light on the growing importance of initial conditions in explaining uneven global 
development. Capabilities, attitudes, social institutions and economic potential diff er across re-
gions and explain persistent diff erences in economic performance which, if unchecked, perpetu-
ate the global asymmetries.
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Table I.2 confi rms that China’s fast growth led to a decline in overall international 
inequality after 1980, but the trend is observed to have continued to move starkly upward when 
the world’s most populous country is not taken into account. Th at upward trend is due, for the 
most part, to the fact that diff erences between geographical regions have been widening. As table 
I.2 shows, 84 per cent of international income inequality (excluding China) is explained by diff er-
ences between regions and only 16 per cent by diff erences within regional groups (see table I.3).7 

7 Annex table A.1 provides more detailed decomposition of the Theil coeffi cient of international 
inequality, showing the contribution of each region to the overall level of inequality. The inequality 
estimates shown consider income differences only between countries and not within countries. The 
table also confi rms that international income inequality is overwhelmingly explained by the differences 
between developed and developing countries.
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Table I.2.
Theil decomposition of international inequality, 1960-2001

Theil coeffi cient of international inequality
Contribution to international inequality

(percentage)

1960 1980 2001 1960 1980 2001

All countries

  Between regions 0.45 0.51 0.45 87 91 85
  Within regions 0.07 0.05 0.08 13 9 15
 Total 0.51 0.56 0.53

All countries without China

  Between regions 0.35 0.42 0.48 84 89 84
  Within regions 0.07 0.05 0.09 16 11 16
 Total 0.42 0.48 0.56

Source: UN/DESA, based on Maddison (2001). See annex table A.1 for further details.
Note: The inequality index considers only inequality between countries not inequality within countries. The inequality measure is weighted for the population of each 
country.

Table I.3.
Theil decomposition of developing-world inequality, 1960-2001

Theil coeffi cient of developing-world inequality
Contribution to developing-world inequality

(percentage)

1960 1980 2001 1960 1980 2001

All countries

  Between regions 0.25 0.26 0.08 81 74 35
  Within regions 0.06 0.09 0.15 19 26 65
 Total 0.32 0.36 0.23

All countries without China

  Between regions 0.17 0.17 0.12 70 64 38
  Within regions 0.07 0.10 0.19 30 36 62
 Total 0.24 0.27 0.31

Source: UN/DESA, based on Maddison (2001). See annex table A.2 for further details.
Note: The inequality index considers only inequality between countries not inequality within countries. The inequality measure is weighted for the population of each 
country.
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Income disparities within regions have become more important in recent decades, however, and 
are relatively more important in explaining income inequality among developing countries.

Convergence clubs appear to assemble at the extremes of the income spectrum. Th ere 
is one for wealthier nations, largely located in Western Europe and Northern America, and one 
for poorer countries, predominantly in Africa, with both clubs attracting new members. As one 
study (Ben-David, 1995, p. 12) observes: “Th e wealthier clubs exhibit upward convergence where 
the poorer members essentially catch up with the richest members. Among the poorest countries, 
the situation is one of downward convergence, where the decline in income disparity is brought 
about by very low growth among the clubs’ better-off  members.” European countries such as 
Greece, Spain, Portugal and, more recently, Ireland are examples of upward convergence to the 
industrialized countries club. Th eir geographical location and geopolitics in terms of membership 
in the European Union (EU) created positive spillover eff ects; and the transfer of technology, in-
tensifi cation of trade and integration policies in general played a decisive role in their catching-up 
story. Sub-Saharan Africa and subregions within Latin America (notably those comprising several 
of the Andean and Central American countries) are examples of downward divergence, with ini-
tially richer countries regressing to the lower income levels of surrounding neighbours.

A visual snapshot of geographical club formation is presented in fi gure I.6 A, B and 
C where 164 countries are grouped by the ratio of their income (GDP) per capita to the world 
average. Countries are grouped in one of four clubs according to their score on this indicator. 
Countries with an income that is less than half of per capita world gross product (WGP) are 
classifi ed as belonging to the poorest club designated by the fi gure. Th e lower middle income 
club includes countries with a GDP per capita ranging from one half the mean world income to 
the mean itself. Th e upper middle income countries have a GDP per capita that is higher than 
the average but less than double WGP per capita. Th e rich countries are those with a GDP per 
capita that is more than twice the average.

Graphically, the results confi rm the statement above that convergence occurs at the 
extremes, that is to say, among members of the rich country club on the one hand and among 
members of the poor country club on the other, suggesting greater growth polarization. In 1960, 
the poorest group consisted of 63 countries, of which 43 were in Africa, 18 were in Asia and 2 
were in Latin America. Th e number of countries in this category had decreased to 58 by 1980 
with the largest number still in Africa. Th e Republic of Korea, Th ailand, Tunisia, the Dominican 
Republic and Oman were among the countries that had exited the poorest group. Swaziland, the 
Democratic Republic of Korea and Yemen had also left the poorest group in the fi rst half of the 
period, although they returned to the poorest group in the subsequent period.

Because of the generally poor growth performance of developing countries during 
the 1980s and part of the 1990s, membership in the lowest-income group had increased to 
75 countries by 2001, with several countries members of the Commonwealth of Independent 
States (CIS) as well as some Latin American countries having joined the group. Th e latter group 
included Bolivia, which had faced a period of hyperinfl ation in the 1980s, as well as El Salvador 
and Nicaragua, which had suff ered from prolonged periods of civil strife in the 1970s and 1980s. 
Polarization of growth took place also at the other end of the spectrum, with the group of rich 
countries and areas having increased in number from 22 in 1960 to 29 in 2001, after welcoming 
Hong Kong SAR, Japan, Israel, the Republic of Korea, Portugal, Puerto Rico, Singapore, Slove-
nia, Spain and Ireland. In contrast, Argentina, the Bolivarian Republic of Venezuela, Qatar and 
Kuwait dropped to a lower income category.

Most East and South Asian countries and areas had belonged to the poorest group 
in 1960, with the exception of Taiwan Province of China, Singapore, the Philippines, Malaysia 
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Figure I.6.
Geographical distribution of GDP per capita, 164 countries, 1960, 1980 and 2000
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and Japan which already had by then a GDP per capita that was higher than half of the world 
average. By 2001, nearly all of them had exited the poorest group. Subregional convergence 
clubs appeared to have formed. By 1980, following active export-oriented industrial policies 
and sustained growth, the Republic of Korea had managed to catch up with the slower-growing 
economies of Malaysia and the Philippines. GDP per capita has also grown rapidly in Th ailand 
and the Democratic Republic of Korea, albeit at more modest rates than that of the Republic 
of Korea.

During this long period, Singapore, Taiwan Province of China and Japan crossed the 
income threshold of the rich country club. Japan had already joined the industrialized country 
club by 1970, with a level of GDP per capita three times higher than the mean income for the 
world. A “fl ying geese formation” emerged in the region (see box I.1 for the defi nition): Japan 
led the group, followed by: the fi rst-tier newly industrialized economies, namely, the Republic 
of Korea, Taiwan Province of China and Singapore; and the second-tier newly industrialized 
economies, namely, Malaysia, Th ailand, Indonesia and Viet Nam, and then China. Once in 
motion, the geese were able to continue fl ying after their leader (Japan) slowed its pace and—if 
one wishes to develop the metaphor—a new formation emerged in recent years with China as its 
leader. However, it is through the rise of China and India, as the most dynamic centres during 
those years, that the pattern of growth in Asia has been entirely reshaped.

Bangladesh, Pakistan and Sri Lanka in South Asia sustained an almost uninter-
rupted per capita growth rate of 2 per cent or higher during the period 1980-2001. Th e only 
signifi cant disappointment in that region was the Philippines, which did not manage to divest 
itself of its status as a lower middle income country.

Th e story for the other continents is only slightly more diverse. Th e trend towards 
regional convergence predominated, though in the opposite direction: the initially richer coun-
tries converged downward following unsatisfactory growth. In CIS and Eastern and Central 
European countries, upward convergence had occurred during 1960-1980 and up to 1990 (not 
shown in fi gure I.6) when the dismantling of the communist bloc took place. During their tran-
sition to becoming market economies, two trends emerged. On the one hand, the Central Eu-
ropean countries and the Baltic States, which by now had acceded to EU membership, retained 
their position in the upper middle income group. Th e rest, on the other hand, experienced an 
absolute decrease in GDP per capita which caused them to converge downward to a lower in-
come group.

In Latin America and the Caribbean, Brazil’s economy had strongly expanded dur-
ing the golden age at a rate of 3.8 per cent per year in per capita terms and by 1980 its income 
level surpassed the average for the world. Th is also held for Mexico. Argentina, Honduras and 
Peru, on the other hand, dropped into lower income groups. Figure I.6 B shows that Argentina’s 
income level did become similar to that of Brazil, Chile, Colombia, Uruguay and Mexico, all of 
which had a GDP per capita between one and two times WGP per capita. Argentina’s average 
living standard had used to be more than double that of the average for the world in 1960. For 
the region as a whole, the lost decade of the 1980s and the several fi nancial crises in the 1990s 
served to cancel much of the eff ect of earlier growth gains and the slowdown in the widening of 
the income gap relative to the industrialized world achieved in the previous buoyant period (see 
fi gure I.6 C). In this period, GDP growth slowed down considerably in all countries, with the 
exception of Chile.

On the African continent, in contrast, the trend has been one of downward con-
vergence of income levels following slow growth in nearly all of the countries over the last 
four decades. Only the southern tip of the continent, comprising Botswana, Mauritius, South 
Africa and Namibia, as well as Gabon on the west coast and Tunisia in the north, had avoided 
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membership in the lowest income club as of 2001. Among these, only Botswana, Mauritius and 
Tunisia grew steadily for prolonged periods. Botswana’s success was due to its richness in natural 
resources and its good institutions (see chap. IV). Mauritius, whose GDP per capita grew at an 
average annual rate of 4.2 per cent over the period 1970-2003, redirected its development strat-
egy away from the primary sector to focus on strengthening the industrial sector, largely through 
protectionist measures (see chap. III). Positive but very low growth rates over that period were 
recorded in a few other countries, including Kenya, Ghana, Uganda, Mozambique, Zimbabwe 
and Mauritania.

Finally, Western Europe and the Western off shoots became more homogeneous as 
well only in their case this was the result of upward convergence, with the countries that had been 
poorer in 1960 having joined the club by 2001. Growth rates in the industrialized country club 
for the recent period have slowed down to an annual average of 2 per cent per capita.

Growth divergence and 
human development

Th e large inequalities in income are paralleled by huge disparities in other indicators of well-be-
ing. In 2002, the life expectancy of a child born in Japan (82 years), Switzerland (80 years) or 
the United States (77 years) was more than double that for a child born in Zambia (37 years), 
Malawi (38 years) or Botswana (38 years). Similarly, opportunities in education show huge dis-
parities across countries. Educational attainment measured in years of schooling amounted to 
less than 4 years in sub-Saharan Africa but to more than 12 years in developed countries. As in 
the case of incomes, such major diff erences in education and health between citizens of diff erent 
countries are mostly larger than those between various groups within countries.

While these disparities are still very large, over the last four decades most parts of the 
world have seen progress in terms of higher life expectancy and more schooling. In fact, there has 
been more convergence across countries in outcomes for health and education than in outcomes 
for incomes. In 1960, for instance, there were 73 countries whose citizens had a life expectancy 
of less than 50 years and 45 countries whose citizens had a life expectancy of 65 years or more. 
Th ese “twin peaks” had disappeared by 2002; population data from the United Nations indicates 
that the number of countries in which a newborn was expected to live less than 50 years had 
dropped to 32 (all in sub-Saharan Africa), and the number of countries where he or she was 
expected to survive for at least 65 years had increased to 128. At the same time, inequalities in 
life expectancy at the extremes increased during the 1980s and 1990s, mainly because of the toll 
taken on lives in Africa by the HIV/AIDS epidemic. Progress has also been evident in education: 
the average number of years of schooling for all citizens almost doubled between 1960 and 2002, 
from 3.4 to 6.3 and disparities across countries fell (Schady, 2005). For many countries, however, 
the pace of this convergence in indicators of well-being has slowed considerably since 1980 and 
stagnated since the beginning of the 1990s (United Nations Development Programme, 2005).

Th us, though global income inequality is refl ected in other indicators of well-being, 
divergence in education and health outcomes has become less pronounced. What does this tell 
us about the relationship between human development and economic growth? When associat-
ing life expectancy and infant mortality with per capita income levels across countries, one fi nds 
that at low levels of development, health improves strongly with increase in income but improves 
more slowly above a certain threshold per capita income level (about $3,000 in constant 2000 
dollars, according to fi gure I.7). Such a non-linear relationship can also be found for education.
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Th e links between growth and human development are complex and they probably 
stand in a two-way relationship, implying that both must be promoted to sustain progress in 
either.8 Economies may fi nd themselves in a virtuous cycle with growth and human development 
reinforcing each other or they may be trapped in a vicious cycle. Based on empirical evidence for 
84 countries, Ranis and Stewart (2005) identifi ed two additional scenarios of country perfor-
mance: one characterized by strong human development (HD) and weak economic growth (EG), 
which the authors call HD-lopsided, and the other characterized by weak human development 
and strong economic growth, styled EG-lopsided.9 Most of the countries selected for the study 
were experiencing either a virtuous or a vicious cycle, with only one in the EG-lopsided group, 
and a few others displaying an HD-lopsided pattern. In the context of growth divergence pat-
terns, it is of interest to see which countries had moved towards a virtuous cycle over the four 
decades, which had not and had actually moved into other groups, and which had been able to 
escape from the vicious cycle.

Th e results showed that the only countries that had remained consistently within 
the virtuous cycle were the Republic of Korea and Singapore. A few other countries, mostly in 
Asia, managed to move over time into the virtuous cycle group, namely, China, in the 1970s, 
and Viet Nam and Malaysia, in the 1990s, as well as Chile in the 1990s. All of these countries 
were also identifi ed above as convergence success stories. Many other countries, following the 
debt crises in Latin America or the fi nancial crises of the 1990s, moved from the virtuous cycle 
to the HD-lopsided category. Th e study also revealed that most of the countries that had been in 
a vicious cycle in the 1960s tended to remain there, reinforcing the idea of the low-equilibrium 

8 This point is also emphasized by Ranis and Stewart (2005) on the basis of a review of the related 
literature.

9 The indicator used in lieu of an overall human development index is the rate of reduction of the infant 
mortality rate.
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The relation between level of income and life expectancy, 2002
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growth trap discussed earlier. Only those countries that had been initially aff ected by civil wars 
advanced, once these confl icts were resolved, to better performance categories. Th ese fi ndings 
indicate that a number of the countries that had been HD-lopsided managed to enter the stage 
of sustained economic growth and converge upward but that those that were EG-lopsided typi-
cally did not. Th e fact, however, that not all countries with relatively higher levels of human 
development managed to reach higher levels of long-term economic growth suggests that human 
development is a necessary but not a suffi  cient condition for economic growth.

Figure I.8 attempts to capture the relationship between convergence and human 
development for the period 1960-2003. In a slight modifi cation of Ranis and Stewart (2005), 
the fi gure plots a convergence parameter instead of GDP growth. Th e convergence parameter 
refl ects the diff erence between the annual change in the ratio of GDP per capita of the country 
in question to average WGP per capita. Th e indicator for human development measures the 
annual change in the infant mortality rate (number of infant deaths per 1,000 live births). Th e 
negative slope suggests that faster income convergence will also accelerate the decrease in the 
infant mortality rate.

Increasing income inequality among countries has an indirect impact on human de-
velopment. A country that sees its relative income decline will be more aff ected by global asym-
metries as represented, for example, by less access to external fi nance and weaker international 
bargaining power (see below) and this will aff ect the country’s growth potential. Lower growth, 
in turn, may negatively aff ect income inequality within the country if it leads, for instance, to 
a shrinkage in government revenues and therefore in the availability of resources necessary for 
investment in human development. Insuffi  cient human capital investment will feed back into 
lower growth and further divergence.
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The relation between income convergence and 
the decrease in the infant mortality rate, 1960-2003
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Perpetuation of inequality and its 
implications for world development

Some observers, such as Robert Lucas (quoted earlier), argue that we have endured the worst of 
global inequality. As technology spreads more easily with globalization and institutions across 
the world become more similar, income levels will also eventually converge. In this sense, one 
could interpret China’s spectacular growth over the past 20 years as the fi rst major break in the 
trend towards rising global inequality. But is it really a break in that trend? Th ere is no guarantee 
that soon other poor countries in the region, like Bangladesh or Pakistan, will also shift towards 
a high and sustained growth path, in a new fl ying geese formation led by China. Yet, even if 
this does not happen, one could still ask what impact the continued growth of China’s economy 
would have on world income distribution.

Again, the implications are hard to predict. Consider fi rst what would happen if 
China became the largest economy. Since economic growth in developing countries closely fol-
lows the trend of the world’s largest economy (see fi gure I.9), poor countries could benefi t from 
a more dynamic engine of world economic growth. If, as discussed in box I.2, the current trends 
are maintained, China would overtake the United States as the largest economy by 2036 (or 
earlier, when measuring income in PPPs) but would pull up world economic growth substantial-
ly before that. Other developing countries, particularly primary exporters, could gain through 
rapidly expanding trade and improved terms of trade, which could foster greater convergence 
between developed and developing countries. However, none of these outcomes can be predicted 
with any certainty. It may be doubted whether China can sustain its present pace of growth, at 
about 9 per cent per year. As wage costs must rise with high growth, China’s reliance on labour-
intensive manufacturing may not be sustainable in the long run and the economy will have to 

Figure I.9.
Growth rates of output of the global economy, China, the United States of
America, and the group of developing countries (excluding China), 1963-2001a
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Does it matter which country is the 

engine of world economic growth?

Developing countries follow the trends in global economic growth—and specifi cally the trends in economic 
growth of the United States America—but with more pronounced swings. That more pronounced growth 
cycles in developing countries have long-lasting adverse effects on growth is in accordance with much of the 
literature on growth volatility in developing countries.

If developing-country growth responds to the growth of the world economy at large, then the 
performance of the largest economies is of interest in understanding the dynamics associated with growth 
divergences. Figure I.9 compares the fi ve-year moving average in GDP growth rates for the global economy, 
China, the United States and 153 developing economiesa (excluding China) since 1963. The correlation coef-
fi cient between long-run trends in GDP growth of the United States and long-run trends in world GDP growth 
is 0.82 and a simple lead-lag analysis shows that the United States economy leads the global economy by one 
period, in this case one year. The Chinese economy also leads world GDP, by one or two years, but this began 
only after the end of the 1970s, although the correlation coeffi cient at the beginning of the period was much 
smaller than that for the United States.

The global economy is changing, however. Given the rise of China and its rapid expansion of 
output over the past two decades, it is interesting to explore the future prospects for global growth and di-
vergence. Would the observed trend towards income divergence across countries be reversed if the Chinese 
economy continued to expand at its present pace? Would China become the world’s engine of growth? And 
would its growth have positive spillover effects on the rest of the developing world?

A back-of-the-envelope calculation tells us that if growth for all countries continues at the pres-
ent pace, by 2036 the Chinese economy will become the largest economy of the world. What are the implica-
tions of such developments for growth divergence and increasing global inequality?

The most immediate impact on growth in developing economies will run through the channel 
of trade and capital fl ows. The Chinese economy has become increasingly more open since the initiation of 
reforms in 1978. Its share of exports and imports in GDP increased from 12 per cent in 1978 to 42 per cent by 
2003.b

The impact of China’s growing role in world trade on developing countries is not easy to anato-
mize. For the rest of the developing countries to benefi t from a successful Chinese economy through the trade 
channel, they must fi rst specialize in those products required by that economy. At the same time, it is not 
enough to increase exports: what is needed is specialization in dynamic sectors that can benefi t from increas-
ing returns and at the same time shield the economy from adverse terms-of-trade shocks (Hausmann, Hwang 
and Rodrik, 2006). A study by Jenkins and Edwards (2004) that assessed the impact of China’s trade on 18 
developing countries (6 in Asia, 6 in Africa and 6 in Latin America) showed that countries that had signifi cant 
trade with China were mostly exporting primary (agricultural and extractive) products. If this trend continues, 
little structural change is likely to occur for the exporting countries and therefore not much ground will be 
gained in terms of value added of output. True, a growing China will keep demand for developing-country 
exports high and will possibly keep the commodity prices high as well, but will growth be sustainable without 
signifi cant structural changes? In others words, the growth in Latin America and Africa resulting from the 
higher demand following the rise of East Asia and specifi cally China will remain primary export-dependent 
unless these economies make efforts to terminate their path-dependent specialization.

Alternatively, if the Chinese economy itself undergoes structural changes of the sort observed in 
other East Asian countries, and continues to climb the technological ladder, it will import more labour-intensive 
products from its trading partners. This should provide opportunities for other developing countries with a large 
pool of underutilized labour; but for now, as Jenkins and Edwards demonstrated, the Chinese economy repre-
sents a competitor to many developing countries specializing in labour-intensive products. The threat posed by 
China’s low-cost manufacturing arises with respect to both third markets and the competition of imports with 

Box I.2

a The group of developing 
countries includes lower-
income, lower middle 
income and upper middle 
income countries as defi ned 
in the World Development 
Indicators 2005 database.

b Data are from the United 
Nations Statistics Division.
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undergo major structural change, which will alter the country’s import structure and thereby 
the impact on the rest of the world. If China cannot make the change, then, as was the case for 
Japan, within a foreseeable future, stagnation, could set in. In short, many diff erent scenarios 
are possible.

Part of the problem is that our understanding of the determinants of economic 
growth is still very poor. Th e basic outcome of the development of a very large literature on the 
subject over the past two decades has been that economists are rediscovering the complexities 
of economic growth. Th e new emerging consensus is that the conditions conducive to growth 
are country-specifi c and that the policies needed to create such conditions are not reducible to 
simple formulas.10 Th ose who believe the determinants of economic growth need to be under-
stood within the historical and institutional setting of a country reject the simple view of, for 
instance, the Washington Consensus that economic prosperity is a matter of getting a particular 
set of national policies right. Th e diagnosis of growth conditions should become a search for the 
binding constraints, such as limitations in mobilizing suffi  cient fi nance, low levels of human 
capital, weak institutions and a lack of policy space for dealing with market failures and external 
shocks. Diff erent country circumstances and initial conditions will point to diff erent binding 
constraints, and policies targeting such constraints may be more successful than across-the-
board reforms whose implementation involves political obstacles and which have often failed to 
achieve growth.

In the light of the previous discussion, this seems a sensible approach. However, 
the observed regional polarization of growth also suggests that initial conditions are not merely 
country-specifi c: they also interact with conditions specifi c to regional location and the dynam-
ics of the global economy. Th e analysis of the role of these factors is not inconsistent with the 
above-mentioned approach and should complement the analysis of the specifi c country-level 
conditions. For historical reasons, countries may share similar initial conditions. During colonial 
and early post-colonial times, the economies of Latin America and Africa, for instance, were 
developed to provide raw materials and to specialize in extractive industries. Also, institutional 
frameworks may have similar historical roots because of a shared colonial past.

10 Many of these views refl ect the infl uential work of Dani Rodrik and are well stated in Rodrik (2003), 
Hausmann, Rodrik and Velasco (2005), and World Bank (2005b), as well as in a special issue of Finance 
& Development (March 2006), a quarterly magazine of IMF.
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Box I.2 (cont’d)

the goods of domestic producers. In this sense, China’s growing importance in the global market might exacer-
bate growth divergences. Future prospects depend not only on the structural changes that the Chinese economy 
will undergo but also on the microeconomic trends related to costs and productivity that follow growth.

Chapter II of the Survey presents evidence of deep structural changes along classical lines 
of development, with the Chinese economy moving from the primary to the secondary and tertiary sectors. 
That structural change is under way means that, most likely, China’s growth will have increasingly positive 
spillover effects on other developing countries. As a result, growth and income divergences may be expected 
to narrow.

In terms of FDI outfl ows, the results, at present, are more modest. China is exporting less than 
0.5 per cent of the world’s total FDI (Jenkins and Edwards, 2004). Nevertheless, with the further opening up 
of the Chinese economy, FDI outfl ows have been rapidly increasing as well. Several (oil-exporting) countries 
in Africa have witnessed an increasing presence of Chinese capital for the last few years but the investment 
targeted mainly extractive industries. For now, however, China is likely to remain a competitor for those other 
developing countries attracting the largest share of the world’s FDI going to the developing countries.
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It is important to bear in mind that initial conditions are diffi  cult to manipulate and 
countries with poorer endowments have greater diffi  culties in positioning themselves to benefi t 
from world economic growth and make a break with the past. Hence, economies with similar 
backgrounds and structures will more likely move in the same direction. From this perspective, 
what comes to mind is Gunnar Myrdal’s principle of cumulative causation, according to which 
poor countries continue to get poorer while the rich ones continue to get richer as long as there 
are no exogenous factors to force a change (Myrdal, 1957). In other words, there is no tendency 
towards automatic income convergence. Rather, world market imperfections compound trends 
towards divergence. Such global asymmetries also aff ect the policy space available to countries 
for improving growth opportunities.

Countries with poor and/or the “wrong” endowments tend to have greater disad-
vantages in respect of their benefi ting from international trade and fi nance. It still holds that 
countries dependent on a few primary export commodities, be they coff ee, cotton or minerals, 
have experienced great volatility in the world market prices of their exports; and over the past 
decades, they have seen their commodity prices decline relative to those of manufactured goods. 
Th is has limited available resources and weak institutions have been unable to conduct credible 
policies and mobilize the domestic and external fi nancial resources for private investment and 
investment in human development and infrastructure that are needed to diversify. Figure I.10 
suggests that there is likely a strong association between a high dependence on a few exports and 
lower levels of development. Th e group of least developed countries, comprising the poorest 
countries, show least export diversifi cation; also, the regions with poorer growth performance 
in Latin America and Africa continue to show higher export concentration ratios than those of 
other regions.
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Figure I.10.
Diversification of merchandise exports by region, 1980, 1990 and 2004
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Diff erences in initial conditions are exacerbated by the inequitable functioning of 
world markets. Capital fl ows tend to concentrate among the richer countries. Most of these 
fl ows take place among the developed economies and capital moving to developing countries 
tends to concentrate among those with higher incomes and better growth performance. More 
than two thirds of foreign direct investment (FDI) is concentrated in developed economies 
(see fi gure I.11). Well over 80 per cent of the FDI to developing countries moves to 12 mostly 
middle-income countries (but including India and China), with all other developing countries 
receiving almost none. Only the rapidly growing Asian countries have received an increasing 
share of world FDI. As analysed at length in chapter IV, other forms of private capital fl ows to 
developing countries tend to show a similar pattern of concentration and pro-cyclical behaviour. 
Pro-cyclical capital fl ows bring additional policy challenges to recipient countries, as they ham-
per the creation of the space required to conduct counter-cyclical macroeconomic policies and 
may contribute to fi nancial instability, particularly in countries with weak fi nancial systems.

Inequities also exist in the mobility of labour. Unskilled workers from developing 
countries who could earn higher wages in the developed countries encounter many obstacles 
when trying to migrate.

Greater global equity can be achieved by international policies that are able to im-
prove the endowments of countries and deal with world market imperfections. Global trade ne-
gotiations include clauses giving preferential treatments to the poorest countries. Development 
aid has the potential of helping countries to improve their resource base and invest in improving 
their endowments in infrastructure, human development and other areas. Debt-relief initiatives 
have been undertaken to reduce the debt burden of the poorest nations and measures have been 
taken to promote global fi nancial stability, such as the establishment in 1999 of the Financial 
Stability Forum.
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Figure I.11.
Share of regional inflows of FDI in world total FDI, 1970 and 2003
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However, global inequality not only reduces the opportunities of the poorest coun-
tries to gain from freer trade and fi nancial fl ows, but also has a bearing on how the rules govern-
ing world markets are set. In international fi nancial markets, no clear debt workout mechanisms 
have been established and the existing informal mechanisms tend to benefi t international lend-
ers, often to the detriment of developing-country investors and taxpayers. Initiatives for a better 
burden-sharing, inter alia, through collective action clauses, are recent and far from eff ective (see, 
for example, United Nations, 2005b). Th e Financial Stability Forum and the Basel Committee 
on Banking Supervision gather representatives from the central banks and fi nance ministries 
of the countries members of the Organization for Economic Cooperation and Development 
(OECD) but have no developing-country representation. Th e voting power in international 
fi nancial institutions such as IMF and the World Bank is also skewed in favour of the more de-
veloped countries, as that power is based on the capital contributions of the member countries.

Th ere are also important asymmetries in the policy space for conducting macro-
economic policies. Most developing countries do not have the option to issue liabilities in their 
own currency, and eff ectiveness of monetary policies is more generally limited by poorly devel-
oped fi nancial and capital markets.11 Such limitations severely limit the capacity of policymakers 
to conduct counter-cyclical macropolicies. Th is leaves the economies vulnerable to exogenous 
shocks such as fl uctuations in the interest rate denominated in another currency, as was the 
case for Latin America during fi nancial crises and as is also the case for many African countries. 
Unlike East Asian countries, Latin American countries had largely pro-cyclical policies which 
exacerbated the magnitude of boom-and-bust cycles and deepened fi nancial volatility and its 
long-lasting adverse eff ects on growth (see chap. IV).

Trade rules set in multilateral negotiations during the Doha Round under the World 
Trade Organization can result in gains also for the poorer countries. However, this impact will 
vary across countries and regions and, as indicated, the freer trade scenarios likely provide lesser 
gains for the poorer countries because of their poorer endowments. Negotiations under the 
World Trade Organization are equitable in the sense that each country has one vote and each 
country also has a veto because decision-making is by consensus. In practice, however, devel-
oping countries fi nd it diffi  cult to follow negotiations or invest in studies that evaluate the 
implications of the trade reforms for their economies, or they simply have no resources even 
for sending delegates to the negotiations. Poor countries can bring disputes to the World Trade 
Organization, but even a ruling in favour does not mean unfair protectionist measures (enacted 
by World Trade Organization agreement) will be redressed. Th e capacity of poor countries to 
retaliate against powerful trading partners is low and probably ineff ective: powerful countries 
will feel little pain from such unfavourable rulings in World Trade Organization disputes. Th is 
does not imply that all global economic governance is unfair per se; still, the role played by de-
veloping countries is limited and changing the rules of the game in their favour is hard, making 
asymmetries diffi  cult to redress.

Development aid is not primarily benefi ting the poorest countries. In particular, the 
fact that much of the provision of bilateral offi  cial development assistance (ODA) is driven by 
the political and economic objectives of donor countries leads to richer developing countries’ 
receiving an important share of the transfers. Moreover, the eff ectiveness of aid in stimulating 
growth and development has been the subject of a heated debate, analysed in chapter IV.

As a result, poorer countries have less power than richer ones to infl uence the in-
stitutional rules governing global markets and hence the processes that might redress the rising 
inequality in the world income distribution.

11 See chapter IV, Ocampo (2005a) and FitzGerald (2006) for elaborations of this argument.
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All of this is not to say that domestic factors, including institutions and policies, 
are not important. Indeed, they are crucial, though they are not simply givens or exogenous but 
are shaped in part through the interaction with the dynamics of global markets. Th e following 
chapters provide more extensive answers to the questions: how the East Asian economies have 
managed to break free of their slow growth and maintain over the long run an impressive growth 
record, while the much richer Latin America of the 1950s has fallen behind; and why a fast-
growing Botswana remains an enclave in sub-Saharan Africa, while the Republic of Korea and 
Taiwan Province of China manage to “export” their success to neighbouring countries. Would 
the presence of a Japan in Latin America or in sub-Saharan Africa be enough to induce the emer-
gence of a fi rst- or second-tier newly industrialized economy in these regions? In the aggregate, 
growth divergences among countries and regions determine global development and feed back 
into the patterns of divergence.

Both the experience of successful countries and that of unsuccessful ones off er les-
sons that are of equal importance, as they provide knowledge on how to bring about sustained 
growth and how to correct adverse growth trends. Chapter II investigates how structural changes 
in the economy are associated with patterns of long-term growth. Th is should inform policymak-
ers about what kind of structural changes to aim at when designing macroeconomic policies. 
Chapter III presents the lessons learned from several decades of country experiences regarding 
the way in which growth divergences are associated with the composition of, and trends in, trade 
and capital fl ows and specialization patterns. Protection sector and trade policies have played 
important roles in sustaining and changing specialization patterns. In this respect, chapter III 
represents an attempt to learn from the successful East Asian countries and analyse the policy 
space left for countries in the light of multilateral trade agreements.

Chapter IV is concerned with the nature of the policy space for conducting counter-
cyclical macroeconomic policies and that of the fi scal space for investing in long-term develop-
ment through physical and social infrastructure; and it tries to determine whether countries 
that are able to conduct counter-cyclical macroeconomic policies have been more successful in 
achieving high long-term growth and whether those countries invest more in human develop-
ment and infrastructure in order to sustain it. Chapter V explores the question which institu-
tions and conditions for good governance matter most for long-run economic growth and hence 
for global divergence or convergence and further shows that growing global inequality and the 
underlying growth patterns also have a bearing on security and confl ict. Countries specializing 
predominantly in extractive industries of non-renewable resources have the greatest incidence 
of confl icts. Th e results indicate that low income per capita and growth failures make countries 
susceptible to instability and confl ict.

As argued, the growth performance of a country is determined not only by factors 
that come into play within its geographical boundaries, especially in today’s integrated global 
economy. Indeed, the underlying reasons for the divergence also make it more diffi  cult to grow 
out of poverty and vulnerability to global shocks. Hence, the greater likelihood of growth col-
lapses and confl ict as global inequality rises. Th e problem of rising global inequality thus has 
an important bearing on the implementation of the United Nations development agenda. It 
makes the achievement of the Millennium Development Goals more diffi  cult and aff ects global 
security. Failure to redress the tendency towards growing global inequality could thus have wide-
ranging consequences for human development.
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Chapter II
Structural change and
economic growth

An essential insight of classical development economics was that economic growth is intrinsi-
cally linked to changes in the structure of production. According to this view, industrialization 
is the driver of technical change, and overall productivity increases are mainly the result of the 
reallocation of labour from low- to high-productivity activities. Th e present chapter investigates 
to what extent this view is still relevant today and thus how the degree and nature of structural 
change explain the diverging growth trends between developing countries.

Th e fi rst section presents alternative views of the growth process, underscoring the dif-
ference between the drivers of that process in developed countries and those in developing ones. 
Th e second section demonstrates that the fast-growing Asian regions were able to make large and 
speedy transitions out of agriculture and into industries and services, while economies with little 
structural change lagged behind. Th e traditional view that capital accumulation is important for 
growth still holds, as the subsequent section shows, although they do not stand in a one-to-one 
relationship. Th e structure of investment is also important, not only because industrialization 
requires more investment in the manufacturing sector, but also owing to the fact that important 
investments in fi nancial and business services are needed to support industrial development. 
Further, low growth is associated with greater investment volatility. External shocks and erratic 
domestic policies are conducive to greater economic uncertainty, which hampers the long-term 
investment required to realize dynamic structural change, an issue that is explored in detail in 
chapter IV.

Th e fi nal section analyses how employment and labour productivity have shifted along 
with patterns of growth and structural change in developing economies. Sustained increases in 
labour productivity and reallocation of labour from low- to high-productivity sectors are charac-
teristics of the fast-growing economies. Yet, important employment shifts towards industrial and 
services sectors are also observed in those regions with low growth performance. In these cases, 
however, employment growth is not accompanied by higher productivity, indicating that labour 
is absorbed by low-productivity activities where it remains largely underutilized.

Owing to data limitations, the analysis in this chapter is restricted to a sample of 57 
developing economies. Th ey are grouped in 10 geographical country groups (with China as a 
single-country “group”) and an analytical group made up of eight semi-industrialized countries.1 

1 The ten geographical groups are the fi rst-tier newly industrialized economies (3): Republic of Korea, 
Singapore and Taiwan Province of China; China (1); South-East Asia (5): Indonesia, Malaysia, 
Philippines, Thailand and Viet Nam; South Asia (4); Bangladesh, India, Pakistan and Sri Lanka; low-
to-middle-income Latin American countries (3): Bolivia, Ecuador and Peru; Central America and the 
Caribbean (5): Costa Rica, Dominican Republic, El Salvador, Guatemala and Jamaica; Central and 
Eastern Europe (6): Bulgaria, Czech Republic, Hungary, Poland, Romania, and Slovakia; Commonwealth 
of Independent States (2): Russian Federation and Ukraine; sub-Saharan Africa (10): Cameroon, Côte 
d’Ivoire, Ethiopia, Ghana, Kenya, Mozambique, Nigeria, Uganda, United Republic of Tanzania and 
Zimbabwe; Middle East and Northern Africa (10): Algeria, Egypt, Iran (Islamic Republic of), Iraq, Jordan, 
Morocco, Saudi Arabia, Syrian Arab Republic, Tunisia and Yemen. The group of semi-industrialized 
countries (8) is made up of: Argentina, Brazil, Chile, Colombia, Mexico, South Africa, Turkey and 
Venezuela (Bolivarian Republic of).
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Again owing to data problems, the information for certain variables (the structure of employ-
ment) and some groups of countries covers shorter time periods.2

Economic growth requires 
structural change

Productivity growth in developed countries mainly relies on technological innovation. For de-
veloping countries, however, growth and development are much less about pushing the technol-
ogy frontier and much more about changing the structure of production towards activities with 
higher levels of productivity. Th is kind of structural change can be achieved largely by adopting 
and adapting existing technologies, substituting imports and entering into world markets for 
manufacturing goods and services, and through rapid accumulation of physical and human 
capital. A few developing countries have been able to undertake original research and develop-
ment in some fi elds, but technological innovation continues to be highly concentrated in the 
industrialized world.

Th ese fundamental diff erences in the nature of the growth process between developed 
and developing countries remain subject to considerable debate among economists. Among the 
most important analytical developments in recent decades has been the explicit recognition by 
the so-called new growth theories of the role of external economies in human capital formation 
and technological innovation, dynamic economies of scale associated to learning by doing, and 
institutional factors in the growth process. Th ese new insights have moved away from the more 
traditional perspective that accumulation of capital was the key to economic development. Th ey 
also held the promise of a better linking of policies to economic growth performance.

Nonetheless, empirical studies based on these theoretical insights, largely relying on 
cross-country evidence, have left many questions unanswered. In particular, the analyses failed to 
identify meaningful criteria for determining which of the close to 150 variables found statistical-
ly signifi cant in various studies should be considered the core determinants of economic growth. 
Aside from such inconclusiveness, there was a failure by this literature to grasp the importance of 
context-specifi c factors, particularly those associated with institutional development (see chap. 
V). Also, it has poorly captured the fact that the growth impact of policies tends to diff er across 
countries and time periods (an issue that is called non-linearity). Th e main focus has been on 
domestic factors, with the external factors that explain why growth successes and failures cluster 
in specifi c time periods and regions being ignoring (see chap. I). Even more important for the 
theme of this chapter, the main emphasis of such studies has been on aggregate growth and, to a 
large extent, on a search for explanatory factors of technological progress, assuming that factors 
of production are fully utilized and use the best technology available in the country. In other 
words, the focus has been on the core business of the growth process in developed countries, 
rather than on that in developing economies where underutilization of labour (and sometimes 
other factors of production) and the coexistence of modern and traditional production technolo-
gies are the rule rather than the exception.

2 Available international data sets (such as the United Nations Common Database, the World Bank 
World Development Indicators database, and the labour statistics databases of the International Labour 
Organization) do not provide consistent and comparable investment and employment data series prior 
to 1990 for a suffi ciently large number of countries. Hence, part of the empirical analysis in the second 
and third sections had to be limited by and large to patterns observed in the 1990s and beyond.
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On the other hand, economists who follow the tradition of classical development 
thinking have held that economic growth in developing countries is about structural change 
towards high-productivity sectors and that industrialization plays a key role in that process (Ros, 
2000). According to this view, the development of the modern industrial sector will contribute 
more in dynamic terms to overall output growth, because of its higher productivity growth which 
results from increasing returns to scale3 and gains from innovations and learning by doing.4 Th e 
underemployed labour force of the rural sector, but increasingly also of the urban informal sec-
tor, provides a fairly elastic supply of labour that allows this process to take place without facing 
signifi cant labour supply constraints.

Early empirical studies had already showed the importance of industrial development 
for higher long-term economic growth, indicating that it has indeed been an observed “regular-
ity” in development patterns (Kuznets, 1966; Chenery and Taylor, 1968; and Chenery, 1979). 
Modernization of agriculture is also essential to facilitating a dynamic transformation from an 
agricultural to a modern industrial society (see chap. V). As economies moved up the ladder of 
development, services sectors would gain importance. Modern service sectors are also a source of 
productivity gain and are essential for the achievement of industrialization. As international trade 
for services grows, they also off er a new opportunity for export development (see chap. III).

Notions similar to those of classical development thinking are also embedded in the 
early, non-neoclassical growth theories of Verdoorn (1949) and Kaldor (1957, 1978), among 
others. Kaldor (1978) suggested that productivity and output growth reinforced each other. Th e 
positive eff ect of productivity increases on output growth has been extensively discussed in the 
economics literature. Th e reverse causality whereby productivity growth itself depends on how 
fast the overall economy is growing has received much less attention. In this view, productivity is 
determined endogenously in expanding production sectors. Learning by doing, innovations and 
sectoral linkages are all factors that infl uence productivity positively when growth accelerates. 
Indeed, as the economy expands, these factors become more important for productivity growth 
as more resources become available for investment in new technology and for the training of 
workers. Learning by doing and experience accumulated during the production process by both 
entrepreneurs and labourers are also essential for productivity growth and these factors become 
increasingly important when growth is dynamic.

If resources initially are not fully utilized—because of un- and underemployment—not 
only will growth lead to better utilization of existing resources, but productivity growth will also 
accelerate as resources are shifted from low- to high-productivity activities, an idea consonant 
with classical development thinking. Inversely, slow economic growth will lead to increasing 
underutilization of resources and hence to adverse eff ects on productivity. In this sense, the as-
sociation that is usually established between slow productivity performance and slow economic 
growth may have its basis not in a lack of technological change, but rather in the growing under-
utilization of resources that characterizes a low-growth environment, refl ecting the reverse causal-
ity mentioned above. In other words, if resources are not fully utilized or are underutilized, weak 
productivity performance may be the result rather than a determinant of low output growth. 

Building upon these foundations, one can develop a broader perspective on structural 
change and growth. In this view, dynamic structural change involves more than just growth of 

3 Characteristic of the industrial production process is the use of large-scale machinery with whose help 
the costs per unit of production decrease as output expands. In the economic jargon, this mechanism is 
known as economies of scale. The potential for increasing returns to scale and productivity growth in 
the industrial sector can also be the result of better organization of production, for instance, by having 
workers specialize in performing smaller tasks which increases their potential for greater output.

4 This notion can be found in the late eighteenth century in the writings of Adam Smith and was 
developed further in the early twentieth century by Alwyn Young (Young, 1928).
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industry and modern services. It is about the ability to constantly generate new activities as well 
as about the capacity of the new activities to absorb surplus labour and to promote the integra-
tion of production sectors within the domestic economy (that is to say , to strengthen domestic 
linkages) (see, for example, Ocampo, 2005b). From this angle, the industrial sector tends to 
have larger potential to induce deeper domestic integration by processing raw materials and 
semi-industrial inputs and requiring a number of ancillary services. Th e degree of integration of 
the domestic economy further infl uences the size of the domestic market as well as the degree 
of technological and other spillover eff ects that exports and foreign direct investment (FDI) can 
create for domestic economic activity and in this way, it infl uences the extent to which a country 
is able to benefi t from international trade and investment. In this sense, only when it is based 
on or can help create strong domestic linkages, will integration into the world economy generate 
rapid technological progress and contribute to high and sustained growth. Th ese issues are dealt 
with more extensively in chapter III.

Patterns of growth and 
structural change, 1970-20035

Developing economies grow faster as the importance of the industrial and services sectors in-
creases and that of agriculture decreases (see fi gures II.1 and II.2). Fast growth in China, South-
East Asia and South Asia was associated with a rapid decline in the importance of agriculture and 
strong expansions of industry and services during 1970-2003. In contrast, sluggish long-term 
growth after the 1970s in the semi-industrialized countries and in Central America and the Ca-
ribbean as well as in countries in the Middle East and the Commonwealth of Independent States 
(CIS) was associated with a process of deindustrialization (of variable intensity). In these groups, 
growth was generally concentrated in the services sector with the share of agriculture in output 
also declining or remaining stagnant.

Clearly, also, the relationship between structural change and economic growth is not 
exactly the same everywhere. Rapid economic growth in the fi rst-tier newly industrialized econo-
mies was accompanied by much less structural change directed towards industry than was growth 
in, for instance, the South Asian countries. Th is can be attributed largely to the fact that much 
industrialization had taken place in the fi rst-tier newly industrialized economies prior to 1970, 
the starting year of the period of this analysis. Also, the expansion of services was more dynamic 
in South Asia relative to South-East Asia. Th e economies in sub-Saharan Africa and in low- to 
middle-income Latin America managed to increase the share of industrial output, but showed 
little or no per capita income growth at all. For the period from 1990 to 2003, the countries in 
Central and Eastern Europe showed (on average) moderate growth despite deindustrialization, 
with services playing the leading role in the growth process.

Th ese aggregate patterns may further hide important diff erences across regions and 
countries. Th e Asian countries followed a dynamic pattern of structural change. China is the 
most important case in point. Starting around 1978, its economic system went through a grad-
ual change from Soviet-style central planning towards greater market orientation. Despite its 
large population, China witnessed an impressive and rapid change in the sectoral composition 
of output. Between 1970 and 2003, the share of manufacturing and mining in overall output 
increased from 28 per cent to 60 per cent, while the share of agriculture dropped from 49 to 12 
per cent. A reform of rural institutions (see chap. V) and aggressive investment policies inducing 
infrastructure development in support of export industries promoted this vast transformation of 

5 The analysis in the present section is based on the evidence presented in Rada and Taylor (2006).
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Figure II.1.
Economic growth and structural changes in the industrial  
sector, the public utilities and services sector, and agriculture, 
selected regions and country groups, 1970-2003

A.  Industrial sector (percentage)

B.  Public utilities and services sector (percentage)

C.  Agricultural sector (percentage)
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the Chinese economy. Th e land reform and infrastructure development lifted the main binding 
constraints on agriculture growth and helped unleash previously untapped economic forces. Add 
to these trends a policy of gradual opening to world markets and one fi nds much similarity with 
the type of export-led growth strategy followed by the fi rst tier newly industrialized economies.

Th e fi rst-tier newly industrialized economies, as indicated, had witnessed substantial 
industrial growth in the 1960s following initially a strategy of import substitution. Th e indus-
trial sector had already grown to signifi cant proportions by the 1970s when growth became 
export-oriented. It should be noted, though, that import substitution policies were maintained 
for the development of new sectors. By the mid-1980s, these economies had switched to high-
tech manufacturing production (see chap. III) and strengthened the development of modern 
services. Th e success of the fi rst-tier newly industrialized economies in making this more recent 
dynamic structural change was fostered to some extent by external events. Among such events, 
the substantial appreciation of the yen against the United States dollar owing to the Plaza Accord 
of 1985 was particularly relevant to the support of export growth in these economies. As the 
Asian fi rst-tier newly industrialized economies had pegged their exchange rates to the dollar, the 
appreciation of the yen increased their competitiveness vis-à-vis Japan in markets for technologi-
cally more advanced products and attracted Japanese investors to their export industries. Th is 
phenomenon conforms to the fl ying geese model created for the region.

South Asia showed less dynamism and structural change relative to the fi rst-tier newly 
industrialized economies in East Asia. Th e share of manufacturing and mining peaked at 22 per 
cent of total output in the region in the 1990s, up from 14 per cent in 1970. Th e pattern for 
the region largely refl ected what had happened in India. Most recently, India’s growth has been 
driven by a fast-growing service sector. By the traditional standards of patterns of structural 
change, this trend implies a premature shift into services given the relatively low income level 
of the country. However, services have become increasingly tradable (that is to say, exportable) 
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Annual growth rates of output per capita in agriculture, mining
and manufacturing, and the public utilities and services sectors,
selected regions and country groups, 1970-2003
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activities, building on advanced communications technology. India has been able to move into 
this new activity drawing on a large pool of underemployed skilled labour (see box III.3).

Th e relatively strong growth performance of the Latin American countries during the 
1950s and 1960s had been built on a strategy of import-substituting industrialization. Th e limits 
of this strategy, which had become visible in most countries of the region since the 1960s, led 
many of them to encourage, in a parallel fashion, export diversifi cation and regional integration. 
Emerging balance-of-payments problems could be temporarily resolved through the easy access 
to low-cost commercial bank loans in the 1970s. Industrial growth, however, came to a halt in 
most countries during the 1970s and the decades that followed. Premature trade liberalization 
(for instance, in several of the Southern Cone countries) led to strong declines in industrial out-
put in the 1970s. Elsewhere, industrial development was strongly aff ected by the lack of foreign 
fi nancing and the stabilization policies in the aftermath of the debt crisis of the early 1980s.

Subsequent trade and fi nancial reforms turned exports into the engine of growth in 
most Latin American countries during the 1980s and, particularly, the 1990s. Export growth, 
however, was not built on dynamic industrialization. It was based instead on either a contin-
ued—and, in some cases, deepening—reliance on exports of primary products, particularly in 
South America, or on assembling manufacturing processes, for example, in Mexico and Central 
America (see chap. III; Vos and Morley, 2006; United Nations, Economic Commission for Latin 
America, 2004; and Ocampo, 2004). Recurrent fi nancial crises led to more volatile growth and 
defi cient long-term investment for dynamic structural change (see chap. IV). As a result, the 
share of manufacturing and mining in total output declined during 1970-2003. Th e growth of 
the services sector in the region has been associated not so much with a dynamic transition as 
with the process of deindustrialization, which pushed excess workers into the (informal) low-
productivity tertiary sector.

Th e countries in Central and Eastern Europe and CIS had witnessed fast growth of 
gross domestic product (GDP) per capita during the 1960s and 1970s, showing average an-
nual rates of 6.2 and 4.4 per cent, respectively, according to available data. Industry became the 
mainstay of economic growth. Th e centrally planned investment process focused in particular 
on the development of heavy industries which involved massive reallocations of labour from ag-
riculture but eventually failed to produce sustained growth. A description of the case of Poland 
by Podkaminer (2006, p. 311) possibly applies to the entire region: “Structurally, the priorities 
of the development policy were grossly mistaken, as they stipulated the preferential treatment 
of agriculture, mining and ‘heavy’ branches of manufacturing (metallurgy, shipbuilding, heavy 
armaments such as tanks, basic chemicals such as fertilizers) at the expense of services and tech-
nologically advanced high-skill branches.”

In the 1980s, all of the problems that had been accumulating over time surfaced in 
full force. Th e countries in the region were faced with huge amounts of sunk capital invested in 
highly ineffi  cient industrial giants incapable of producing competitive goods that were sellable in 
the international markets. At the same time, the buff ering eff ect of the Council for Mutual Eco-
nomic Assistance on the oil trade was gradually phased out and Central and Eastern Europe had 
to pay much higher prices for oil imported from the former Soviet Union. Th e manufacturing, 
mining, construction and transportation sectors, which had been the driving forces of growth 
during the previous decades, shrank in absolute terms, especially during the second half of the 
1980s. With the fall of the Berlin Wall in 1989, a diffi  cult transition process to a market-based 
economy was initiated and led to a sharp and prolonged output decline, a phenomenon that 
came to be known as the “transformational recession” (Kornai, 1993; 1994). Agriculture and 
manufacturing were the sectors most adversely aff ected by the breakdown of the central planning 
system. Th e shock of the transition was most pronounced in the Russian Federation and Ukraine 
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owing to the output collapse in the fi rst part of the 1990s, when the share of the manufactur-
ing and mining sectors decreased from 35 to 30 per cent. Manufacturing and mining started to 
recover at the end of the century and their share reached 33 per cent by 2003; but this recovery 
was in part driven by rising oil and gas exploitation spurred by high energy prices.

Most countries in the Middle East and Northern Africa show continued high depen-
dence on the extraction of oil and minerals. Th e regional average is strongly infl uenced by de-
velopments in the Islamic Republic of Iran and Saudi Arabia, as these two economies account 
for approximately 50 per cent of the region’s GDP and 30 per cent of its population. Growth 
performance and patterns of structural change are largely explained by developments in the oil 
market. Th e rapid increase in the region’s output during the 1970s had been caused by the two 
major increases in oil prices orchestrated by the Organization of the Petroleum Exporting Coun-
tries (OPEC). Th e 1980s, in contrast, were years of economic stagnation. Th e price of crude oil 
fell in real terms and returned to levels near those prevailing before the fi rst oil shock. After a 
temporary increase in 1990, oil prices continued a declining trend up to 1999, pushing many of 
the oil-exporting countries of the region into deep recessions and generating high levels of unem-
ployment. Th ereafter, oil prices rose sharply again and have spurred strong economic recovery.

Structural change in the oil-exporting countries was shaped by these trends in oil mar-
kets. Extraction of hydrocarbons dominated total output but their share decreased from 35 to 
22 per cent between 1970 and 2003. Th e share had been at an all-time low of 16 per cent in 
the mid-1980s as a consequence of lower oil prices. Th e share of the manufacturing sector had 
increased to 12 per cent of total output by 2003, up by 4 percentage points from a meagre 8 per 
cent in 1970. Tunisia was an exception in the region, as it witnessed a much stronger develop-
ment of the manufacturing industry. It is also one of the few African countries that managed to 
achieve sustained economic growth throughout the period.

Th e countries in sub-Saharan African included in the sample have not been able to 
break away from their low-growth development trap. Th is is also visible in the lack of structural 
change that took place in these economies. Agriculture remains the mainstay of these economies, 
but per capita output of the sector declined during the period 1970-2003 (fi gure I.2). In most 
countries, market-oriented structural adjustment policies adopted in the 1980s and 1990s failed 
to improve growth performance and, in fact, produced very little structural change. Th e policies 
insuffi  ciently addressed the problems of poor infrastructure and human capital development, as 
well as the lack of well-functioning market institutions. As these binding constraints on growth 
were not lifted, the economies failed to diversify and continued to be highly vulnerable to exter-
nal shocks, declining terms of trade and, in many instances, domestic confl ict and civil strife (see 
chap. V). Th e relatively high average growth rates in manufacturing and mining recorded for the 
region as a whole were largely driven by Nigeria’s oil sector, and had little to do with emerging 
manufacturing sector growth. When including Nigeria, the share of industry had reached 35 per 
cent by the end of the period. If Nigeria is excluded, mining and manufacturing activities gener-
ated only 17 per cent of output in the remaining countries of the region.

Investment patterns and 
structural change

Capital accumulation is no longer viewed—as in some of the early theories of economic develop-
ment—as the only driving force of economic growth. Th is does not mean, however, that invest-
ment is not important. Capital investment is essential to economic development and growth, as 
it is a major carrier of technological change and productivity increases. It also plays a crucial role 
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in the development of infrastructure and the construction of urban centres, where manufactur-
ing and services cluster. In combination with other factors, capital accumulation also sets off  
structural changes. Economic transformation thus will require changes in patterns of accumula-
tion as new resources are invested in new sectors of the economy, thus increasing their contribu-
tion to overall output.

Higher economic growth and convergence are closely associated with increases in in-
vestment per capita, although the relationship is not one-to-one. Th e fi rst-tier newly industrial-
ized economies and China, which had experienced the most dynamic structural change, as men-
tioned earlier, recorded the largest increases in investment. In per capita terms, the volume of 
fi xed investment multiplied, respectively, 15.6 and 12.3 times between 1970 and 2003 (see table 
II.1). Investment growth has been much lower in the other regions. Investment levels doubled 
in South Asia and tripled South-East Asia, while they were virtually stagnant in Latin America, 
sub-Saharan Africa, Central and Eastern Europe and the CIS countries, as well as in the Middle 
East and Northern Africa.

A comparison between fi rst-tier newly industrialized economies and the group of semi-
industrialized countries (mostly in Latin America) provides some further insight into the mag-
nitude of economic divergence that occurred not only at the level of income but also in relation 
to a wide range of indicators. In the 1960s, the level of average investment per capita in the 
fi rst-tier newly industrialized economies had been just about one third that of semi-industrial-
ized countries. In the 1990s, the fi rst-tier newly industrialized economies registered investment 
levels four times higher. Such catching up (though not yet overtaking) with respect to the rest 
of Latin American and the Caribbean (that is to say, the countries not included in the group of 
semi-industrialized countries) is also exemplifi ed by China, South-East Asia and South Asia.
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Table II.1.
Levels of per capita investment, selected regions and country groups, 1960-2003

Average gross fi xed capital formation per inhabitant
(1990 United States dollars)

1960s 1970s 1980s 1990-2003 -fold increase

First-tier newly industrialized economiesa 218 589 1 356 3 392 15.6
Chinaa 20 37 75 244 12.3
South-East Asiab 103 184 174c 315 3.1
South Asia 36 40 53 85 2.3
Semi-industrialized countries 608 855 794 766 1.3
Low- to middle-income Latin America .. 341 328 333 1.0
Central America and the Caribbean 171 282 249 367 1.3
Central and Eastern Europe .. .. .. 673 ..
CIS .. .. .. 435 ..
Sub-Saharan Africa .. .. 67 50 0.7
Middle East and Northern Africa .. 498 397 330 0.7

Source: UN/DESA, based on United Nations Statistics Division, Common Database.
a Data starting from 1965.
b Excluding Indonesia for the 1960s and 1970s.
c Excluding Indonesia, South-East Asia’s average is $279.
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When taken as a share of GDP, investment also showed strong and sustained increases 
for groups of Asian countries. Th is held to a lesser extent for South Asia (fi gure II.3). In the 
1990s, gross fi xed capital formation rates of the fi rst-tier newly industrialized economies and 
China climbed to 34 per cent of GDP and reached 27 per cent of GDP in South-East Asia. In 
contrast, in the same period, the gross fi xed investment rate remained practically stagnant at 
about 19 per cent for the semi-industrialized countries and increased only slightly (from lower 
levels) in the rest of Latin America and the Caribbean. Investment levels decreased in sub-Saha-
ran Africa and the region of the Middle East and Northern Africa. Investment in the economies 
in transition of Central and Eastern Europe and the former Soviet Union followed a somewhat 
diff erent pattern as analysed in box II.1.

Poorer growth performance is associated not only with little structural change and 
lower investment, but also with higher investment volatility. When measured by the coeffi  cient 
of variation (that is to say, the standard deviation divided by the mean for the period), invest-
ment volatility is shown to be much higher in countries with low income growth and much less 
pronounced in countries with a strong growth performance (see fi gure II.4). A simple linear 
regression between these two variables yields a correlation coeffi  cient of 71 per cent. Economic 
instability and investment uncertainty are no doubt detrimental for long-term economic growth. 
Chapter IV explores the options available to Governments in developing countries for conduct-
ing macroeconomic policies that eff ectively reduce economic volatility and create a more condu-
cive environment for investment in long-term development.

Capital accumulation is a catalyst of structural change. Figure II.5 shows that changes 
in the share of agricultural and industrial output are strongly associated with investment growth, 
which is consistent with the arguments put forward in this chapter. Capital accumulation took 
place at a rapid pace in the successful Asian countries and was directed towards their industrial 
sectors. As shown in the next section, industry was also the main contributor to overall labour 
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Figure II.3.
Average investment rate for selected periods and regions, 1960-2003
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Investment growth and collapse 

in the economies in transition

Central and Eastern Europe and the Commonwealth of Independent States (CIS) are special cases in terms of 
investment trends because of the profound institutional changes undergone by these regions. The patterns of 
capital accumulation in their economies have gone through several different phases since the start of their 
economic and political transformation. During the early phases of transition, the dynamics of aggregate invest-
ment were marked by a combination of profound negative shocks. The deep and prolonged transformational 
recession experienced by all countries at the onset of transition burdened most fi rms with excess capacity as 
huge sunk capital costs surfaced in consequence of the knock-on effect of economic liberalization. 

The inherited structure of the centrally planned economies, which were all “over-industrialized”, 
and the fact that the industrial structure was heavily concentrated in large State-owned fi rms, further com-
pounded the problem. As production facilities were generally obsolete, active restructuring and new productive 
investment by fi rms were called for if they were to survive and grow under the new market environment. Yet, in 
the early phases of transition, equity and debt security markets were practically non-existent; the only available 
source of external funding for most fi rms was domestic bank lending. The emerging fi nancial markets (markets 
for commercial credit were the fi rst to emerge) were ineffi cient and performed under considerable information 
asymmetries, as fi rms had no proper track record of creditworthiness. These market imperfections erected ad-
ditional barriers to access to credit by the enterprise sector, further limiting the fi rms’ capacity to invest. As a 
result, aggregate investment in virtually all transition economies experienced a prolonged downturn. 

Around the mid-1990s, investment rates in most countries in Central and Eastern Europe had re-
covered from their collapse in the initial years of transition. Investment growth was helped by a recovery in 
domestic saving and new infl ows of foreign direct investment, largely owing to the possibility of accession to 
the European Union (EU). There was no sustained recovery of investment in CIS, as investor confi dence in these 
economies was hurt once more by the Russian fi nancial crisis of 1998. In more recent years, growth and invest-
ment recovered on account of high oil prices.

Box II.1

Figure II.4.
Volatility in growth rate of investment per capita and
growth rate of GDP per capita: the impact of investment 
volatility on economic performance, 1970-2004
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Figure II.5.
Annual growth rate in investment per capita versus change 

in the shares of agriculture and industry in total output, 

selected regions and country groups, 1970-2003
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productivity growth brought about by technological change and development of new produc-
tion activities through new capital investment.

Th e composition of investment also matters for growth performance. A review of 
empirical studies by the United Nations Conference on Trade and Development (UNCTAD) 
(2003) suggests that investment in machinery and equipment contributes more strongly to 
growth than does investment in construction. Comparable data on the composition of invest-
ment by commodity—for example, machinery and buildings—are scarce and hence evidence is 
somewhat dispersed. Also, as argued in chapter IV, the “optimal” composition of investment also 
depends on the level of development of the economy, with investments in infrastructure exercis-
ing signifi cant growth eff ects at relatively lower income levels. Indivisibilities in the construction 
of infrastructure may require high levels of such investment, especially at low levels of develop-
ment. Th is implies that at lower stages of development, countries should deploy relatively higher 
shares of construction investment.

Investment data by sector of destination are even less readily available. Yet, it is pos-
sible to argue that the anticipated structural change in developing countries implies that much 
of investment will initially move into the industrial sector. At higher stages of development, 
economies are likely to invest in (a technologically advanced) manufacturing sector and fi nancial 
and business-oriented service sector. For instance, in developed economies, such as the United 
States of America and Japan, where the service sector provides over 60 per cent of output, most 
of investment is expected to go towards services. In other advanced countries (such as the United 
Kingdom of Great Britain and Northern Ireland and also in the Republic of Korea) about 60 
per cent of investment goes to the manufacturing and fi nancial intermediation, real estate and 
business services sectors.

Analysis of such investment patterns over time for the country groupings used in this 
chapter is constrained by lack of data. Data are available, however, for a few countries and those 
data may be illustrative of investment patterns of a larger group of countries. Th e Republic of 
Korea is a case in point. Figure II.6 shows that over time allocation of investment resources in the 
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economy of the Republic of Korea had moved away from primary sectors, such as agriculture, 
towards industry and higher value added economic activities. Th e share of investment in agricul-
ture had decreased from 14 per cent in total gross fi xed capital formation in 1970 to 2 per cent in 
2003, while the share of the industrial sector jumped from 16 per cent in 1970 to 24 per cent in 
2003. Th roughout the entire period, the share of other sectors in investment was relatively stable. 
It is worth pointing out, however, that since the early 1970s, the fi nancial intermediation, real 
estate and business services sectors had been receiving a considerable share of investment. Th is 
fact signals the importance of the development of both fi nancial and business services not only 
at an advanced stage, but also at the beginning of a sustainable growth process.

Employment, productivity 
and structural change

For the economy as a whole, labour productivity growth can be achieved through technological 
progress and/or by moving resources from low- to higher-productivity sectors. As mentioned 
earlier, the type of productivity growth achieved by the latter approach tends to be more im-
portant for the developing countries. Th e introduction of new technology and a structural shift 
of the economy may, however, cause employment problems if output is not increased (since, by 
defi nition, the higher-productivity sectors use less workers per unit of output). Hence, suffi  cient 
dynamism (output growth) in the higher-productivity sectors will be required in the process of 
structural change if remunerative jobs are to be generated for all workers and the creation of 
unemployment is to be prevented.

According to data available in Maddison (2001), the growth process in the developed 
countries also entailed a dramatic change in the employment structure, involving a shift from the 
primary sectors into industry and, subsequently, into services. For example, the share of employ-
ment in agriculture had been 37 per cent in the United Kingdom and 70 per cent in the United 
States in 1820. By 1998, the share had decreased to 2 per cent and 3 per cent, respectively. 
However, these employment shifts lagged considerably behind the structural change in output as 
labour productivity in agriculture and other primary sectors tends to grow more slowly than that 
in industry, particularly in the early stages of development.

In countries without a labour surplus and where the agricultural sector had access to 
capital and technological knowledge, the lag in productivity growth between agriculture and in-
dustry was not observed. Th is was the case, for example, in Argentina, Canada and New Zealand, 
where land was not a constraint. In many other developing countries, however, a relatively slow 
rise in agricultural productivity might well also have refl ected rapid population growth and the 
lack of employment opportunities elsewhere, both of which may imply growing underutilization 
of labour in the rural sector.

Considering these notions about the link between productivity and employment 
growth, the present section identifi es which sectors of the economy have contributed the most 
to gains in productivity and employment. Based on a simple decomposition of economy-wide 
labour productivity and employment by sectors, it is possible to identify the contribution of 
individual sectors to overall productivity and employment growth for the countries and regions 
selected. In the decomposition, aggregate productivity growth equals the sum of the productivity 
changes in each sector of the economy, weighted by sectoral output shares, plus the reallocation 
of labour from low- to high-productivity sectors (see appendix to this chapter for details on the 
estimation method). It is important to note that the decomposition is applied to three relatively 
aggregate sectors: agriculture, industry (that is to say, manufacturing and mining) and services 
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(which also include construction and public utilities). Hence, resource shifts that have taken 
place within these sectors are not accounted for. Th is is an important limitation, as high- and 
low-productivity units of production coexist in all of these broadly defi ned sectors. Th is is par-
ticularly important in the case of services, which is the most important generator of employment 
in most economies today (see fi gure II.7). In this sector, low-productivity activities typically 

comprise informal trade and domestic service and these exist next to high-productivity activi-
ties such as modern fi nancial and business services. Also, due to data limitations, much of the 
analysis is restricted to the patterns of change in labour productivity for the period from 1991 
to 2003-2004.6 Figures II.8 and II.9 show the results for all country groupings considered in 
this chapter. A longer time series, however, is available for Asian countries. Th ese fi ndings are 
presented in box II.2.7

Th e most successful countries are characterized by faster productivity growth (fi gure 
II.8). In all these cases, industrial development has been a major driver of overall labour produc-
tivity growth (fi gure II.9, part A). Labour reallocation among the broadly defi ned sectors, which 
measures the degree to which the mobility of workers directed towards higher-productivity sec-
tors contributes to overall productivity growth, has been important in some cases (South-East 
Asia and semi-industrialized countries in particular), but rather modest in others. Th is refl ects 
the fact that in many slow-growth countries, the reallocation of labour has been dominated by 
employment problems in urban areas. In these countries, the insuffi  cient dynamism of the indus-

6 The data are derived from International Labour Offi ce, Global Employment Trends Model 2005 database 
(GET). 

7 Data availability allows comparison starting from 1979 for China, fi rst-tier newly industrialized 
economies and South-East Asia and from 1981 for South Asia excluding India. For the latter, data are 
available only from 1991 onward.
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Figure II.7.
Contribution of the agriculture, industry and service sectors to job 
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trial and modern services sectors pushed redundant workers into informal sector employment, 
slowing down productivity growth, particularly in the services sector.

Th is means that, in slowly growing economies, intrasectoral allocation eff ects dominate 
intersectoral reallocation eff ects, and are refl ected particularly in the rate of productivity gains (or 
losses) in the services sector, which is determined by whether employment is generated in high- 
or low-productivity services (fi gure II.9, part B). Th e services sector operates in these cases as 
the “employer of last resort” rather than as a dynamic contributor to productivity growth. Slow 
productivity growth in services is then the best measure of the lack of dynamism of the growth 
process. Th is is the dominant pattern. In some other cases, however, agriculture also serves as the 
residual employer. Under these circumstances, there is neither signifi cant reallocation of labour 
nor strong productivity performance. Th e low- to middle-income Latin American countries are 
the best example of such a pattern (see fi gure II.9, part C). In low-income countries, particularly 
in sub-Saharan Africa, very low levels of productivity in traditional agriculture are matched by 
signifi cant underemployment of labour in both urban and rural areas, leading to low overall 
levels of productivity.

Figures II.8 and II.9 show that the three Asian regions and China outpaced all other 
regions in terms of annual labour productivity growth, experiencing high growth rates of labour 
productivity in all sectors together with positive and signifi cant reallocation eff ects. Strong em-
ployment growth in high-productivity sectors was thus matched by a dynamic reallocation of 
labour from low- to high-productivity activities. South-East Asia to some extent forms an excep-
tion to this pattern, although it should be noted that the average productivity performance for the 
region during the 1990s had been heavily infl uenced by the deep recession experienced by Indo-
nesia during the Asian crisis. China, the fi rst-tier newly industrialized economies and South-East 
Asia, in contrast with other regions, combined strong productivity growth and net employment 
creation for the economy as a whole (fi gure II.10). Also, when looked at over the longer run, the 
performance of the Asian economies in this sense has been most impressive (see box II.2).
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Figure II.8.
Annual growth rate in labour productivity for selected 
country groups and regions, from 1991 to 2003-2004

Percentage

First-tier newly
industrialized economies

China

South-East Asia

South Asia

Central and
Eastern Europe

CIS

Semi-industrialized
countries

Central America
and the Caribbean

Low- to middle-income
Latin America

Sub-Saharan
Africa

Middle East and
Northern Africa

-2.0 0.0 2.0 4.0 6.0 8.0 10.0

Source: 
UN/DESA, based on data on 
unemployment by economic 
activity derived from 
International Labour Offi ce, 
Global Employment Trends 
Model 2005 database, and from 
data on sectoral output derived 
from the World Bank, World 
Development Indicators 2005 
database.

Productivity gain

Reallocation gain



45Structural change and economic growth

Figure II.9.
Contribution of the industrial sector, the public utilities, construction and services
sectors, and the agricultural sector to economy-wide labour productivity growth, 
selected regions and country groups, from 1991 to 2003-2004
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Productivity growth and structural change in Asia

Available and comparable data for selected Asian economies allow for a longer-run analysis of productivity 
growth and sectoral shifts in employment. The interest in taking a closer look at the performance of Asian 
economies comes also from their impressive performance in terms of labour productivity growth and sectoral 
shifts in employment.

China recorded the strongest performance in the region: labour productivity growth averaged 6.7 per 
cent annually during the period 1979-2002 (see table). The momentum in labour productivity growth coincided 
with the reform of rural institutions of 1978 which had introduced the household responsibility system and 
provided farmers with user rights to collectively owned land. The reform also allowed them to sell part of their 
produce on the free market (see chap. V). This institutional change led to a sharp increase in productivity in the 
agricultural sector in the fi rst half of the 1980s.

Taking a gradualist approach, the Chinese authorities opened the economy to foreign capital and 
technology, which contributed to productivity growth and increasing labour demand in the rest of the economy. 
Labour productivity growth was strong in all sectors, especially in manufacturing. Substantial reallocation of 
labour from low- to high-productivity sectors—along traditional lines of development—contributed further to 
overall productivity growth. For the entire period 1979-2002, growth of jobs exceeded that of the workforce 
by 1.3 percentage points (see fi gure). While employment increased in all sectors, growth was strongest in the 
service sector which also witnessed the largest labour reallocation effects on productivity growth.

Successful growth in the fi rst-tier-newly industrialized economies was also supported by a long-
term development strategy that emphasized the need for simultaneous structural changes and improvements 
on all levels of economic activity. Sustained productivity increases and, particularly during the 1980s and 
1990s, economic transformation towards more capital- and skill-intensive sectors were accompanied by major 
improvements in human capital. The average years of schooling in the region increased from 6.5 years in 1975 
to over 10 years in 2000. The employment rate (that is to say, the share of employed workers in the total popula-
tion) increased over the entire period despite the fact that agriculture—and in the 1990s also the manufactur-
ing industry—contributed negatively to job creation. Workers were increasingly being pulled into the strongly 
expanding services sector, where the creation of many new jobs occurred simultaneously with signifi cant gains 
in labour productivity brought about also by advances linked to technological change and investment.

Labour productivity growth was less spectacular–albeit still strong—in South-East Asia. The 
annual rate of increase of labour productivity averaged 2.6 per cent during the period 1979-2002. Job creation 
outpaced population growth by only 0.24 percentage points. Industrial productivity growth was higher than 
in other sectors, while the services sector took care of most of the job creation in the region. As a result, the 
industrial sector did not play the leading role in driving aggregate productivity as it did in China. Structural 
change led agriculture to consistently shed labour while the other sectors created jobs.

Box II.2

Decomposition of labour productivity, developing Asia, 1979-2002

Percentage

Average annual productivity growth rate Reallocation effect Overall annual 
averageAgriculture Manufacturing Services Agriculture Manufacturing Services

First-tier newly 
industrialized economies 0.2 1.4 1.9 0.3 0.0 0.4 4.3
China 1.3 3.3 1.6 -0.4 0.3 0.6 6.7
South-East Asia 0.2 0.7 0.4 -0.4 0.4 1.3 2.6
South Asia -0.2 0.3 0.4 -1.0 0.1 1.1 0.7
Sources: International Centre for the Study of East Asian Development (http://www.icsead.or.jp), for employment data; United Nations National Accounts 
database, for data on sectoral output.
Note: See appendix for calculation methodology.
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Box II.2 (cont’d)

Annual rate of growth of labour productivity, and annual percentage change
in the employment-to-population ratio, developing Asia, 1979-2002
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Countries in Central and Eastern Europe and Central America and the Caribbean 
displayed patterns intermediate between those of Asia and those of regions where overall produc-
tivity performance was very poor. Th ese regions witnessed modest productivity growth during 
1991-2003, but much weaker or hardly any net job creation. Th is was particularly true in Cen-
tral and Eastern Europe, where productivity growth picked up in the second half of the 1990s 
as a result of the economic recovery and investments in new technologies supported by infl ows 
of FDI. Labour productivity growth was mainly driven by technological change in industry, but 
the rate of employment in that sector fell by 0.15 per cent per year. Economy-wide employment 
in Central and Eastern Europe fell at a rate of 0.75 per cent per year during 1991-2003, mainly 
because of the massive layoff s and enterprise restructuring in the industrial and agricultural sec-
tors. Nonetheless, the employment-to-population ratio improved (see fi gure II.10) because of 
the decline in the population in the period following the fall of the Berlin Wall.

Productivity growth has 
been modest in Central 
and Eastern Europe 
and Central America 
and the Caribbean

Productivity growth has 
been modest in Central 
and Eastern Europe 
and Central America 
and the Caribbean

Turning to South Asia, available data suggest that labour productivity growth picked up in the 
region, especially during the 1990s. This recent development was the result in part of positive spillover effects 
from growth in China and the industrial restructuring in the fi rst-tier newly industrialized economies as labour-
intensive manufacturing, particularly textiles, moved to the region. The rapid expansion of the tradable service 
sector was the other major development underlying the improved productivity performance by the region during 
the 1990s. At the same time, India went through a process of deindustrialization, which led some observers 
to question the sustainability of India’s growth process. Dasgupta and Singh (2005) observe, for instance, that 
“economic history indicates that for developing countries at India’s level of per capita income, economic growth 
has normally been led by the manufacturing sector”. In fact, available data indicate that very few jobs were 
being created by the economy at large throughout the 1990s, despite high levels of GDP growth. As a result, 
labour underutilization remains high, particularly in the case of unskilled workers, as the expanding services 
sector creates jobs mainly for higher-skilled workers (see box III.3).
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Figure II.10.
Annual rate of growth of labour productivity, and annual percentage 
change in the employment-to-population ratio, selected regions and 
country groups, from 1991 to 2003-2004

Annual rate of growth of labour productivity

C
h

an
g

e 
in

 t
h

e 
em

p
lo

ym
en

t-
to

-p
o

p
u

la
ti

o
n

 r
at

io

Percentage

Central America
and the Caribbean

Semi-industrialized countries

Low- to middle-income Latin America

Middle East and
Northern Africa

Sub-Saharan Africa

CIS

China

First-tier newly industrialized economies
South-East Asia

Central and Eastern Europe

South Asia
0

-0.004

-0.002

0.002

0.004

0.006

0.008

0.01

0.012

0.014

0.016

-0.02 0 0.02 0.04 0.06 0.08 0.1

Source: 
International Labour Offi ce, 
Global Employment Trends 
Model 2005 database, for 
employment; and World Bank, 
World Development Indicators 
2005 database, for output.

With the exception of Costa Rica, the countries in Central America and the Caribbean 
did not succeed either in adding many jobs in the industrial sector which, for the entire region, 
shed labour at an annual rate of 0.8 per cent, leading to a signifi cant drop in the share of manu-
facturing in total employment. Overall, however, employment in the region increased as the 
service sector absorbed the unemployed workers from the rest of the economy and indeed helped 
to create a modest overall increase in employment. Th is led, however, to a reduction in the pro-
ductivity in the service sector, which counteracted the rapid gains of industrial productivity.

For the low- to middle-income Latin American countries, productivity growth in in-
dustry also took place to the detriment of job creation. In fact, labour productivity increased in 
the industrial sector essentially because employment decreased faster than output. Aggregate la-
bour productivity growth for the region as a whole was almost nil as a result of negative produc-
tivity performance in the agriculture and service sectors, which had absorbed most of the workers 
shed by the industrial sectors, and indeed helped to create a net addition of employment. As 
indicated previously, this was the only region where agriculture played an important role in help-
ing to absorb surplus labour displaced by the industrial sector (see fi gure II.9, part C). Overall, 
employment increased but was unaccompanied by productivity growth (see fi gure II.7).

In the semi-industrialized countries and the economies of the Middle East and North-
ern Africa, the sectors absorbing most workers showed stagnant or negative productivity growth. 
Sectoral productivity declined in both industry and services in the semi-industrialized countries, 
contributing negative 0.1 and negative 0.9 percentage points, respectively, to aggregate (econ-
omy-wide) productivity growth. Intersectoral labour reallocation compensated in part for this 
drop in productivity and explains why aggregate productivity did not drop during the period. 
Employment generation was dynamic overall in these two regions (see fi gure II.10), but most 
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jobs were generated in the service sectors, particularly in informal activities.8 Chile is an excep-
tion to this pattern. Th e Chilean economy recorded a strong labour productivity growth rate of 
3.1 per cent per year, which was mainly driven by productivity improvements in both industry 
(1.4 per cent) and services (1.4 per cent).

Th e least desirable situation is one where neither net employment generation nor pro-
ductivity growth takes place. In this case, both sectoral contributions to productivity growth and 
reallocation eff ects tend to be negative. Th is situation characterizes the growth processes in CIS 
and sub-Saharan Africa (see fi gure II.10). Th e Russian Federation and Ukraine had suff ered an 
acute collapse in both output and employment in the fi rst half of the 1990s. Nevertheless, output 
had decreased faster than employment, which led to an absolute decrease in labour productivity. 
Output growth recovered somewhat more recently, leading to positive labour productivity growth 
for the entire period. In sub-Saharan Africa, most employment (70 per cent) remains stuck in 
the low-productivity agricultural sector. Th e labour reallocated from rural to urban activities was 
directed into equally relatively low-productivity services and industrial activities, giving rise to 
both negative productivity growth in those sectors as well as negative overall reallocation eff ects, 
Nonetheless, diff erences in productivity levels across sectors remain huge. Output per worker in 
the agricultural sector is nine times less than that in the other sectors of the economy.

Conclusions

Diverging patterns of growth among developing countries are also visible in diff erences in terms 
of structural change. An examination of the patterns of structural change over the past four de-
cades indicate that the fast-growing East and South Asian economies were clearly characterized 
by dynamic transformations. Economies with relatively little structural change lagged behind, 
particularly those in sub-Saharan Africa. Sluggish long-term growth in the middle-income coun-
tries of Latin America and the Caribbean as well as in countries in Central and Eastern Europe, 
the Middle East and the former Soviet Union has been associated with a process of deindustri-
alization. In these countries, growth—and particularly employment growth—has been concen-
trated in low-productivity services, with agriculture and industry remaining nearly stagnant. Fast 
growth in East and South Asia, in contrast, has been associated with a rapid decline in the impor-
tance of agriculture and strong expansions of both the industrial and modern service sectors.

Th ese fast-growing economies also show sustained increases in labour productivity and 
labour has moved from low- to high-productivity sectors, including modern service sectors. In 
the regions with low-growth performance, the employment shift to the service sector has been 
rather pronounced. However, in contrast with the service sectors of Asia, those of sub-Saha-
ran Africa, Latin America and the former Soviet Union have shown declining productivity, as 
many workers have sought employment in services with low productivity and weak linkages 
with the more dynamic sectors of the economy, owing to lack of job creation in other parts of 
the economy.

Dynamic structural change involves strengthening economic linkages within the econ-
omy—in other words, integrating the domestic economy—and productivity improvements in 
all major sectors. Th e degree of integration of the domestic economy also infl uences how much 
countries are able to gain from international trade and investment. Th e following chapters ex-
plore how the external environment, macroeconomic policies and governance structures have 
shaped these diff erences in patterns of structural change.

8 The share in employment of the service sectors increased from 50 to 61 per cent during the fi rst half of 
the 1990s. According to Stallings and Weller (2001), about 60 per cent of the new jobs created in Latin 
America during the 1990s were low-paid, low-productivity jobs in the informal sector. The jobs created 
outside the informal sector were mostly in commerce and, to a lesser extent, in fi nancial and business 
services.
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Appendix

Technical note on the decomposition of 
labour producivity growth and of the 
employment-to-population ratio

Th e decomposition of labour productivity is used here to trace the contribution of the agricul-

ture, industry and service sectors to economy-wide labour productivity growth. Th e approach 

follows Syrquin (1986). In fi gure II.9, the sum of the productivity growth rates of each sector 

and their respective reallocation eff ects should add up to aggregate labour productivity growth. 

Th e relevant identity for decomposing labour productivity growth is , with the  term 

representing output levels by sector  ( ). 

Let  be the share of sector i in real output in period zero. Similarly, for 

employment:  with . Th e level of labour productivity in sector i is  

and its growth rate is defi ned as . After a bit of manipulation, the following exact 

expression for the rate of growth of economy-wide labour productivity is obtained: 

Labour productivity growth, , can be decomposed into two parts. One is the sum 

of the weighted average of sectoral rates of productivity growth as conventionally measured, that 

is to say, . Th e weights are the output shares, . Th e second term , 

captures the “reallocation eff ects”. If , then the output share of sector i is larger than 

its employment share, implying that the sector has a relatively high average labour productivity. 

Employment growth in that sector (or a negative  in a sector with ) will increase ag-

gregate productivity growth.

A second exercise (reported in fi gure II.10 and box II.2) decomposes the growth in 

the economy-wide employment-to-population ratio into the growth rates of the ratio for each 

sector and the sectoral employment shares. Th e employment ratio of a particular sector will rise 

if the sector’s output per capita exceeds labour productivity growth in the sector. Th e original in-

sight is from Passinetti (1981). Strong economic performance is characterized by both sustained 

productivity growth and a rising employment/population ratio overall. To observe the details, 

one can start with the identity  in which  is the population and 

 is the share of the population employed at the beginning of the period. Labour-output ratios 

(the inverse of the average productivity levels) for each sector are defi ned as  and 

sectoral output levels per capita are . Th e growth rate of the share of the employed 

population, , can be expressed as  with  being the sectoral employment 
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shares. Each sector’s growth rate of labour productivity is  so that the growth rate 

of the labour/output ratio becomes . A fi nal expression for  is obtained 

as: . In other words, the growth rate of the employment/population ratio is a 

weighted average of diff erences between sectoral growth rates of output per capita and productiv-

ity. Sectors with higher shares of total employment  contribute more strongly to the average. 

One might expect that  in the case of a “dynamic” sector and that the inverse will hold 

in the case of a “declining” or “mature” sector.
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Chapter III
Has trade integration 
caused greater divergence?

It is often claimed that integration into the global economy through increased fl ows of goods, 
services, capital, technology and labour—admittedly the least mobile production factor in the 
group—enhances opportunities for growth and development, thus providing a powerful push 
towards closing the income gap between developed and developing economies. Convergence 
narratives that make the connection with integration usually refer to the experience of post-war 
Japan, to the Western European periphery since the late 1950s and to the more recent experience 
of the East Asian newly industrialized economies. In all these cases, a strong investment-trade 
nexus certainly helped to power rates of economic growth above those of the leading industrial-
ized economies. 

Yet, integration is no magic bullet for achieving rapid and sustained growth. Since 
the mid-1980s, most developing countries had been opening themselves up to global economic 
forces but there were a variety of outcomes, including, in some cases, a reversal of previous 
achievements. Most recently, developing countries, in particular the least developed countries, 
have exhibited a strong economic performance, reaching the fastest average rate of growth they 
have seen for decades. Th is outcome is based, among other things, on an improved policy en-
vironment and policy outcomes, the absence of major exogenous shocks, and an international 
context characterized by rising offi  cial development assistance (ODA), debt relief for the heavily 
indebted poor countries (HIPC), low interest rates worldwide, and a strong recovery of com-
modity prices. Th e last-mentioned factor, however, may not be sustainable in the longer run as 
commodity cycles of the past have demonstrated (United Nations, 2006).

Th e present chapter will focus on trade integration and the role that foreign direct 
investment (FDI) has played in supporting that process (fi nancial integration will be addressed 
in chap. IV). It argues that the specifi c strategies that countries follow to integrate their econo-
mies into the global markets of goods and services indeed matter, as they largely determine 
the extent of the benefi ts those countries can derive from enhanced trade fl ows. Th e timing of 
integration (in terms of both the country’s readiness to join and actively participate in global 
markets and the opportunities available when integration takes place) and how quickly it is 
implemented (gradually or through fast liberalization) are also relevant factors. However, in an 
interdependent world, the eff ectiveness of country-level strategies cannot be judged in isolation 
and will depend on the underlying structural characteristics of the global economy. Success 
in trade depends on the products and services produced, how they are produced and whether 
production creates suffi  cient linkages with the rest of the economy so that these activities allow 
for a dynamic transformation of the economy while the growth stimulus coming from abroad is 
propagated throughout the domestic economy. FDI, when properly managed and incorporated 
into a strategy aiming at the continuous upgrading of the country’s technological capacities, can 
bring lasting benefi ts. Th ese factors, including policy options to enable more eff ective integration 
patterns and facilitate greater convergence, are analysed below.

Th e chapter is organized as follows: the fi rst section examines the role that specializa-
tion patterns and export diversifi cation plays in growth outcomes. It is followed by an assessment 
of the contribution of FDI infl ows in underlying specialization patterns and in promoting faster 
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growth in recipient countries. Th e analysis carried out in these two sections underscores the im-
portance of production sector development policies in facilitating structural changes, promoting 
the introduction of new activities, products and processes in the economy, and upgrading local 
technological capacities. Th ese issues are addressed in the subsequent section. In the context 
of this chapter, production sector development policies are understood as encompassing those 
interventions that aim at promoting structural change of the economy and shifting resources in 
favour of more productive activities in agriculture, manufacturing and services. Th e concluding 
section indicates some of the areas where further international cooperation is required to pro-
mote greater convergence. 

The contribution of international 
trade to growth divergence

Faster growth of gross domestic product (GDP) is often associated with rapid export growth. 
Exports are connected to economic growth in several ways (United Nations Conference on Trade 
and Development, 1992). First, exports are a component of aggregate demand and thus have 
a direct and a multiplier eff ect on domestic production. Second, (net) export growth reduces 
the foreign exchange constraints faced by many developing countries and increases the pool of 
resources needed to fi nance investment and growth. Th ird, by removing the limits that domestic 
demand may impose on output expansion, exports allow for the exploitation of economies of 
scale in large-scale operations and increasing returns. Finally, exports, especially of manufactured 
goods, can contribute through various channels to technical change, which is often associated 
with rapid growth.

Despite these sound theoretical arguments, the statistical evidence on the causal 
links between total export growth and growth is mixed and seems to vary across countries and 
over time. Growth performance seems to be related to the particular composition of the exports 
that a country chooses over time. In particular, choices that involve changes in the productive 
structure of a country—allowing for the creation of production linkages across sectors and in-
creased value added—and participation in growing global markets are often related to better 
economic performance.

Two factors need to be taken into account when analysing the links between trade 
and economic growth in the developing world as well as the role that international trade may 
play in growth divergence across countries. Th e fi rst is the rate of growth of global markets 
for the exports of developing countries. Often, fast-growing (or dynamic) export markets are 
markets for the products and services that have high income-elasticity of demand, that is to 
say, products and services whose demand grows faster than the increase of income in import-
ing markets. Developing countries can improve export opportunities in these markets through 
economies of diversifi cation (which create new services or products through diff erentiation, 
new designs, etc.) or by introducting production activities previously undertaken in industrial-
ized countries—the largest source of global import demand—taking advantage of lower costs 
of production (particularly wage costs). For instance, exports of textiles and garments grew 
relatively fast in recent years in part because production capacity had shifted from developed to 
developing countries.

Th e second factor comprises dynamic economies of scale and thus increasing re-
turns that characterize sectors with strong technological content. In this regard, it can be expect-
ed that specialization in sectors with greater technological content will lead to faster economic 
growth. Th ese two factors are linked in practice, as products with higher technological content 
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are often those with expanding global markets (see below). With respect to trade in services, 
available data also indicates that faster-growing export markets are those that are skill- and 
knowledge-intensive.

Naturally, other developments are also at play. Th e globalization of production pro-
cesses and the emergence of integrated production networks (IPNs) led to increased trade in cer-
tain products, thus “creating” new markets. Th e multilateral trading environment has also had an 
impact on the evolution of markets, or the blocking of their emergence. For instance, in terms of 
market access, agricultural products and low-skill, low-technology manufactures face relatively 
higher tariff  and non-tariff  barriers than do products with higher technological content, while 
the exports of services through the temporary presence of natural persons (international labour 
migration) are highly regulated and restricted. 

A developing country can adopt either of two broadly defi ned export strategies. One 
involves increased specialization as a country boosts its market penetration ratio, that is to say, 
expansion of its presence in markets where it is already an established exporter. Th e other entails 
the diversifi cation of the productive structure of the country so that it can participate in those 
markets (dynamic or otherwise) where it was not active before. In either case, the export strategy 
often implies wresting market shares from other participants in the market. Diversifying into 
products and services with greater potential for global market expansion, high value added and 
high productivity growth “widens the scope for the exploitation of increasing returns from larger 
markets and enhances the contribution of trade to growth” (Aykuz, 2003, p. 2).

In practice, these are likely to be mutually supporting rather than competing strate-
gies, and the broad body of evidence suggests that most countries are likely to move through ever 
more complex diversifi cation stages up to a level of industrial maturity when service activities 
take on growing importance (Imbs and Wacziarg, 2003). Certainly, diversifi cation per se will 
not suffi  ce to generate sustainable growth if the potential for productivity growth in the new sec-
tors and the potential for linkages with the rest of the economy are limited. Accordingly, Wade 
(2004) distinguishes between “external integration” and “internal integration” and argues that 
most success cases have devised policies to ensure that these are mutually reinforcing and do not 
undermine each other. Th us, patterns of specialization and patterns of integration into the global 
economy matter for growth divergence.

Opportunities for producing and exporting primary commodities, natural resource-
based and labour-intensive manufactures are more readily available for developing countries. 
However, the fact that the potential for expansion of global markets for these products is rela-
tively limited may in turn constrain long-term growth if the country does not proceed with the 
structural transformation of its economy beyond these sectors. Furthermore, the simultaneous 
entry of new participants in such markets could easily lead to saturation, as many markets for 
primary goods grow relatively slowly. In other words, what has worked for a country or a reduced 
number of countries will not necessarily bring equally positive results when several countries at-
tempt the same trade diversifi cation strategy at the same time: these “fallacy of composition” ef-
fects emerge as product oversupply may lead to declining prices and deteriorating terms of trade. 
Th e phenomenon can be particularly important in commodity markets facing low income-elas-
ticity of demand, as evidenced by the evolution of average non-fuel commodity prices, which fell 
by 49 per cent relative to the price of manufactures exported by developed countries during the 
period 1980-2000. Th e recent recovery in non-fuel commodity prices has not been suffi  cient to 
compensate for that loss. By the end of 2005, average non-fuel commodity prices were still below 
their 1980 levels in real terms (see United Nations, 2006). Additionally, commodity prices have 
exhibited pronounced volatility, which may undermine the eff ectiveness of diversifi cation into 

Increasing participation 
in global markets can 
be achieved through 
specialization or 
diversifi cation

Increasing participation 
in global markets can 
be achieved through 
specialization or 
diversifi cation

While external 
integration is 
important, the creation 
of domestic linkages is 
fundamental

While external 
integration is 
important, the creation 
of domestic linkages is 
fundamental

Markets for some 
goods are easier to 
enter than others …

Markets for some 
goods are easier to 
enter than others …



56 World Economic and Social Survey 2006

primary product production. Such price volatility often leads to lack of stability in income and 
foreign exchange which is needed for long-term investment and faster growth.

Fallacy of composition is also present in some subsectors of manufacturing with 
commodity-like characteristics. In fact, exporters of some low-skill manufactures have con-
fronted declining prices for their exports. Advances in technology and increased competition 
in markets for electronic and electrical goods—manufactures often associated with high-skill 
high-technological content—have also led to declining prices for some products (United Na-
tions Conference on Trade and Development, 2002). Meanwhile, other countries appear to have 
succeeded in improving their terms of trade as their economic structure continued to diversify.

Th e experience of fast-growing economies shows that success depends not just on 
increasing exports volumes, but also on profi ting from dynamic economies of scale, creating 
production linkages within the domestic economy and transforming production structures over 
time, within the context of a search for the products and services that off er potential for growth. 
Owing to data limitations, the impact of specialization patterns in export of services on growth 
will be analysed separately.

Global markets dynamics and changes 
in the structure of merchandise exports

Over the past 40 years, merchandise trade grew rapidly. Th e value of global merchandise trade 
increased at an annual average rate of 10.4 per cent, and its volume by 6 per cent during the pe-
riod 1962-2000. In both value and volume terms, the fi rst half of the period had witnessed rela-
tively faster growth.1 Although developed economies still dominate all non-oil export markets, 
developing countries have rapidly expanded their participation in global markets, especially since 
the second half of the 1980s. More importantly, there was a signifi cant shift in the structure of 
exports by developing countries (as a group) away from primary products towards manufactures 
(see fi gure III.1).2

Th e increased participation of developing countries in global markets has taken 
place in low- (LT), medium- (MT) and high-tech (HT) manufactures, whose markets have 
been relatively more dynamic, on average, than markets for primary products (PP) and natural 
resource-based (NRB) manufactures (see appendix to this chapter for defi nitions, methodology 
and data sources). In fact, the share of the fi rst three categories of products in global exports 
increased, while PP and NRB manufactures lost ground in global markets over the period 1965-
2000 (see table III.1). Th is trend was particularly marked in PP as a result of low elasticity of 
income for these products, reduced market access, technological change and price developments 
(see box III.1).

Penetration by developing countries has been particularly impressive in markets for 
LT manufactures and by 2000 had reached 50 per cent of total world exports of this group of 
products. Such an outcome was largely due to the eff orts of China, the fi rst-tier newly industrial-
ized economies and South-East Asia. Together, they supply 32 per cent of the global market of 
LT manufactures. Participation in markets for MT manufactures also increased and, again, the 
eff ort was concentrated in a few regions: that of the newly industrialized economies, South-East 

1 During the period 1962-1980, the annual average rate of growth of world merchandise trade had grown 
by 15.7 per cent in value terms and by 7.1 per cent in volume terms. The corresponding fi gures for the 
period 1981-2000 were 5.8 per cent and 5.1 per cent. 

2 The economies in transition are included in the group of developing countries in the analysis presented 
in this chapter.
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Asia and Latin America. Meanwhile, increased market share in HT manufactures was over-
whelmingly due to the performance in this sector of the fi rst-tier newly industrialized economies 
and South-East Asia. On the other hand, the share of developing countries in markets for PP, 
on average, declined as developed countries increased market penetration. As the analysis under-
taken in this chapter is based on values rather than volumes (see appendix), divergences in price 
trends between commodity exports by developed and developing countries could have contrib-
uted to this outcome. Another possible factor was the relatively high protectionism and subsidi-
zation exercised by developed countries in agricultural markets. In all, developing countries have 
been able to diversify their production structure and, as a result, increase their participation in 
the more dynamic global markets.

Figure III.1.
Value of exports of developing countries as a percentage of the value 
of exports of developed countries, by category of goods, 1962-2000
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Table III.1.
Share of productsa by category in world merchandise trade, 

1965-1970, 1980-1985 and 1995-2000

Percentage

1965-1970 1980-1985 1995-2000

Primary products 22.8 15.5 6.7

Resource-based 20.8 18.0 14.6

Low-technology 16.2 17.4 18.8

Medium-technology 31.9 36.1 35.4

High-technology 8.3 13.0 24.5

Source: UN/DESA, based on Feenstra and others (2005).
a Valued in current United States dollars.
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Th e structure of exports of developing countries has thus been changing rapidly over 
the past 40 years (see fi gure III.2), with some groups of countries having diversifi ed sooner and 
faster than others into non-natural resource-based exports. Th e fi rst-tier newly industrialized 
economies and South-East Asian countries are cases in point, diversifying fi rst into LT manufac-
tures and subsequently into HT manufactures. At the other extreme, sub-Saharan Africa has been 
the slowest region to diversify away from exports of primary commodities. Th e remaining regions 
lie between these two extreme cases, moving at diff erent speeds into new export markets.

Th e relatively faster growth of manufactures in global trade implies that regions that 
had not switched rapidly or extensively enough into the production and export of these products 
experienced relatively slower rates of export growth and, overall, lost market shares in global 
markets. All regions lost market share to the fi rst-tier newly industrialized economies, South-
East Asia and China (see annex table A.3). Th is contributed to the growth divergence among 
developing countries.

The structure of exports 
of developing countries 

has changed rapidly

The structure of exports 
of developing countries 

has changed rapidly

Can markets for primary commodities and 

natural resource-based manufactures be dynamic?

Despite the relatively slow overall growth in world trade of primary commodities and natural resource-based 
(NRB) manufactures, a number of products showed dynamism, that is to say, their exports grow faster than 
world exports (see annex table A.4). A proviso should be made, namely, that the export data presented here 
encompass values rather than volumes, which may imply that price trends could have had greater infl uence on 
export earnings than developments in export volumes.

Export growth rates in the period 1962-1980, for all of the fastest-growing PP (except one) and 
all NRB manufactures included in annex table A.4, had been somewhat lower, however, than those for the dy-
namic products in other categories. In the period 1980-2000, this gap widened, while the average performance 
of the dynamic NRB manufactures was largely infl uenced by uranium-based products (see annex table A.4). 
Excluding these uranium-based products, the average growth rate of exports for the remaining products was 
lower than that in the other categories of manufactures.

The above is not suffi cient evidence that faster productivity growth is not possible if resources 
are shifted to the production of PP and NRB manufactures or that activities in these sectors are necessarily 
low-skill and/or have little technological content and spillover effects (see appendix). By the same token, par-
ticipation of developing countries in exports of MT and HT manufactures does not necessarily mean that these 
countries have acquired the competencies needed to operate near or at the technological frontier. In these 
countries, with few exceptions, research and development (R&D) expenditure levels and the human resources 
employed in science and technology development are insuffi cient to match the requirements of technological 
content of the products they export.

As discussed in chapter V, a productive agricultural sector is often essential for subsequent eco-
nomic development. Moreover, several of the countries based their successful diversifi cation on the industrial 
processing of their natural resources. The Chilean experience shows that it is possible to sustain high export 
and GDP growth rates through specializing in natural resource-based high-value exports, including mining and 
agricultural products (although constant upgrading towards higher value added goods is required if Chile is 
to sustain growth in the longer run). In Africa, Botswana achieved high growth rates boosted by diamond and 
meat exports (Acemoglu, Johnson and Robinson, 2003). Agriculture also played an important role in the indus-
trialization processes of Malaysia and Thailand, while natural resource-based exports helped both countries 
cope with economic recession following the Asian fi nancial crisis (Bonaglia and Fukasaku, 2003). Finland and 
Sweden, among developed economies, are other cases in point. These countries, however, did not stay spe-
cialized in the production of commodities but moved over time into other sectors that were experiencing more 
stable terms of trade and faster productivity growth.

Box III.1
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Figure III.2.
Share of selected categories of non-oil exports of developing countries in total 

regional exports,a by developing-country region or country group, 1962-2000

(Percentage share in total regional exports)

Source: UN/DESA, based on Feenstra and others (2005), database on world commodity trade.
Note: See appendix to chapter III for defi nitions and methodology.
           See explanatory notes for country groupings.
a Total regional exports for a given period are calculated as a simple average of the sum of individual countries’ exports in each category.
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Merchandise trade, specialization 
patterns and growth

Figure III.3 shows the divergence of per capita growth rates across groups of countries accord-
ing to their dominant export structure and specialization patterns. Individual-country detail is 
provided in annex table A.5.

Growth divergence, albeit present, was much less marked in the period 1962-1980 
than during the fi nal two decades of the century. In the 1960s and 1970s, average rates of growth 
of countries specializing in PP and NRB manufactures were relatively lower, half of the rate of 
growth observed for other exporters. Moreover, only a few exporters of PP and NRB manu-
factures were able to exceed the average annual rate of growth of per capita GDP of developed 
countries during the period (3.1 per cent) (see table III.2). 

Th e group of countries specializing in all groups of non-NRB manufactures grew at 
comparable rates. Convergence towards developed-country per capita GDP was frequent among 
the diff erent groups of non-NRB exporters, as 47 per cent of them (23 out of 49 countries) were 
able to grow above the average rate of growth of per capita GDP in developed countries during 
the period. Convergence, however, was relatively faster among the group of MT exporters, as 
12 out of 24 countries (50 per cent) grew at a rate above 3.1 per cent. Nonetheless, declines in 
per capita GDP also occurred among non-NRB exporters (Afghanistan, Liberia, Kuwait and the 
Niger). Other dynamics, probably idiosyncratic, were at play. Twenty-six countries did not seem 
to exhibit any particular diversifi cation trend during the period. Th eir average per capita growth 
rate was the slowest among the groups of countries considered (see annex table A.5).
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Figure III.3.
Per capita GDP growth relative to dominant pattern of 
trade specialization, 105 developing countries, 1962-2000
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Divergence among developing countries seemed to have increased in the period 
1980-2000. Th ere was a marked deceleration in the rate of growth of per capita income in all 
groups of exporters, except for those exporting HT manufactures. None of the countries belong-
ing to the groups of PP and MT manufacture exporters had a growth rate that exceeded the 
average rate of growth of per capita GDP of the developed countries (2.2 per cent), which was 
already lower than what had been observed in the previous sub-period. For PP exporters, increas-
ing participation rates in slow-growing markets was not enough to off set the adverse trends, such 
as lower average commodity prices, that prevailed during the period. Among the NRB exporters, 

Divergence among 
developing countries 
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Divergence among 
developing countries 
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1980-2000

Table III.2.
Level of growth of GDP per capita of developing countries 

by dominant export specialization pattern, 1962-2000

Number of countries

Number
specializing

Growth of GDP per capita

Exceeding 
developed-

country average
Exceeding

world average
Exceeding
3 per cent

1962-1980

Primary commodities 12 1 6 1
Natural resouce-based manufactures 18 3 5 3
Low-tech manufactures 17 8 13 8
Medium-tech manufactures 24 12 17 16
High-tech manufactures 8 3 5 3
No apparent trend 26 2 5 3

Total 105 29 51 34

1980-2000

Primary commodities 7 0 0 0
Natural resouce-based manufactures 21 3 4 1
Low-tech manufactures 31 8 13 4
Medium-tech manufactures 12 0 0 0
High-tech manufactures 10 7 8 7
No apparent trend 24 0 2 0

Total 105 18 27 12

Memo items:

1962-1980

Average annual rate of growth of 
per capita world gross product
Average annual rate of growth of GDP 
per capita of developed countriesa

1980-2000

Average annual rate of growth of 
per capita world gross product
Average annual rate of growth of GDP
per capita of developed countries

Sources: World Bank, World 
Development Indicators 2005 
database; and annex table A.5.
a Referring to the period 

1966-1980.

2.2

3.1

1.3

2.2
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Equatorial Guinea had the highest average annual per capita income growth, which was largely 
due to the discovery and development of its oil reserves.

Th e majority of countries that did not show any clear diversifi cation pattern during 
the period grew below the global average rate. Th is group was composed largely of least devel-
oped countries and/or countries that had experienced confl ict and civil war during the period. 
Structural and institutional constraints were likely to have been among the binding factors in 
these cases (see chap. V).

In 1980-2000, in contrast with the previous period, growth divergence among the 
three groups of exporters of non-NRB manufactures was also marked. Newcomers to the group 
of LT manufacture exporters such as India, Sri Lanka and Viet Nam did particularly well during 
the period and grew above 3 per cent in per capita terms—the minimum rate believed necessary 
in order for a developing country to make a dent in poverty—while several other countries (18) 
grew above the average rate of growth of per capita GDP of developed countries. Growth in the 
majority of these countries, however, was below per capita growth of world gross product (WGP) 
in this sub-period. Apart from specifi c country conditions, it seems that the market for these 
products off ered fewer opportunities for rapid growth perhaps owing to fallacy-of-composition 
eff ects or because of the imposition of quotas and other trade restrictions (textiles and garments 
are a large component of manufactures in this group) that favoured a particular group of coun-
tries to the detriment of others.

Th e number of countries specializing in the export of MT manufactures had shrunk 
by half. Th e newcomers were Mexico (arriving from HT manufactures), Hungary (from LT man-
ufactures) and the United Arab Emirates (from NRB manufactures). Among the 12 countries or 
areas that had moved out of this group, only Costa Rica and Hong Kong Special Administrative 
Region (SAR) of China transferred to the group of exporters of HT manufactures; all the others 
diversifi ed into sectors often perceived as having lower technology content (see table A.5).

Th e above suggests that, in order for a country to move into the production of 
HT manufactures, what appears to be necessary is a continuous eff ort to acquire technological 
capabilities and skills, but not movement through a process of industrialization in stages, that 
is to say, the prior production of LT and MT manufactures. Malaysia moved into the group 
of exporters of HT manufactures from the group of exporters of NRB manufactures, while 
China, the Republic of Korea, Taiwan Province of China and Th ailand moved into HT from LT 
manufactures.

Th e presence of several net fuel exporters in the group of MT manufacture exporters 
may suggest that their overall growth was largely determined by the economics of oil—and, in 
the case of the Libyan Arab Jamahiriya, also by a trade embargo—whose price was very volatile 
and declined during the period; but even among non-fuel exporters, economic performance was 
not satisfactory. In the case of Latin American and Caribbean countries, the debt crisis and its 
slow resolution took a toll on growth, but other forces may have been at play as well. Mean-
while, most HT manufacture exporters performed particularly well during 1980-2000, with 7 
countries (out of 10) growing at above the average rate of per capita GDP growth in developed 
economies. Most of the economies in this group (China, Hong Kong SAR, Malaysia, the Repub-
lic of Korea, Singapore, Taiwan Province of China and Th ailand) had already been participating 
in the fast-growing markets of the 1960s and 1970s. Th ey successfully climbed the technologi-
cal ladder and profi ted from continued growth, in a period when developing countries were in 
general stagnating. Among the other exporters, only Indonesia, Oman and Turkey were able to 
grow faster than developed countries in both sub-periods.
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Interestingly, in recent decades, there seems to have been a signifi cant diff erence 
in the capacity of Asian countries, vis-à-vis other countries and regions, to extract growth from 
exports of more technologically advanced products. For instance, the vast majority of Latin 
American countries, even when diversifying into the exports of manufactures, failed to attain fast 
growth, particularly in recent decades.

Two major factors may have contributed to such an outcome. First, the development 
impact of the strategy of a given country depends not only on success in entering markets, but 
also on the capacity to capture a share of the value added in the production chain (United Na-
tions Conference on Trade and Development, 2002). Th e expansion of MT and HT manufac-
ture exports has come intertwined with the growth of multinational fi rms’ integrated production 
systems, which exhibit high import content. Th erefore, the capacity to capture certain activities 
(such as assembly tasks) may not lead to rapid or sustained growth if these activities have limited 
value added and are also likely to be footloose.3 In many instances, these outcomes are the result 
of the strategies countries have devised regarding FDI (discussed below).

In Mexico and Central America, for example, the relatively good export perfor-
mance displayed by the maquila sector, in both garments and electronics, has been largely based 
on low wages, preferential access and proximity to the United States market, but this has failed 
to generate faster rates of aggregate output growth. In contrast, technology exports in Asia have 
strong linkages, which are both national and regional in nature.

Second, the impact of integration into the world economy depends not only on 
the type of products a country exports but also on the circumstances under which it takes place 
and the policies pursued during the integration phase. Th e integration of Latin America, Africa 
and Central and Eastern Europe marked a sharp shift in their development strategy. It occurred 
in a “big bang” manner and followed a period of crisis. Conversely, faster growth in East Asian 
countries has been closely related to a continuous eff ort, both by the State and by the corporate 
sector, to upgrade export production capacities, and led to persistent industrialization drives.

Such big bang restructuring in the slow-growing regions exhibited “destructive” fea-
tures, which involved the loss of previous production capacity and minimized the emergence of 
strong production linkages. For instance, the share of manufacturing in GDP had fallen in sub-
Saharan Africa during the 1980s and stabilized at relatively low levels in the 1990s. A number of 
countries in Latin America, including Argentina, Brazil and Mexico, had experienced a particu-
larly sharp productivity decline in traditional labour-intensive sectors, such as textiles and cloth-
ing, which shrank after trade liberalization. In contrast, productivity performance was better 
in medium-technology industries such as transport equipment, which continued to be heavily 
protected in several countries even during the recent reform period (Cimoli and Katz, 2002).

Specialization patterns in 
service exports and growth

While merchandise trade still constitutes the bulk of total world trade, the share of services 
increased over the last quarter-century, from about 17 per cent in 1980 to about 20 per cent in 
2004. Services thus present an important and growing opportunity for export diversifi cation. 
Nonetheless, while the export of services can be correlated with growth, this link seems to be 

3 In the terms used by Palma (2004), unless the industries are fi rmly “anchored” in the domestic economy, 
their growth-enhancing capacity evaporates. Ocampo (2005b) refers to these specialization patterns as 
being “shallow”.
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stronger for developed countries, as they dominate the most dynamic sectors of the global export 
market for services.

Th e analysis of international trade in services is hampered by the scarcity of com-
prehensive and internationally comparable data. Available information based on balance-of-pay-
ments data captures only cross-border fl ows and may provide an imprecise idea of the actual 
magnitude of trade in services as defi ned in the General Agreement on Trade in Services, particu-
larly trade generated through Mode 3 (commercial presence) and Mode 4 (presence of natural 
persons) (World Trade Organization, 2006). Th e latter, however, by only focusing on temporary 
migration, does not capture all of the impact on economic growth generated by the movement 
of labour (see box III.2).4

4 The General Agreement on Trade in Services defi nes four modes of supply of services: (a) cross-border 
supply, where the service is delivered across a national border; (b) consumption abroad, where the 
consumer journeys to the territory of the service supplier; (c) commercial presence, where the service 
provider establishes a branch or subsidiary in the territory of the consumer; (d) presence of natural 
persons, where an individual service supplier moves temporarily to the consumer’s territory to provide 
the service. Balance-of-payments data fully cover only Modes 1 and 2. Trade via Mode 3 is not covered, 
while Mode 4 is covered only as a rough proxy. Finally, many countries, especially developing countries, 
do not report detailed data that extend beyond the three broad sectors of transport, travel and other 
services.

International labour migration and economic growth

International labour migration can impact on economic growth through several channels, some of which are 
briefl y reviewed below.a  It may bring both positive and negative infl uences, depending on national characteris-
tics and circumstances. Its fi nal contribution to growth hinges on how these forces net out. On the basis of the 
available evidence, it is diffi cult to argue unequivocally whether migration has contributed to increased growth 
divergence or increased growth convergence.

The main migratory pattern is from low- to high-income countries (see fi gure) and, among devel-
oping countries, from poorer performers towards fast-growers (though these fast-growers may not yet neces-
sarily be high-income countries). For sending countries, migration can imply a loss of human resources and 
capital that could have been productively put to use fostering growth and development. It is often argued that 
if such human resources are highly skilled and educated, this brain drain can negatively impact on growth, not 
only owing to the loss of the knowledge retained by the migrants but also because of the impact of such loss 
on the productivity of those left behind, as opportunities for learning from skilled labour diminish. Depending on 
the magnitude of the brain drain, a country can be forced to place greater reliance on semi-skilled and unskilled 
labour, which may compromise its prospects for faster growth, as discussed in this chapter. Moreover, countries 
also incur costs in terms of the forgone investment made in education as well as losses in income tax revenues, 
as these workers are often employed in the formal sector of the economy and command relatively high salaries 
(United Nations, 2004b). The highest brain drain rates (highly skilled labour as a proportion of the potential 
educated labour force in sending countries) are observed in the Caribbean, Central America, and Western 
and Eastern Africa. Costs can be large. For instance, it is estimated that each emigrating African professional 
represents a loss of $184,000 to Africa and that South Africa alone lost more than $5 billion from the migration 
of highly skilled labour between 1997 and 2001 (Pang, Lansang and Haines, 2002). On the other hand, skilled 
labour migration could have positive spin-offs for sending countries through the trade and fi nancial connections 
created (Lucas, 2001). For instance, Indian engineers and software developers who worked in the United States 
(Silicon Valley) contributed to the emergence of the computer and information services sector in India (see box 
III.3), while several successful Chinese immigrants became an important source of investment and business 
opportunities for China.

Box III.2

a For a more detailed 
analysis on the economic 
impacts of international 
migration, see United 
Nations (2004b), in 
particular chaps. IV and V.



65Has trade integration caused greater divergence?

Turning to unskilled labour, it is suggested that migration of surplus labour can have a positive 
impact on the labour markets of sending countries by reducing unemployment and the downward pressure on 
wages. This was apparently the case in Sweden and Ireland in the late nineteenth and early twentieth centu-
ries, but the phenomenon is less clear-cut in developing countries where real wages remain low or have even 
declined despite increased migration. Moreover, the sheer numbers of unskilled labour migration might impact 
negatively on growth as well. For example, some rural areas in Mexico known for having large emigration rates 
have suffered from the relative scarcity of labour, contributing to a deepening of poverty levels in these areas 
and, at the macrolevel, to increasing imports of food.

For sending countries, migratory outfl ows correspond to fi nancial infl ows in the form of migrants’ 
remittances. Offi cially recorded remittances infl ows to developing countries reached some $167 billion in 2005 
and constitute an important source of foreign exchange for developing countries, although some 30-45 per 
cent of such fl ows originate in other developing countries. In terms of absolute values, large countries (such 
as China, India and Pakistan) and/or middle-income developing countries (for example, Mexico, Morocco and 
the Philippines) are the largest recipients of such fl ows, but it is in the smaller economies (for example, Haiti, 
Lesotho and Tonga) that remittances represent a considerable share of GDP and may have a greater economic 
impact (World Bank, 2006).

Remittances are often used for consumption to satisfy basic subsistence needs and as such have 
a positive impact on poverty alleviation. At the household level, they also encourage investments in education 
and health. Their economic impact on growth comes through increases in aggregate demand and through their 
multiplier effects (United Nations, 2004b). Conversely, large infl ows of remittances may lead to appreciated 
currencies, thus undermining export competitiveness and lowering growth. For example, large remittance in-
fl ows resulted in real-currency appreciation in El Salvador and Honduras, thus offsetting the positive impact of 
trade policy reforms on the profi tability of the export sector of these countries (Sánchez, 2005).

Box III.2 (cont’d)
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Participation of developing countries in world service exports has accelerated, lead-
ing to an increase in their market penetration ratio from 19 per cent in 1980 to 23 per cent 
in 2004. World exports in the three major service sectors (transport, travel and other services) 
displayed diverging growth dynamics over the period 1980-2003 (see fi gure III.4 ).

“Other services”, which includes communications, computer and information ser-
vices, insurance, fi nancial services, and other business services, was the fastest-growing sector 
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Migrants alleviate labour-market shortages in receiving countries, thus removing constraints on 
growth. Additionally, migrant workers have a positive impact on growth by increasing effective demand both as 
consumers and, in some instances, as investors. Empirical studies show that migrants have only a limited nega-
tive impact on wages and employment of natives, even where their share in the labour force is relatively large. 
In any case, such a negative impact is contingent on the particular labour-market segment in which the migrant 
workers operate: often low-skilled native labour is more adversely affected than skilled labour. For instance, 
it was estimated that the immigrant infl ux to the United States in the 1980s and 1990s led to a decline of 3.3 
per cent in the wage of a typical native worker. The negative impact on the wages was larger for high-school 
dropouts (8.2 per cent) than for college graduates (3.8 per cent) (Borjas and Katz, 2005). Yet, it can be argued 
that such negative impact is not static, but changes over time as skills are acquired and the demands of the 
receiving economy change (United Nations, 2004b).

In the case of countries with shrinking native populations—often developed countries—inter-
national migration can contribute to sustain economic growth and help alleviate the problems of fi nancing the 
welfare State. For instance, migrants generated three quarters of the increase in the population of the Euro-
pean Union (EU) in 2001. In view of these countries’ demographic trends and increased dependency ratio (the 
ratio of people of non-working age to those of working age), it is anticipated that foreign labour will continue 
to increase in importance in terms of its share of the labour force in the next 20 years (Feld, 2005). However, 
even if a migration shock were to be imposed on developed countries (a 3 per cent annual increase in the stock 
of foreign workers), the impact on dependency ratios would be limited, despite a 50 per cent increase in the 
stock of foreign workers from 6 per cent in 2001 to 9 per cent of the total labour force by 2025 (World Bank, 
2006). In fact, the maintenance of the current welfare system in view of ageing populations would require the 
share of migrants to be no less than 42 per cent of the total labour force of major developed countries by 2050 
(Kapur and McHale, 2005).

Besides economic costs and benefi ts, there are positive and negative social implications of 
migration for receiving and sending communities and for the migrants themselves, which are more diffi cult 
to quantify. The integration of migrants and their families is not without diffi culties owing to differences in 
cultural background and origin and also because migrants may be perceived by the receiving communities as 
a source of competition for employment and public services. Moreover, while migrant workers are more easily 
absorbed by labour markets when the economy is growing, they often experience higher rates of unemploy-
ment (than those of native workers) when the economy slows down. 

Recently, temporary migration has been receiving increased attention from the international 
community—as was the case in the 1960s in the context of the “guest worker” programmes of many Euro-
pean countries—as constituting a means to circumvent some of the disadvantages and costs associated with 
long-term migration. Yet, the temporary movement of labour continues to be highly regulated and constrained. 
These regulations do not treat all migrants equally. Recipient countries usually ease constraints on immigration 
of skilled labour, but restrict the entrance of unskilled workers. Yet, studies have shown that both developed 
and developing countries would gain in economic terms if restrictions were lowered. For instance, Winters 
(2002) suggests that a 3 per cent increase in developed countries’ quota of temporary workers (both skilled 
and unskilled) would increase global welfare by $156 billion per year, with $70 billion accruing to developing 
countries.

Box III.2 (cont’d)
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over the entire period. Th e participation of developing countries in this sector increased from 
14.8 per cent in 1980 to 18.3 per cent in 2003 (see annex table A.6 on service export data for all 
balance-of-payments subsectors5). Transport service exports had the slowest growth over the en-
tire period, while exports of travel services were volatile, having grown strongly during the 1980s, 
but slowing down since then. Developing countries account for about 28 per cent of world 
exports of travel services. Tourism is an important source of foreign exchange and employment 
for many developing countries. For small island developing countries, as well as for a number of 
least developed countries, it may be “the main and sometimes only driver of economic and social 
development on a sustainable basis” (United Nations Conference on Trade and Development, 
2006, p. 10). In addition, this sector may help reduce external vulnerability by diversifying ex-
ports away from traditional commodity exports, which face slow-growing or declining markets.

Most studies that analyse the impact of trade in services on economic growth focus 
on the eff ects of trade liberalization, and especially on the effi  ciency gains generated by increased 
service imports.6 Empirical work on service exports has often been limited to specifi c service 
sectors or case studies (see, for example, Nielson and Taglioni, 2004; and United Nations Con-
ference on Trade and Development, 2006). Fewer attempts have been made to estimate the 
existence and magnitude of the statistical relationship between the exports of services and GDP 
growth in both developed and developing countries.

5 For a more detailed overview, which also lists selected major developing-country exporters, see 
Gabriele (2004), pp. 29-40. 

6 For recent literature surveys, see Nielson and Taglioni (2004), and Stiglitz and Charlton (2004).

Figure III.4.
World exports of services by sectors, 1980-2003

0

100

200

300

400

500

600

700

800

900

1 000

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002

Billions of dollars
Other services

Transport

Travel

Source: 
UNCTAD Handbook of Statistics 
database.



68 World Economic and Social Survey 2006

One such analysis indicates that while there was a signifi cant impact of services ex-
ports on growth, the impact of merchandise exports was much larger. In addition, while during 
the 1980s, the nexus between service export growth and GDP growth had been relatively stron-
ger for developing countries, this trend was reversed during the 1990s, when the nexus became 
much weaker in developing countries but gained strength in developed economies. A possible 
explanation for the latter phenomenon is the eff ect of diff erent export specialization patterns 
that had been created in the two country groups (Gabriele, 2004), with developed countries 
dominating in the most dynamic global markets for services.7

Available data on specialization patterns in service exports seem to support the hy-
pothesis that developed countries benefi ted from their specialization in the booming technology- 
and skill-intensive services in the 1990s. In contrast, the bulk of developing countries’ service ex-
ports is mostly concentrated in the relatively slowly growing transport and travel services. A more 
detailed analysis reveals, however, that a few major developing countries have gained signifi cant 
market shares in more dynamic subsectors and have grown relatively fast. Th is trend may well 
have contributed to an increase in growth divergence across countries. To illustrate, the share of 
developing countries’ exports of communication services is concentrated in a few major coun-
tries, with India having a strong presence. Other advanced, semi-industrialized Asian and Latin 
American countries also play a role.8 Computer and information services, constituting the fast-
est-growing services sector, also illustrate this point: the large and growing share of developing 
countries in this export market (at 20 per cent in 2003) is dominated by very few players, with 
India—the largest exporter among non-developed countries—exporting three times as much 
as the runner-up, Israel (see box III.3).9 A few other developing economies (such as Argentina, 
China, Costa Rica, Hong Kong SAR, Malaysia, Singapore and Taiwan Province of China) have 
also established their presence in this market (see annex table A.7).

Overall, as is the case for trade in goods, countries growing relatively faster have 
specialized in service exports with stronger growth dynamics and with greater potential spillover 
eff ects. Whereas some developing countries may be able to gradually move into more dynamic 
service exports, by making use of their endowments with the support of appropriate policies, 
others will likely fi nd it more diffi  cult to follow that path. While these countries are still in the 
early stages of building up the necessary capabilities, they can still eff ectively participate in other 
service sectors and thus promote the diversifi cation of their economies (see chap. II). Th e im-
portance of adopting sound policies both at the domestic and at the international level will be 
addressed in the two last sections of this chapter.

7 This factor was not formally captured by the study, however, as it analysed only the impact of total 
exports of services on growth and not the impact of individual sectors.

8 From this skill-intensive sector with its potentially large spillover effects into other economic sectors 
good examples can also be drawn of successful intra-developing country trade. For instance, a large 
Mexican mobile telephone company owns licences all over Central America, in the Andean region, 
and in Brazil, making it the number one provider in that region in terms of subscriber base. For a more 
detailed account and other case studies, see Nielson and Taglioni (2004). 

9 Data on this sector, however, need to be treated with additional caution, as many countries report these 
exports under “other business services” (as India did up to 2000).
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Exports of computer and information 

services: fl ying geese in South Asia?

The strong performance of some developing countries in the exports of computer and information services 
seems to suggest new development perspectives for these countries as well as for potential followers.

In a global ranking of export values in 2003, India was a close second behind Ireland, while Israel 
ranked sixth (see annex table A.7). These three countries stand out in that they have been able to catch up with 
the fi rst tier of major software exporting nations.a

The evolution of the software sector in India was heavily infl uenced by economic policies, past 
and present. Until the early 1990s, the sector had benefi ted from “benign neglect” by the Government, which 
controlled most of the economy, both directly through State-owned enterprises and via heavy regulation of the 
private sector (Singh, 2003, p. 18). At the same time, the Indian education system has been skewed towards 
tertiary education, especially in science and engineering. The resulting mismatch between the skill levels in 
domestic labour supply and demand contributed to an emigration push of skilled labour, largely to the United 
States. Surplus skilled labour was also absorbed by State-owned enterprises such as the Computer Mainte-
nance Corporation and the Electronic Corporation of India, Ltd (ECIL). With the economic liberalization of the 
1990s and the global take-off of the software industry, former employees of these enterprises had gone on 
to play a critical role in the establishment of the sector in Bangalore (Kochhar and others, 2006, p. 27). From 
this base, and with its efforts furthered by the presence of a high degree of profi ciency in English, the sector 
was able to take advantage of strong external demand growth, fuelling the dramatic success of software and 
services exports since the mid-1990s. By the late 1990s, Indian fi rms were well positioned to take advantage of 
large contract volumes linked to the issue of the Y2K (or millennium) bug and the introduction of the euro.

In the 1990s, government policies continued to play an important role. The central and State 
Governments started targeting the growing sector, for example, by establishing export processing zones and 
software technology parks – allowing for duty-free hardware imports, exemptions from sales and excise taxes, 
and the provision of subsidized offi ce space as well as power access. The sector also benefi ted from general 
liberalization policies, most notably in the telecommunications sector, as well as from e-governance projects, 
and from targeted fi nance. Increased FDI infl ows and an “inverse brain drain” in the form of capital and exper-
tise from Indian expatriates and returnees also helped the development of the sector.

After a decade of sustained growth, the Indian information technology (IT) sector is established 
as a strong and dynamic brand internationally. Domestic sales are also gaining importance, generating increas-
ing forward linkages to other industries (see fi gure). Wages in the sector have increased rapidly, indicating a 
bottleneck in the supply of skilled labour, and calling for increased investments in education in order to main-
tain the country’s competitive edge.

Pakistan is still a small exporter, although it shares some of the same advantages as India. 
Recently, the sector has witnessed strong growth, but longer-term prospects hinge on whether Pakistan will be 
able to overcome some key obstacles. Among the most important is the limited supply of trained professionals. 
Another problem stems from the latecomer status of Pakistan’s IT sector, which missed the growth and learn-
ing opportunities of the late 1990s and now faces strong competition from established Indian fi rms. Further 
problems are political security concerns and the lack of an established brand identity for its software sector.

Acknowledging these bottlenecks, the Government of Pakistan in its 2000 IT Policy and Action 
Plan adopted several measures, including increased spending on IT education, establishment of IT parks, the 
provision of enhanced Internet access and the enhancing of e-government. In order to increase exports by the 
sector, in 1996 the Government had established the Pakistan Software Export Board, with the aim of having 
it lead research and development activities, identify new market opportunities, and create a conducive busi-
ness environment. As in India, the sector is also benefi ting from the effects of reverse brain drain, albeit to a 
somewhat lesser extent.

Box III.3

a Carmel (2003) presents a 
four-tiered taxonomy of 
software exporters, where 
the Russian Federation 
and China constitute the 
second tier, and the other 
exporters (from annex 
table A.7) fall into the third 
tier. Smaller exporters 
such as Cuba, El Salvador, 
Jordan, Egypt, Bangladesh 
and others constitute the 
fourth, “infant” tier.
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Foreign direct investment and the 
convergence-divergence dilemma

Most developing countries have long accepted the that FDI off ers a potentially signifi cant source 
of fi nancing because, in addition to being a relatively stable source of capital, it can bring with 
it up-to-date technology, organizational skills and distribution networks (spillover eff ects). On 
the assumption that scarce resources receive the highest returns, poorer countries—with little 
capital but abundant supplies of natural resources and unskilled labour—should be an attractive 
location for transnational corporations (TNCs), making FDI a potentially powerful force for 
income convergence.

In the light of these supportive policies, the strong growth rates of the sector, and the increased 
interest of foreign investors—not least because of emergent congestion effects in India—the future of the 
software and computer services sector of Pakistan looks promising. Remaining challenges are persistent ad-
verse security perceptions and the presence of a powerful competitor and long-time regional rival, namely, 
India. There is room however, for learning from India’s success and for attracting Indian FDI. The 2005 deal 
between the Indian software giant Tata Consultancy Services, Ltd., and Pakistan-based Techlogix, Inc., is a case 
in point. The fi rst step in this joint venture is to be the establishment of a training centre for technology workers 
in Lahore, Pakistan, with Tata’s ultimate goal being the creation of a software development facility in Pakistan. 
Assuming a successful outcome to this effort, the venture might become the harbinger in South Asia of a type 
of “fl ying geese” development pattern—a phenomenon that greatly benefi ted the emerging economies of East 
and South-East Asia.

Box III.3 (cont’d)

Indian IT market: software and services, 1996-2004
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Yet, for most of the period since 1960, FDI fl ows have not conformed to these 
expectations. Flows have been moving principally between capital-abundant industrialized 
countries. Even when they have spilled into developing countries, FDI fl ows have been heavily 
bunched both in time and in space, and along with benefi ts they have also generated costs. Th e 
recent surge of FDI fl ows does not appear to have changed this situation.

Trends in FDI fl ows and stocks
Since the early 1980s, FDI has grown at a much faster rate than both output and trade, in part 
facilitated by changes (discussed further below) in manufacturing production processes and in fi nan-
cial corporate governance, developments in equity markets, increased liberalization of FDI regimes 
and privatization, among other factors. As a consequence of the rapid growth in fl ows, the stock 
of world FDI has increased almost 20-fold since the early 1980s, reaching close to a quarter of 
world GDP. Yet, as indicated in chapter I, fl ows have remained highly concentrated in the developed 
economies (see fi gure III.5).

In parallel with the fast increase in global FDI fl ows, the developing countries had 
experienced a 10-fold rise in average annual infl ows from the fi rst half of the 1980s to the second 
half of the 1990s. FDI fl ows have been concentrated among a handful of countries. Since the 
early 1980s, the eight top recipients have absorbed three quarters of the inward fl ows to these 
countries. However, there has been a reordering among regions and countries, dominated above 
all by the emergence of China as a host economy whose inward stock of FDI increased from 1.1 
per cent of the global FDI inward stock in 1990 to over 6 per cent beginning in the late 1990s.

Th e sectoral composition of FDI stocks has changed in both the developing and 
the developed countries. Among developed countries, inward FDI fl ows have been increasingly 
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Figure III.5.
Inward FDI inflows, developed and developing countries, 1980-2004
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directed towards services. As a result, services now account for close to three quarters of the 
global stock of FDI, as compared with 40 per cent in 1980. Between 1990 and 2003, the share 
of manufacturing in the FDI stock of the group of developing countries rose from 25 per cent 
to 37 per cent, while the share of developing countries in the global stock of manufacturing FDI 
increased from one fi fth to close to one third during the same period. Th e tilt is particularly pro-
nounced in some sectors, notably clothing, electronics and automobiles, which are among the 
most dynamic in the trading system.

Sectoral trends of FDI diff er among developing countries and regions. Since the 
late 1980s, Latin America and the Caribbean have attracted FDI not only in large-scale natural 
resources and services through privatizations, but also in labour-intensive manufacturing such 
as textiles and clothing (notably in Central America, the Dominican Republic and Mexico). Af-
rica has attracted FDI mainly in natural resources, particularly fuel and minerals. Some African 
countries have been able, however, to attract FDI in manufacturing as well: Lesotho (in textiles 
and garments) and the Republic of South Africa (in automobile manufacturing) are cases in 
point. Meanwhile, East Asia and South-East Asia have attracted more FDI in manufacturing 
(electronics, textiles) than have the other developing-country regions. In this respect, the con-
centration of the recent FDI surge in a few countries, as well as its sectoral composition, would 
appear to be a source of further economic divergence (Mody, 2004, pp.1201-1205).

Concentration and divergence in FDI fl ows

In the period up to 1980, the increasing volume of FDI fl ows among advanced countries had 
been closely connected with their fast industrialization, particularly in more capital- and tech-
nology-intensive sectors, along with rapidly growing and converging incomes (Hymer, 1976; 
Rowthorn, 1992). Th ese were predominantly two-way fl ows, and often in the same sectors. Th ey 
consisted of investment undertaken by large fi rms that had already established strong export ties, 
and for which controlling productive assets abroad off ered a more assured means to appropriate 
or augment rents in imperfectly competitive markets. Such intra-industry FDI was principally 
the product of market size and technological sophistication (Driffi  eld and Love, 2005).10 Most 
developing countries were peripheral to these trends, off ering only marginal investment oppor-
tunities for transnational corporations. However, expanding local markets attracted transnation-
al corporations to sectors relatively intensive in the use of semi-skilled labour and medium-level 
technology, such as chemicals and transportation, particularly in some larger developing coun-
tries and usually in cases where tariff  barriers off ered more secure markets, and this contributed 
to the concentration of FDI fl ows in these countries.11 Because many of the same economic 
forces have been behind the rapid expansion of FDI in the modern service sectors, including 
banking and distribution services, the bias in fl ows towards advanced countries has continued 
since 1980, including, more recently, through mergers and acquisitions (M&A).

10 How the gains from fl ows among advanced countries have been distributed is still a matter of 
contention among researchers. For example, some studies locate most gains in the home economy (that 
is to say, from outward FDI) with few or mixed benefi ts accruing to the host (see van Pottelsberghe de 
la Potterie and Lichtenberg, 2001). In the context of the host economy, absorptive capacity is key for 
enhancing spillover effects (Blomström, Lipsey and Zejan, 1992). It should be noted that comparative 
unit labour costs have also continued to play a role in determining some FDI fl ows among advanced 
countries, and while such investment can bring employment gains to the host, technology spillovers are 
less likely (see the discussion in Driffi eld and Taylor (2002)).

11 Up to the mid-1970s, Mexico and Brazil accounted for well over half of developing-country fl ows in 
manufacturing. For a useful discussion of the nature and impact of such investments, with reference to 
the Brazilian experience, see Evans (1979).
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Th e dominant FDI dynamics appear to be cumulative, with the size of the existing 
stock of FDI having a strong bearing on the size of subsequent fl ows. Moreover, agglomeration 
pressures and convergence tendencies have generated strong neighbourhood eff ects, that is to say, 
transnational corporations fi nd a disproportionately large number of locations close to home—a 
trend supported by the creation of free trade areas such as EU and that established by the North 
American Free Trade Agreement (NAFTA). Similarly, in Asia, when Japan had emerged as a 
home country in the 1980s, it also invested heavily in some of its neighbours (United Nations 
Conference on Trade and Development, 1996). Since these regional blocs are very large, produc-
tion facilities can be big enough to undertake most of the activities originally carried out at home 
by the parent company, with trade possibly being replaced. Th us, between regional blocs, direct 
investment and trade are more likely to constitute alternatives. Conversely, within these regional 
blocs, direct investment and trade are complementary. Th ey often refl ect the development of an 
internal division of labour within the same fi rm, whereby plants in diff erent countries of the bloc 
collaborate in the creation of a single product. Alternatively, plants specialize to produce diff er-
ent goods for export to the entire bloc or beyond.

Since the early 1980s, several new trends have contributed to the boom in FDI fl ows 
globally, introducing new challenges and opportunities for policymakers in developing countries 
but without fundamentally changing the bias towards developed countries. First, there have been 
signifi cant changes in the way Governments interact with transnational corporations owing to a 
rapid and widespread liberalization of FDI policy not only in developed but also in developing 
countries. In the latter group of countries, these changes have included reduced taxation, greater 
investor protection and increased incentives. Such changes have also been pushed for at the 
international level in multilateral forums, as well as through bilateral and regional treaties and 
agreements. In most cases, revisions in FDI legislation have been linked to a wider package of 
measures (including privatization of State-owned assets) aimed at extending the role of market 
forces in resource allocation. In the case of Latin America, for instance, much of the FDI infl ow 
in services has been facilitated through privatization programmes.

Second, large corporations have introduced new practices in respect of the way they 
manage their assets abroad. On the one hand, there has been a shift, largely associated with 
manufacturing activities, from “simple” to “complex” integration strategies. Whereas, previously, 
a fi rm expanded abroad by reproducing all of its operations in a single foreign location, now the 
operations of separate parts of its value chain are performed in diff erent locations and valued 
according to how they contribute to the objectives of the fi rm as a whole, rather than accord-
ing to their profi tability in the host country location (Hanson, Mataloni, Jr., and Slaughter, 
2001).12 A great deal of FDI in manufacturing in Asia, Central America and Mexico has been 
undertaken as a result of such trends. By contrast, expansion along horizontal lines (where most 
of the output is sold in the host country) has been closely associated with the growth of FDI in 
the service sector.

Th e other development in corporate strategy is the preference for mergers and acqui-
sitions as opposed to greenfi eld investments.13 In much of the developing world, this trend has 

12 According to one estimate, trade based on specialization within vertical production networks accounts 
for up to 30 per cent of world exports, and has grown by as much as 40 per cent in the last 25 years (see 
Hummels, Ishii and Yi (1998)).

13 It should be noted that mergers are in reality uncommon. The United Nations Conference on Trade and 
Development (2000, p. 99) estimates that they had accounted for just 3 per cent of total M&As between 
1987 and 1999, with full acquisitions accounting for more than half the total. Minority acquisitions 
(between 10 and 49 per cent ownership) appear to be more common in developing countries. On the 
other hand, while measurement problems preclude a precise estimate, minority acquisitions probably 
accounted for anywhere between one half and two thirds of global FDI fl ows in the 1990s.
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been linked to privatization programmes. However, it is also very much connected with wider 
changes in corporate governance associated with raising capital through the issuance of common 
stocks and corporate debt. And unlike the moves towards vertical disintegration—where com-
parative unit labour costs are a major determinant—the rise of an active equity market ties FDI 
more closely to short-term fi nancial considerations, thereby adding a potentially more volatile 
dimension to international production relations.14

FDI in manufacturing: international 
production networks and growth

Th e existence of a vibrant industrial base, robust local markets and a dynamic enterprise sector are 
preconditions for attracting (and benefi ting) from FDI in manufacturing. Countries where growth 
has stalled or collapsed, or where the manufacturing base has been eroded, have little chance of par-
ticipating in and benefi ting from the most dynamic elements of the international production system. 
Th us, the recent rapid expansion of export-oriented manufacturing activities linked to FDI has been 
heavily biased towards a handful of countries in East Asia, with China the single largest recipient of 
FDI in the manufacturing sector. Th is type of North-South FDI has been, in part, an extension of 
earlier fl ows between advanced countries, and has been triggered by the standardization of technol-
ogy in some sectors, by the aggressive search for unit labour cost diff erentials in more competitive 
markets, and by the shift to a more liberal business environment in many developing countries. Th ese 
same forces have also been at play in respect of the growing regional component of FDI fl ows in East 
Asia, led by emergent transnational corporations from the fi rst-tier newly industrialized economies. 
And because these sectors include medium- and high-skill and technology-intensive products, the 
share of these products in the exports of developing countries has risen sharply.

Much of this FDI has been linked to participation in international production networks 
(IPNs).15 In some cases, production is organized by large transnational corporations producing a 
standardized set of goods in several locations (as in the electronics and transport industries). In oth-
ers, production involves groups of small and medium-sized enterprises located in diff erent countries 
and linked through international subcontracting (as in clothing).

A comparison of individual-country experiences reveals how FDI and trade fl ows have 
combined in diff erent patterns of specialization: East Asian and Central American countries have 
been prominent in electronic and electrical goods and these same countries along with Northern 
African countries have participated in clothing networks, while only the larger Latin American coun-
tries along with the Republic of Korea have been prominent in transport equipment.

14 On the latter trend see Kregel (1996), Plender (2003) and Kamaly (2003). The convergence in capital 
fl ows that this implies is not just a matter of M&As. As one World Bank study noted: “Because direct 
investors hold factories and other assets that are impossible to move, it is sometimes assumed that 
a direct investment infl ow is more stable than other forms of capital fl ows. This need not be the case. 
While a direct investor usually has some immovable assets, there is no reason in principle why these 
cannot be fully offset by domestic liabilities. Clearly, a direct investor can borrow in order to export 
capital, and thereby generate rapid capital outfl ows” (Claessens and others, 1995, p. 22). However, 
M&As, unlike most greenfi eld investments, do appear to be more closely linked to boom-bust cycles, 
with fi nancial crises in emerging markets creating new opportunities for acquisitions (see United 
Nations Conference on Trade and Development, 1999, pp. 118-119; and Mody, 2004, pp. 1209-1210). 

15 Such networks are not a new development: they date back to the 1960s in parts of East Asia, becoming 
a more prominent feature of the international division of labour in the 1970s (see Helleiner, 1973).
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A key determinant of whether or not such FDI will reduce global income inequalities is 
the establishment of the kind of dynamic investment-export nexus that emerged in an earlier genera-
tion of success stories in Eastern Asia and led to a steady diversifi cation of production away from 
those activities requiring only unskilled labour. A good deal depends on whether FDI organized 
through production networks brings increased technological and organizational spillovers to de-
veloping countries and crowds in local private investment. To date, the evidence does not support 
the claim that such a nexus exists in other developing economies.

IPNs are associated with increased exports and employment in host countries. Yet, 
the fact that parts of the same fi nal product may cross and recross national boundaries more than 
once somewhat infl ates the gross value of trade (Krugman, 1995). More importantly, there is also 
strong evidence suggesting an increased import content of domestic production and consump-
tion brought about by participation in IPNs. Th us, strong increases in the manufacturing exports 
of developing countries—particularly those participating in IPNs—may have taken place with-
out commensurate increases in incomes and value added. In the case of Mexico, for example, 
it has been estimated that over the past two decades, imports for further processing constitute 
as much as one half to two thirds of total sales of affi  liates of United States transnational cor-
porations in certain industries (United Nations Conference on Trade and Development, 2002). 
Meanwhile, growth in manufacturing valued added has been negligible in the country. Similar 
patterns are discernible in some Northern African economies, in Central America and in parts of 
Asia, including Cambodia, Hong Kong SAR and the Philippines.

Th e contribution to value added derived from participating in production networks 
is determined by the cost of the most abundant and least mobile factor, namely, labour, whereas 
the rewards to internationally mobile factors such as capital, management and know-how are 
reaped by their foreign owners. In this respect, several studies suggest that the combination 
of increased capital mobility and rapid entry into the global labour force of unskilled labour 
is likely to weaken the bargaining position of poorer countries, reinforcing highly asymmetric 
relations between oligopolistic market structures at the top of the value chain and competitive 
market structures at the bottom (United Nations Conference on Trade and Development, 2002; 
Milberg, 2004).

Finally, it is doubtful that IPNs are able to generate opportunities for stronger spill-
over eff ects. In the fi rst place, participation in the labour-intensive and low-skill parts of the 
value chain of production networks is unlikely to attract FDI with a high level of technological 
sophistication. Th erefore, it is not clear what kind of spillovers should be expected from these 
arrangements.16 Additionally, the potential for spillovers from participating in IPNs is reduced 
not only because the package of technology required at any one site becomes narrower but also 
owing to cross-border linkages, being strengthened at the expense of domestic ones. As a result, 
technological upgrading can be more diffi  cult for economies that are used by transnational cor-
porations primarily as bases for exports to third markets than for economies where FDI is of a 
more traditional horizontal type that is seeking markets.17 In either case, however, all successful 
cases of technological upgrading using FDI, including within the context of IPNs, demonstrate 
that a prominent policy component (see sect. on sectoral policies below) was required to anchor 
FDI to the domestic economy.

16 It is worth noting here that the evidence on FDI among advanced countries indicates that when FDI is 
responding to factor cost differences, it does not bring spillovers to the host country (see Driffi eld and 
Love, 2005).

17 Indeed, because market-seeking FDI is more dependent on the domestic economy, it gives the 
Government of the host country greater bargaining power for using FDI selectively to ensure that it will 
create spillovers and linkages with domestic industry.
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Can FDI lead to faster growth 
in developing countries?

While there is little in the structural dimension of resurgent fl ows of FDI to indicate that they 
are a force for convergence between industrialized and developing countries, or even among 
developing countries, there are perceived macroeconomic advantages which may point to greater 
opportunities for catch-up growth. By the early 1990s, following a decade or more of macroeco-
nomic adjustments and microeconomic reforms, it was believed that resurgent FDI fl ows were 
a sign of a more general improvement in the investment climate in many developing countries. 
Moreover, it was anticipated that these infl ows of FDI would further reinforce that improvement 
through crowding in domestic investment.

FDI and domestic capital formation, however, have been moving in diff erent direc-
tions since the early 1990s, as FDI fl ows increased and investment rates and volumes declined or 
stagnated in the major developed and developing economies (United Nations, 2006, p. 16). For 
instance, when measured as a share of GDP, FDI rose, while overall investment stagnated or fell 
in all major Latin American countries (Argentina, Brazil, Colombia and Mexico) and in some 
larger African economies (Côte d’Ivoire, Morocco, South Africa and Tunisia) between the 1980s 
and the 1990s. It is possible that the conditions that attract foreign enterprises may not be con-
ducive to faster capital formation in the host economy, with the two sets of investment decisions 
driven by diff erent motivations. Evidence on whether FDI crowds in or crowds out domestic 
investment is mixed and subject to country-level specifi cities, but several studies have suggested 
that the latter tendency has become more prevalent in developing countries.18

Evidence from the export side of the nexus is just as mixed and as contingent on the sec-
tor in which FDI is located. As noted earlier, a good deal of FDI has gone in to non-tradable sectors, 
services in particular. Conversely, participation in IPNs, as noted above, accelerates export growth 
but may also create balance-of-payments pressures owing to increased imports.

Th e impact of FDI on the balance of payments of the hosting country is likely to 
vary considerably with the sectoral pattern of FDI infl ows, the share of transnational corporation 
profi ts in value added, the degree of import dependence, external debt servicing by transnational 
corporations and the proportion of the fi nal goods sold in domestic markets (Akyuz, 2004). 
Th us, the danger is that as profi t remittances and other capital outfl ows linked to FDI begin to ac-
crue, the longer-term impact on the balance of payments will be negative. 

Even when FDI-linked activities incur foreign-exchange defi cits, such investment 
may still improve the balance of payments if it creates signifi cant externalities that enhance the 
export potential of the overall economy. Similarly, even when FDI leads to unfavourable balance-
of-payments outcomes, there may still be net benefi ts if there are signifi cant technological spill-

18 There is evidence for some regions and time periods that FDI can crowd out local investment. A recent 
study of 32 developing countries for the period 1970-1996 found that the evidence of crowding out 
had been strongest in Latin America, whereas Asia had exhibited stronger crowding in and Africa was 
neutral (Agosin and Mayer, 2000). In a more comprehensive study of 98 developing countries covering 
the period 1980-1999, a signifi cant relationship between FDI and domestic investment was detected 
in 52 countries, 29 having experienced net crowding out and 23 having experienced crowding in, 
with Latin American countries again the most vulnerable to crowding out (Kumar and Pradhan, 2002). 
According to Ghose (2004), the tendency of FDI to crowd out local investment rose in all developing 
regions, including sub-Saharan Africa, in the period 1990-1997 compared with the period 1983-1989, 
which may well have been due to the growing share of mergers and acquisitions in FDI fl ows. There 
needs to be more detailed analysis of individual-country cases; and while there are few such analyses 
to draw on, those that have been undertaken tend to confi rm that the picture is mixed (see Harrison and 
McMillan (2002) on Côte d’Ivoire; and Braunstein and Epstein (2004) on China). 
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overs from FDI and the presence of transnational corporations. On balance, however, empirical 
evidence of positive FDI spillover eff ects is inconclusive (Addison, Guha-Khasnobis and Mavrotas, 
2006).19

In order to profi t from FDI, countries need to have the necessary absorptive capacity 
among domestic fi rms and institutions. Countries where an infl ow of FDI has been paralleled 
by signifi cant investments in building domestic capabilities (for example, Singapore and Ireland) 
have been the most successful in leveraging inward FDI. Conversely, when FDI is attracted in 
response to major tax incentives, or as a result of trade policy distortions (such as textile and 
clothing quotas), without a simultaneous build-up of local capabilities and without the creation 
of linkages between foreign affi  liates and local fi rms, there is limited scope for long-term benefi ts 
from FDI.

It would therefore appear that FDI has been a force as much for global divergence 
as for convergence. On the one hand, hosting FDI, including through IPNs, can be compatible 
with more rewarding arrangements between national and international economic forces. On the 
other hand, it is also consonant with a more hierarchically diff erentiated division of labour in 
which poorer countries compete on the basis of either their abundant and inexpensive labour 
resources or their natural resource endowments.

Recognizing these confl icting potential outcomes still leaves unanswered the ques-
tion how FDI, capital accumulation and growth might link up to form a virtuous circle in devel-
oping countries. According to some accounts, evidence of a positive correlation between lagged 
FDI and growth provides suffi  cient grounds for seeing it as an engine of growth, albeit one 
conditional on countries’ adopting an open policy stance (Blomström, Lipsey and Zejan, 1992). 
Others, however, fi nd either no evidence that FDI is an independent accelerator of growth, 
even under such conditions (Carkovic and Levine, 2002; Mody, 2004; Nunnenkamp and Spatz, 
2004); or that the eff ects are very weak and disappear as more country characteristics are con-
trolled for (Rodrik, 1999, p. 37).

All in all, the growth eff ects from hosting FDI seem to be highly conditional and 
non-linear. While FDI may aff ect growth, fast growth is also a determinant of FDI (Addison, 
Guha-Khasnobis and Mavrotas, 2006). A good deal of the evidence suggests that threshold 
levels, in income, human capital, technological know-how and enterprise development, must 
be crossed before a signifi cant positive impact can be identifi ed.20 Th us, policies to attract and 
manage FDI should not be designed independently of the initial conditions and structural con-
straints facing an economy at any particular time.

Production sector development policies, 
diversifi cation and export growth

While there has been an intense debate among economists on the rationale for and the effi  cacy 
of government intervention in the production sector, it is acknowledged that all the success 
cases identifi ed in the preceding sections relied on some sort of production sector strategy to 
promote industrialization and/or support structural transformation of their economies. In fact, 

19 Spillovers are essentially defi ned as productivity benefi ts accruing to domestic fi rms, either in the same 
sector or in other sectors. For general reviews of the evidence, see Aitken and Harrison (1999); Gorg 
and Greenaway (2001); and Blomström and Kokko (2003).

20 See, inter alia, Borenszstein, De Gregorio and Lee (1995); de Mello (1997); and Lim (2001). Employment 
fi gures point in much the same direction, with little evidence of positive employment effects accruing 
from hosting FDI in low-income countries but with evidence of stronger gains in higher-income 
countries (see Spiezia, 2004).

Countries need to have 
absorptive capacity 
to benefi t from FDI 
infl ows

Countries need to have 
absorptive capacity 
to benefi t from FDI 
infl ows

FDI has been a source 
of divergence and 
convergence

FDI has been a source 
of divergence and 
convergence

Statistical evidence 
on the links of FDI to 
capital accumulation 
and growth is 
inconclusive

Statistical evidence 
on the links of FDI to 
capital accumulation 
and growth is 
inconclusive

All fast-growing 
countries made use 
of production sector 
strategies

All fast-growing 
countries made use 
of production sector 
strategies



78 World Economic and Social Survey 2006

all late industrializing developing countries followed similar types of intervention, adopted com-
parable degrees of protection of their infant industries and attempted to promote similar types 
of sectors—particularly in the 1950s and 1960s but also, to some degree, in later decades (and 
recently, for example, in information and communication technologies (ICT)). Several of such 
interventions, however, are no longer possible in today’s policy environment. In fact, as discussed 
below, the scope for production sector strategies has become very limited in the current context 
of worldwide trade liberalization.

Naturally, not all interventions have led to overall success. Even in successful coun-
tries, not all individual policy measures led to anticipated results. Important diff erences among 
these experiences seem to be based on how quickly ineffi  cient policies were abandoned and 
how fast and how extensively countries diversifi ed the structure of their exports and expanded 
into the dynamic sectors of global service and merchandise trade. Increased outward orientation 
in these economies, however, did not imply a laissez-faire attitude or indiscriminate liberaliza-
tion. Most recently, success cases such as the Republic of Korea and Taiwan Province of China 
have continued to eff ectively promote the emergence of new sectors even in a more liberalized 
economic environment (Wade, 2005). Another distinctive feature of the successful interven-
tions has been the active involvement and/or participation of the private corporate sector, which 
increasingly acted with greater interdependence from the Government as it acquired experience 
and was exposed to new technologies and competition.

It is worth viewing industrial and other production sector policies as a series of 
interventions in the economy that aim at enabling changes in its productive structure, while 
shifting resources from less to more dynamic activities, which do not necessarily need to be in 
the manufacturing sector. In this sense, these policies comprise economy-wide measures such 
as macroeconomic policies (discussed in chap. IV); horizontal or multisector policies such as 
investments in physical infrastructure, incentives and support for technology development; and, 
selective policies that target specifi c sectors or fi rms. Th e relevance and impact of the fi rst two 
types of intervention are well recognized. Th e debate has concentrated on selective interventions 
(Wade, 2005). Among other things, critics of this type of intervention argue that it interferes 
with the effi  cient allocation of resources dictated by well-functioning markets—a condition not 
necessarily present in any case in developing countries. Th ey further indicate that Governments 
are prone to costly failures. Yet, eliminating distortions to markets may not suffi  ce to generate 
structural change of the type required to accelerate and sustain growth (World Bank, 2005b). 
Slow growth in many developing countries in the 1990s, including persistent stagnation in sub-
Saharan Africa, attests to this.

As discussed in chapter II, economic growth is contingent on the implementation of 
structural changes in the economy. Such changes are enabled by innovations in the broad sense 
of the term, that is to say, products, services or processes that were not produced or employed 
in the economy before; their diff usion throughout the economy; and the emergence of linkages 
among fi rms and sectors (Ocampo, 2005b). Without innovations, the economy remains locked 
in production methods that use less advanced technology, and it fails to diversify into more dy-
namic activities. Th ese are the activities characterized by increasing returns and associated with 
new technologies and learning by doing, which, in turn, boost the profi tability of capital and 
support higher investment and growth.

While innovations that push the world technological frontier are the clue to growth 
in developed countries, in developing countries innovations are often associated with the attract-
ing activities and technologies previously developed in industrialized countries through import 
substitution, export promotion or a mix of both. As shown above, and in chapter II, higher rates 
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of growth have been correlated with structural change, which was refl ected in the export com-
position of the countries concerned. In fact, there is robust econometric evidence that countries 
diversify as they climb up the income ladder. Specialization or sectoral concentration takes place 
late in the development process (Imbs and Wacziarg, 2003). It is innovation rather than its fac-
tor endowments that underlies a country’s competitive advantage. Accordingly, countries with 
similar factor endowments can end up developing comparative advantages in distinct sectors 
and industries. Klinger and Lederman (2004) show that discoveries—defi ned as episodes during 
which countries start to export a new product—are not closely related to factor endowments. 
Moreover, developing countries are not necessarily restricted to discoveries in sectors based on 
their level of development. For instance, Rodrik (2006b) argues that China has an export basket 
that is considerably more sophisticated than the one that would normally be expected from a 
country at its income level.

Advances in economic theory, particularly on innovation and technical change, sup-
port the conclusion that market forces alone would not lead to optimal growth results. Th e 
acquisition of knowledge or technology, which supports growth, is a learning process subject to 
costs, externalities and barriers to entry. Start-up costs in the face of uncertain demand (or uncer-
tain outcomes) and the existence of externalities—benefi ts arising from incurring such costs that 
will not necessarily be appropriated by the initial investor—discourage fi rms from introducing 
new products or processes. Additionally, many projects require, in order to be profi table, com-
plementary investments in a number of areas, often with the kind of high fi xed costs that private 
entrepreneurs would be reluctant to bear without a suffi  ciently large market for their services 
– which it is diffi  cult to guarantee ex ante.21 For a producer at a particular location, building a 
reputation in new markets also entails start-up costs; the process may generate signifi cant spill-
over eff ects on other fi rms, which will then be able to benefi t from the leader’s success (without 
having had to share the costs of his or her failures).

If acquisition of knowledge is a key factor in determining a fi rm’s competitiveness, 
temporary protection and granting of incentives may be warranted while the fi rm builds up 
its technological capacity and sustains the R&D costs necessary to its becoming internation-
ally competitive (Shapiro, 2005). Similarly, public interventions may be needed to assure the 
entrepreneur that rents generated from risky investment in non-traditional activities will not 
disappear prematurely in the face of competition. Finally, public policy also has a role to play in 
addressing the issue of the coordination of externalities by fostering the coordination of private 
investment, and entry into new markets, or by providing infrastructure with high social but low 
private returns.

While the implementation of some policies may provide scope for rent-seeking be-
haviour, this should not prevent interactions between the government and the private sector. 
Rather, emphasis should be placed on designing a process in which public support for new 
activities is determined on the basis of ongoing consultations and collaboration with the private 
sector. Th ese consultations should aim at identifying the binding constraints that discourage the 
private sector from investing in new activities. Th e actual policy instruments used will depend 
on context (Rodrik, 2004b).

From this discussion, two issues emerge: the relevance of public policies for diver-
sifi cation and the importance of building up technological capabilities in order to upgrade a 
country’s economic structure. A third issue, mentioned briefl y above, needs to be considered, 
namely, the quality of public intervention. An examination of these three factors will help fur-
ther our understanding of divergence in countries’ performance.

21 For additional analysis on building up technological capababilities for catching-up, see United Nations 
Industrial Development Organization (2005).
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Creating dynamic comparative 
advantages: policies and outcomes

Th e export-led growth strategies of success cases (fi rst-tier newly industrialized economies, for 
instance) often involved a preceding import substitution phase together with an active export 
diversifi cation strategy. Th ese countries used a series of interventions such as infant industry pro-
tection, export subsidies and targets, performance requirements, credit allocation, local content 
rules, massive investment in human capital, development of skills and build-up of local R&D 
capabilities, which also included slack intellectual property protection to allow for copying and 
reverse engineering.

While association with foreign private investors did take place, the approaches 
were far from uniform. In the Republic of Korea, domestic content agreements and technology 
screening were used extensively, with full government support. Similar measures were often used 
in Taiwan Province of China, which maintained, until the late 1980s, a list of industries where 
foreign investment was prohibited. Th is, despite a participation of FDI greater than in the Re-
public of Korea. Conversely, in Singapore, which had a weak tradition of local entrepreneurship, 
export-oriented industrialization relied heavily on transnational corporations. However, policies 
targeted specifi c manufacturing and service activities, through a variety of training facilities and 
publicly funded R&D institutions, with the aim of attracting the right kind of transnational 
corporation participation.22 Th e approach in the second-tier newly industrialized economies has 
been more open to export-oriented FDI, through a series of fi scal incentives, relaxed ownership 
and remittance laws and the establishment of export processing zones. Costa Rica and Mexico 
followed similar approaches in the 1990s.

China made use of, among other things, a complex set of unorthodox polices, com-
bining tariff s, non-tariff  barriers and licensing with special economic zones, associated duty draw-
backs and other incentives for export-oriented investments. Latin America also used a particular 
series of interventions, some of them similar to those used by the fi rst-tier newly industrialized 
economies, such as infant industry protection and subsidized credit allocation to priority sec-
tors. In general, however, success was more limited. Yet, the region has successfully entered world 
markets for manufactures and is second to East Asia in the developing world. Such an achieve-
ment indicates that past production sector strategies adopted by Latin American countries had 
created industrial capabilities that allowed them to participate in and profi t from the more re-
cent phases of export development. However, as argued previously, the big bang approach to 
liberalization also reduced such capabilities and was biased towards sectors with weak domestic 
linkages (United Nations, Economic Commission for Latin America and the Caribbean, 2003 
and 2004; Ocampo, 2004). It also led to the reduction of eff orts in critical areas, such as R&D 
spending (Lall, 2003).

Eff orts to promote industrial development and structural change in sub-Saharan 
Africa resulted in poor outcomes in the majority of cases. Th e technological capabilities in the 
region remain weak (Lall, 2000). Moreover, there has been an increasing gap in the technological 
capacity between East Asia and the rest of the developing countries in general, and sub-Saharan 
Africa in particular. If not addressed, the technological gap will likely feed into further growth 
divergence among developing countries.

Exogenous factors (external shocks such as natural disasters or hikes in international 
interest rates) and structural ones (fragmentation of local markets, a low entrepreneurial base and 
so on) may explain the disappointing outcomes of production sector policies in some countries, 

22 By contrast, Hong Kong SAR, with one of the most open FDI regimes, has a poor record of upgrading in 
the manufacturing sector.
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as these factors interact negatively with policy options and policy design. In the particular case of 
economies with small populations, there is greater diffi  culty in diversifying at lower costs owing 
to diseconomies of scale associated with the small size (Guillaumont, 2005).

In other cases, multilateral or bilateral institutional settings might have played a role 
in locking economies into certain specialization patterns. For instance, several countries failed to 
use rents obtained from preferential treatment to diversify their economies away from the sec-
tors that had been receiving temporary benefi ts or to improve upon the competitiveness of such 
industries so as to make them viable in the absence of special concessions or arrangements. Many 
of the benefi ciaries of the EU sugar and banana regimes or of the quotas imposed by the Multi-
Fibre Agreement and its successors represent cases in point. Yet, some other countries were able 
to use preferences in their favour: Mauritius, for instance, upgraded and reformed its sugar sector 
and also successfully diversifi ed into textiles and garments; and Caribbean countries such as Saint 
Lucia and Saint Vincent and the Grenadines were able to diversify their economies so as to move 
from the banana sector into tourism (Gillson, Hewitt and Page, 2004). Th us, policymakers’ at-
titudes and vision as well as the quality of their policies also matter. In fact, in several instances, 
underlying the policy failures were lack of policy coherence and legitimacy, unclear objectives 
and mistaken choice of policy instruments, among other factors (see chap. V).

Outward orientation, trade 
liberalization and growth

Th e question of the impact of trade liberalization and openness on growth is the subject of 
intense debate. Th e superior growth performance and the outward orientation of East Asian 
economies relative to Latin America and Africa since the late 1970s have led analysts to pre-
scribe, among other things, trade liberalization as a means to promote growth. As explained 
by Shapiro (2005, p. 5) “Th e assumption was that the anti-export bias of import substitution 
policies, along with the lack of domestic competition, discouraged innovation and encouraged 
rent-seeking behaviours. Th ese micro ineffi  ciencies, in turn, had led to macro imbalances and 
slower growth rates. Exports and import competition would have dynamic eff ects through learn-
ing and innovation.” 

However, it is far from clear whether trade liberalization has helped to promote 
faster growth. A careful revision of econometric studies undertaken in the early 1990s that had 
claimed that liberalization led to faster growth revealed that the results had been based on inap-
propriate indicators of trade liberalization or that questionable econometric methodologies were 
used. Th e assessment of the evidence gathered in the 1990s—a period characterized by greater 
economic integration—did not determine that more-open economies consistently fared better 
than less-open ones during the period. Moreover, none of the measures linked to trade openness 
(tariff  and non-tariff  barriers, trade shares, changes in trade shares, indices or dummies for close-
ness and openness) were found to be signifi cantly associated with growth (Rodriguez, 2006c).

A similar conclusion was reached by Dowrick and Golley (2004), who found that, 
between 1960 and 1980, increased trade had helped productivity to grow in poorer countries at 
double the rate attained by richer countries but that this gain was reversed in the period of more 
open trade between 1980 and 2000, when the marginal impact of trade on productivity growth 
favoured the richer countries, and indeed turned negative for poorer countries.23 Developing 
countries appear to be trading more but earning less. 

23 Dowrick and Golley (2004) called for further research to understand these fi ndings. Their own tentative 
suggestions are that the nature of technology transfer through multinational corporations had changed 
in the latter period and that the range of complementary policies that had supported successful 
liberalization in the earlier period were missing in the “one policy fi ts all” approach of the latter period. 
Both suggestions are in line with the arguments presented in this and in subsequent chapters. 
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Another way of investigating the impact of trade liberalization on welfare is through 
examining whether the removal of policy-induced barriers reduces the dispersion of income lev-
els among liberalizing countries. By using a methodology that compared the convergence pattern 
among liberalizing countries before and after major liberalization episodes with the pattern ob-
served in an otherwise similar control group of countries, Slaughter (1998) found no systematic 
link between trade liberalization and income convergence.

Even where liberalization led to or coincided with export expansion, the impact on 
overall growth has been mixed across countries. Some countries seem to achieve greater GDP 
growth through their exports than others (Palma, 2006). Th is fi nding reinforces the thesis of 
this chapter, which is that integration patterns, underpinned by diversifi cation and economic 
structural change, matter for growth. 

Recent empirical research has indicated that the eff ect of trade liberalization on 
economic growth depends on the complementary reforms implemented by a country in order 
to take advantage of international trade (see also chap. V). It is also contingent upon a variety 
of structural characteristics (Chang, Kaltani and Loayza, 2005). Other studies show that the 
growth eff ect of trade liberalization is negligible for countries with low levels of GDP per capita 
but increases with the level of development, while tapering off  for high levels of income (Calde-
rón, Loayza and Schmidt-Hebbel, 2005). Based on the results of the study by Chang, Kaltani 
and Loayza, one can argue that trade liberalization should be perceived not as a silver bullet in 
the quest for growth but rather as one element in an overall development strategy (see also World 
Bank, 2005b). Based on the results of the research carried out by Calderón, Loayza and Schmidt-
Hebbel, one might suggest that the timing of trade liberalization also seems to matter but that 
the causality between liberalization and growth remains ambiguous.

Many of the economies where trade liberalization was implemented rapidly (through 
a big bang) or prematurely have witnessed, contrary to the outcomes anticipated by the promot-
ers of trade liberalization, a process of deindustrialization and a marked increase of imports, 
but not necessarily faster growth.24 Premature liberalization compromised the process of the 
build–up of industrial capabilities. On the other hand, maintaining protection for periods longer 
than necessary can lead to negative or perverse incentives and ineffi  ciency. Moreover, protection 
alone is not suffi  cient and may hinder development. As stated by Wade (2004, p. xlviii): “Protec-
tion has to be made part of a larger industrial strategy to nurture the capababilities of domestic 
fi rms and raise the rate of domestic investment, always in the context of a private enterprise, 
market-based economy.”

Th e phenomenon of deindustrialization was particularly noticeable in manufactur-
ing sectors that provided intermediary inputs and components, thus contributing to the delink-
ing of export activities from local industry and reducing the potential positive impact of exports 
on the overall growth of the economy. In some instances, however, timing was not the only bind-
ing factor: industries were not truly competitive owing to a misguided policy design, as men-
tioned above, which did not provide enough discipline while extending protection or subsidies. 
In other cases, trade liberalization was simply not accompanied by adequate support for fi rms 
facing new competition. Unsound macroeconomic policies, particularly an overvalued domestic 
currency, also played a role in eroding competitiveness (see chap. IV).

24 It should be mentioned that several of these economies that had witnessed strong import growth 
in the 1990s also experienced a severe import contraction in the 1980s owing to foreign exchange 
constraints, the debt crisis and resulting balance-of-payments adjustment. Growth in the 1980s was 
negatively affected by import compression. 
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Th is is not to say that trade liberalization has no role in promoting competitive-
ness. World markets provide signifi cant opportunities for developing countries, as many success 
stories in the developing world attest. Nonetheless, trade liberalization needs to be carefully 
incorporated into a country’s production sector strategy. Interestingly, today’s developed coun-
tries have used trade liberalization selectively and in combination with other policy measures.25 
Almost all of them did not practise free trade while promoting their own industrialization or, if 
they were late industrializers, when catching up with the lead economies of their time. Trade lib-
eralization came only after industrial production had been well established (Chang, 2003). Even 
nowadays, developed countries are actively involved in the promotion of sectors of production 
where technological change is intensive, through support to R&D and other industrial policies. 
And free trade is restricted in those sectors that developed economies consider sensitive or de-
serving of special treatment; agriculture and labour-intensive manufactures such as garments are 
the most obvious examples.

Th e appropriate strategy is necessarily context-specifi c. It depends, among other fac-
tors, on the level of development, technological capacities, the size of the economies, the natural 
resource base, government capacities and established State-business relations. It involves not only 
manufacturing production but also a good exploitation of the opportunities provided by the re-
source endowments of a specifi c country and the development of modern services. Strategies can 
be considered successful if they promote an economy with capacity to constantly diversify its 
production structure, to generate strong domestic linkages, to gradually accumulate technologi-
cal capacities, and to develop a vibrant private sector, including of small and medium-sized fi rms 
(United Nations, Economic Commission for Latin America and the Caribbean, 2000 and 2004).

Is there space for production 
sector development policies today?

Th e need for coherent policies in promoting a country’s structural transformation has not disap-
peared. In the context of rapid technological change, entry-level requirements are now higher 
than they were during the period of industrialization of the fi rst-tier economies. Th is trend 
reinforces the need for developing countries to build up domestic capabilities to promote new 
sectors, either independently or in association with foreign capital. Yet, policy approaches used 
by successful developing countries in the past may no longer be applicable or desirable. Initial 
conditions may be diff erent and opportunities available for diversifi cation change over time. 
Moreover, the global and the national policy environments have evolved. Th e former now has 
jurisdiction over actions and sectors that were unregulated before. Th e latter went through a pro-
cess of autonomous liberalization either induced by conditionalities demanded by multilateral 
fi nancial organizations and bilateral donors or voluntarily embraced, for instance, through the 
participation in free trade agreements (FTA) whose provisions go beyond internationally agreed 
disciplines. Certain practices may no longer be conducted, but others are still allowed. While 
policy space may have become narrower, it has certainly not vanished.

Th e multilateral trade environment was indeed more permissible in the past. Over 
the years, clauses were introduced in the General Agreement on Tariff s and Trade (GATT) that 
accorded special prerogatives to developing countries. Th e original Agreement (article XXXVI, 
para. 8) had stated that developed countries should not expect reciprocity for commitments 

25 Hong Kong SAR is the notable exception, as the economy adopted a fairly liberal regime, and had also 
altered its structure in shifting from a manufacture-based growth strategy to one that was service-
based.
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they made, that is to say, developing countries were not supposed to make concessions that were 
inconsistent with their development needs. Th e principle of non-reciprocity implied that devel-
oping countries could commit themselves to limited market access provisions and limited tariff  
binding. Moreover, agreements on non-tariff  disciplines (import licensing, subsidies and coun-
tervailing measures, technical barriers to trade, etc.) applied only to signatories (exemplifying 
the so-called code approach used in the Tokyo Round of multilateral trade negotiations, 1973-
1979). An “Enabling clause” was introduced to allow, among other things, the granting of tariff  
preferences to developing countries—through the Generalized System of Preferences—a clear 
rupture with the most favoured nation principle upon which the Agreement had been built.

In the Uruguay Round of multilateral trade negotiations (1986-1994), the “single 
undertaking” approach replaced the code approach. Developing countries were no longer given 
the choice to opt out of certain agreements. Accordingly, countries had to accept the additional 
disciplines brought about by, among others, the Agreement on Trade-related Investment Mea-
sures, the Agreement on Subsidies and Countervailing Measures the Agreement on Trade-related 
Aspects of Intellectual Property Rights and the General Agreement on Trade in Services.

Th e Agreement on Trade-related Aspects of Intellectual Property Rights, by estab-
lishing minimum levels of protection on intellectual property rights, prohibits or restricts prac-
tices such as copying, compulsory licensing, and reverse engineering which were widely used by 
some developing (and developed) countries as a means of catching up. Th ese restrictions should 
be weighted against the potential benefi ts of the Agreement in terms of generating incentives for 
local innovation and the development of local brands, FDI and technology transfer. Moreover, 
the provisions on intellectual property in the increasingly numerous bilateral and regional free 
trade agreements tend to go well beyond the Agreement’s commitments.26

Th e Agreement on Trade-related Investment Measures does not allow for the use 
of performance–related measures for foreign investors that have an eff ect on trade, such as local 
content and trade-balancing requirements. Nevertheless, export and technology transfer require-
ments are permitted. Th ese have been used extensively in countries like China to build local 
capabilities in high-technology industries such as semiconductors and information technology 
(IT). It is interesting to note that, given Mexico’s relatively less successful industrial performance, 
NAFTA rules explicitly prohibit the requirements just mentioned (Houde and Yannaca-Small, 
2004). All the post-NAFTA free trade agreements signed by the United States include a simi-
lar clause. Th e same holds for bilateral investment treaties in general (see Cosbey and others, 
2004).

Th e Agreement on Subsidies and Countervailing Measures, on the other hand, ren-
ders illegal subsidies, fi scal credit and incentives that require recipients to reach export targets 
or that are tied to actual or expected export earnings. Subsidies linked to the use of domestic 
products are also forbidden. In addition, subsidies targeting a specifi c industry or group of in-
dustries may be actionable (that is to say, contested by another country) if it is proved that they 
harm another party to the Agreement. Conversely, subsidies for R&D, or those that target the 
environment or specially disadvantaged regions are non-actionable. Countries whose per capita 
GDP is below $1,000 are exempt from these commitments, but diff erential treatment for other 
developing countries is limited to an extended phase-out period.

26 The United States in particular has pushed for greater protection to patents. It is noteworthy that, given 
most favoured nation treatment obligations in the Agreement on Trade-related Aspects of Intellectual 
Property Rights, accepting greater patent protection in agreements with the United States may force 
developing countries to provide similar patent protection to third countries. For instance, the United 
States-Morocco free trade agreement includes provisions allowing for the protection of new uses found 
for existing drugs whose original patent has expired (Cosbey and others, 2004).
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While the Agreement on Subsidies and Countervailing Measures limits government 
intervention in export promotion, some schemes are still World Trade Organization-consistent 
and are allowed. Th e existence of the features of some export processing zones are no longer per-
mitted under World Trade Organization rules, unless an extension is granted by the Committee 
on Subsidies and Countervailing Measures.27 Duty-free provisions can be maintained, as well as 
certain forms of export assistance, including public export credits. Furthermore, certain elements 
of the export incentive structure may, while becoming World Trade Organization-compatible, be 
transformed in order to meet the same targets. For instance, one could allow fi rms in export pro-
cessing zones to serve domestic markets as well or to extend some of the benefi ts enjoyed by fi rms 
in export processing zones to all domestic fi rms (Keck and Low, 2004). Moreover, countries may 
continue to subsidize specifi c sectors until a complaining country presents evidence of material 
damage (though making such a case against countries with very small market penetration would 
probably be diffi  cult) (Chang, 1999).

Infant industry and balance-of-payments protection are still permitted under the 
World Trade Organization but are subject to additional procedural requirements. Infant industry 
protection provisions, however, have not been invoked by any country since 1967, most likely 
because they entail compensation to injured parties. As a result, developing countries extended 
infant industry protection through balance-of-payments provisions. With the Uruguay Round, 
additional disciplines were introduced:28 countries need to consult with the International Mon-
etary Fund (IMF) before applying measures owing to balance-of-payments considerations (Keck 
and Low, 2004). Although remedies are to be commensurate with balance-of-payments prob-
lems, countries can still choose the sector where measures will be imposed.

Trends in tariff s have also reduced policy space. Th ese include the increased binding 
of tariff s by developing countries, their progressive decline over time and the recent modalities 
used and/or proposed to reduce tariff s further. Binding implies a fi rm commitment by a country 
not to raise its tariff s above the bound level. In most developing countries, there is a diff erence 
between applied and bound tariff s, with the levels of applied tariff s being lower than their re-
spective bound levels. Yet, committing to a specifi c bound level reduces the fl exibility available 
to countries in using tariff s as a tool of industrial policy: industries or sectors to be promoted 
change over time, while maximum tariff  levels are fi xed. Recent proposals emerging in the World 
Trade Organization Doha Round stress the desirability of full binding as one of the objectives of 
non-agricultural market access (NAMA) (World Trade Organization, 2005). 

Another trend that will restrict policy options is refl ected in the emerging consensus 
to adopt a non-linear formula aiming at harmonizing tariff s across countries and reduce tariff  
dispersion across products. Th is approach will weaken a country’s fl exibility in respect of using 
its tariff  structure as a policy tool. Developing countries need a combination of relatively low 
and high tariff s applied to diff erent sectors at diff erent periods as they promote the structural 
transformation of their economies. Th us, tariff  dispersion may need to be wide. Moreover, the 
optimal level and structure of tariff s change over time and there is a need to “reconcile multilat-
eral discipline with policy fl exibility for industrial development” (Akyuz, 2005, p. 26). 

Overall, the scope for active production sector policies has been reduced, but there 
is still room to stimulate the “discovery” of new activities and solve coordination problems. Ad-
ditional fl exibility may be required, however, to promote the diversifi cation of production and 
technological upgrading. In particular, more attention than in the past should probably be given 

27 Only certain programmes and countries qualify for consideration with respect to extension (see World 
Trade Organization, 2001).

28 Preference to price-based measures over quantitative restrictions had already been introduced in the 
Tokyo Round.
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to rules that support the development of infant export industries, as well as the links between 
the dynamic export sector and other domestic activities and thus domestic market integration. 
Additional space may also be needed to give a more developmental orientation to agreements 
on intellectual property rights. Th ese issues should thus be the subject of greater attention in 
the context of the defi nition of special and diff erential treatment for developing countries in 
multilateral trade agreements. More broadly, as underscored in the São Paulo Consensus (docu-
ment TD/412, part II), adopted by the United Nations Conference on Trade and Development 
(UNCTAD) at its eleventh session held in São Paulo, Brazil, from 13 to 18 June 2004, it is 
important to fi nd an appropriate balance between national policy space and international disci-
plines and commitments.

The road towards greater convergence

Increased integration into the world economy seems to have exacerbated income divergence 
among countries, although some developing countries have been able to grow rather quickly and 
reduce the income gap vis-à-vis the developed economies.

Diversifying exports

Th e role played by international trade in growth divergence among countries originates in diff er-
ences in the types of goods and services countries produce and in the potential for export growth 
in international markets for these goods and services. Moreover, the way in which an economy 
integrates into the global economy is also relevant, as it refl ects the presence (or absence) of 
changes in specialization patterns over time and of the linkages that the export sector generates 
with the rest of the economy (the internal integration referred to above).

Despite the faster growth rates of exporters of HT manufactures, diversifying into 
high-technology exports may not be an immediately feasible option for many developing coun-
tries. Many countries lack the required technological capacity, including a suffi  ciently skilled 
labour force, to do so. Additionally, when there is an absence of other advantageous factors at 
work—such as the geographical proximity and existence of transport and communications in-
frastructure among production units that benefi t existing participants in the East Asian regional 
cluster—entry into this sector necessarily becomes more diffi  cult. Fast market saturation, leading 
to declining prices, could also apply if several countries pursue this route simultaneously (exem-
plifying the so-called fallacy-of-composition eff ect).

Most developing countries can, however, compete in primary goods—and use them 
as a platform from which to move to the production of other goods—and diversify into NRB 
or LT manufacturing exports as the multilateral trading environment eventually becomes more 
welcoming. In this regard, improved market access for exports of both agricultural and LT manu-
factures by developing countries, reduced tariff  and non-tariff  protection in these sectors, and 
the elimination of trade-distorting domestic support and export subsidies in agriculture could 
enhance market opportunities for developing countries, thus contributing to faster growth and 
income convergence. However, in negotiating increased market access in agriculture, developing 
countries need also to take into account the long-term structural change of their economies. Th ey 
need to anticipate moving into the production of industrial products and to avoid the stagnation 
often associated with commodity production and the shallow integration that may be induced by 
diversifying into mere assembly manufacturing. Diversifying into new activities may require some 
type of protection or support as capabilities are developed and fi rms become competitive.
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Strengthening opportunities in service 

trade in multilateral trade negotiations

Th e international trade in services is also providing opportunities for several developing coun-
tries, particularly in tourism but also in transport and in some labour-intensive business services. 
As with trade in goods, multilateral trading negotiations also have a role to play in unlocking the 
benefi ts of trade in services. However, unlike trade in goods, trade in services often calls for the 
simultaneous presence of service supplier and consumer, implying that increased trade in services 
must be accompanied by increased factor mobility.

Trade in services via the General Agreement on Trade in Services, Mode 3 (commercial 
presence), is by its very nature associated with all the potential benefi ts –but also the limitations–of 
FDI. Liberalization of regulations on international labour migration (Mode 4) may be the most 
promising approach for increasing service exports by developing countries, as it enables them to 
make use of their comparative advantage of abundant labour resources. It can generate benefi ts 
similar to full-scale migration, such as the infl ow of remittances, and the acquisition of technical 
and managerial skills, while facilitating the avoidance of some of the costs, such as sustained brain 
drain in the home country, or a political backlash in the receiving country. Yet, Mode 4 still faces 
the highest barriers, making it a priority area for developing-country interests in service negotia-
tions during the fi nal phase of the Doha Round of World Trade Organization trade negotiations.

Promoting participation in global markets 

but also domestic market integration

Market dynamics change over time and the global trends in markets for goods and services 
strongly infl uence the viability of particular strategies. Th us, countries need to be careful before 
trying to quickly replicate an alternative that worked in the past and need to avoid mistakes asso-
ciated with some of the policies adopted before. Just as important as selecting a particular market 
in which to operate is choosing the strategy related to the integration pattern the country will 
follow. With or without the association of FDI, the creation of links with the domestic economy, 
through the supply not only of labour but also of goods and services, seems to be a prerequisite 
for achieving sustained growth. Internal integration is fundamental.

In summary, production sector 

strategies are important

Th ere is very little evidence to suggest that simply by opening up and stabilizing the economy, and 
increasing infl ows of FDI, developing countries will enter a rapid and sustainable development path. 
Th e successful post-war experiences of Eastern Asia and its integration into the global economy re-
sulted from well-targeted trade and sectoral policies that constantly and consistently promoted the 
building up of technological capabilities in these countries. While the space for these interventions 
has been reduced over the years, there is still room for active public policies, not only in middle-
income developing countries but also—and particularly—in low-income countries and in least de-
veloped countries. Yet, policy space should not be reduced further and perhaps some of the current 
disciplines need to be reassessed in terms of their true value for growth and development. It is thus 
important that the decisions to be adopted at the Doha Round of multilateral trade negotiations lead 
to a more conducive international policy environment in terms of facilitating dynamic structural 
changes in developing countries and averting further constraining economic transformation eff orts 
by these countries. Th us, the multilateral trading regime could provide a valuable instrument for 
assisting countries in getting back on the road to greater convergence.
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Appendix

On data and methodology

Th e United Nations Statistics Division of the Department of Economic and Social Aff airs main-
tains a commodity trade statistics database (COMTRADE) on annual trade statistics (volume, 
value and trading partners) as reported by the relevant statistical authorities of countries or areas. 
Statistical offi  ces, however, do not necessarily report trade statistics on each commodity for every 
year or use the same standard commodity classifi cation. Th ese data limitations may pose chal-
lenges for long-term analysis on trends at the commodity level and for comparative country anal-
ysis. Th e National Bureau of Economic Research (NBER), combining COMTRADE with other 
available trade databases, and using a variety of estimation methods, generated a comprehensive 
world bilateral trade database covering 163 countries on the basis of a common standard clas-
sifi cation—the Standard International Trade Classifi cation, Revision 2 (SITC) (United Nations, 
1975)—for the period 1962-2000 (Feenstra and others, 2005). Th is database can be accessed at 
www.nber.org/data and was used for the analysis presented in the present chapter.

Period of analysis: Th e period is divided in two sub-periods (1962-1980 and 1980-2000) 
to account for structural changes taking place during these periods and their implications for 
growth.

Unit of account: Data are reported in current United States dollars. Th ere is no comparable com-
prehensive database on trade volumes at the commodity level for a large number of countries. 
Price estimations are available for primary commodities, but not for manufactures. Volume data 
for the latter are particularly diffi  cult to estimate as product quality changes over time and across 
countries. In order to partially off set the infl uence of price fl uctuations, averages for relatively 
long periods of observation (instead of a single year) are used.

Regions: Th e same broad country groupings as defi ned in chapter II are used in this exercise, 
but they include a larger number of countries, when consistent data were available for the period 
1962-1980. A total of 105 countries are thus considered in the analysis.a For country groupings, 
see explanatory notes.

Classifi cation of products by technological content: Products are grouped into fi ve categories 
according to natural resource and technological content on the basis of a methodological clas-
sifi cation developed by Lall (2001). Products classifi ed in SITC divisions 3 (fuel and energy) and 
9 (non-classifi ed products) are excluded from the analysis. While some degree of discretion is 
unavoidable in this regard, Lall’s classifi cation is based on indicators of technological activity in 
manufacturing. Th e fi ve categories are:

1. Primary products (PP), consisting of food and live animals, and crude materials (except 
fuels) as well as silver, platinum, copper, nickel, aluminium, lead, zinc and tin.

2. Natural resource-based manufactures (NRB), including mainly processed foods and 
tobacco, simple wood products, refi ned petroleum products, dyes, leather (but not leather prod-
ucts), precious stones and organic chemicals. Th e products can be simple and labour-intensive 
(simple foods or leather processing) or intensive in terms of capital, scale and skills (modern 
processed foods). Competitive advantage in these products generally—but not always—arises 
from the local availability of natural resources.

a Bangladesh was excluded from Southern Asia because of the lack of trade data in 1962-1980.
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3. Low-technology manufactures (LT), including mainly textiles, garments, footwear, 
other leather products, toys, simple metal and plastic products, furniture and glassware. Th ese 
products tend to have stable, well-diff used technologies largely embodied in capital equipment, 
and low R&D expenditures and skill requirements, as well as low economies of scale. Labour 
often dominates the cost structure of such products. Products tend to be undiff erentiated, at least 
at the mass-produced (non-fashion) end of the scale. Barriers to entry are relatively low; competi-
tive advantages in these products come from price rather than quality or brand names.

4. Medium-technology manufactures (MT), including heavy industry products such as 
automobiles, industrial chemicals, machinery and relatively standard electrical and electronic 
products. Th e products tend to have complex but not fast-changing technologies, with moderate 
levels of R&D expenditures but advanced engineering and design skills and a large scale of pro-
duction. In engineering products, emphasis is on product design and development capabilities 
as well as extensive supplier and subcontractor networks. Barriers to entry tend to be high owing 
to capital requirements and strong learning eff ects in operation, design and (for some products) 
product diff erentiation. Innovation and learning in the engineering segment increasingly involve 
cooperation in the value chain between manufacturers, suppliers and sometimes customers (for 
large items of equipment).

5. High-technology manufactures (HT), including complex electrical and electronic (in-
cluding telecommunications) products, aerospace, precision instruments, fi ne chemicals and 
pharmaceuticals. Th ese products, with advanced and fast-changing technologies and complex 
skill needs, have the highest entry barriers. Th e most innovative ones call for large R&D invest-
ment, advanced technology infrastructure and close interaction between fi rms, universities and 
research institutions; but many activities, particularly in electronics, may have fi nal processes 
with simple technologies, where low wages can be an important competitive factor. Th e high 
value-to-weight ratio of these products (electronics products, for example, have a higher unit 
value relative to their weight than have automotive products) allows segments of the value chain 
to be broken up and located across long distances.

Trade specialization patterns: Trade specialization/diversifi cation patterns are analysed with 
reference to the fi ve product groups defi ned above. Diversifi cation is broadly defi ned as a decline 
of the share of primary products and an increase in the share of manufacture products in total 
merchandise exports of a country or a region.

Dynamic products and sectors: Dynamic products can be defi ned in diff erent ways. For the 
purposes of this exercise, dynamic products and sectors are defi ned as those that increased their 
market share in global exports in a given period of time.

Trade specialization (diversifi cation) indicator: Estimates presented in annex table A.5 show 
diversifi cation over time, combined with the relative importance of a given country in total ex-
ports (by developing countries) in each category of product, as observed by the end of the period 
of analysis. Th e indicator thus presents the change in the share of any of the fi ve categories of 
product in total exports for a given country, multiplied by the share of the country in total de-
veloping countries’ exports of that particular category of product. Formally,
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Trade specialization indicator = 

where X = value of exports, i = goods, j = country concerned, t = period. 
Th e indicator for a particular category of product may be relatively small if changes 

in the structure of exports of a particular country had been relatively large but the country failed 
to gain market share relative to the exports of developing countries in that category of prod-
uct. As conceived, this measure combines export diversifi cation with market penetration eff orts. 
Countries are classifi ed as PP, NRB manufacture or LT, MT or HT manufacture exporters ac-
cording to the particular category of products in which the indicator reached its highest value, 
that is to say, the category where specialization was most signifi cant relative to total merchandise 
exports of developing countries.
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Chapter IV
Macroeconomic policies
and growth divergence

A stable macroeconomic environment is commonly considered to be conducive to long-term 
growth. Economists disagree, however, about the degree and type of stability that should be the 
objective of macroeconomic policies. Th ere is also dispute about whether economic stability 
should be the central objective of macroeconomic policies, or whether these should serve more 
directly broader development goals. 

In fact, the focus of macroeconomic policies in developing countries has shifted over 
the past decades. Until the 1980s, they had been mostly embedded in broader, growth-oriented 
national development strategies. Th is changed in light of the severe macroeconomic instability 
that many developing countries faced around 1980 and the paradigm shift in the mainstream ap-
proach to macroeconomic policies in the developed countries, away from a Keynesian approach 
of counter-cyclical demand management aiming for full employment to a more conservative, 
prudential monetarist view aiming at controlling infl ation. Macroeconomic policies in develop-
ing countries also narrowed their focus to concentrate on low infl ation and the avoidance of 
major fi scal and external imbalances. Short-term economic stabilization, in this more restrictive 
sense of the term, was seen as a key to long-term economic growth.

Th is new “orthodoxy” in macroeconomic policies prevailed during the 1980s and 
1990s, but its eff ectiveness in contributing to higher economic growth is increasingly being 
questioned. While managing to reduce infl ation and restore fi scal balances, many developing 
countries that applied such policies failed to achieve strong and sustained economic growth. 
Quite often, the stabilization policies induced a “pro-cyclical” pattern of macroeconomic policies 
that hurt public and private investment and thereby hurt economic growth.

Critics of the orthodox macroeconomic policy framework have argued for a return 
to the broader, developmental approach to macroeconomic stabilization policies based on an 
integration of short-term, counter-cyclical fi scal and monetary measures with long-term devel-
opment policies (see, for example, Ocampo, 2005a; and Stiglitz and others, 2006). Th ey have 
stressed that macroeconomic policies should be growth-centred, with full employment as the 
ultimate objective. Because of diff erences in development level and quality of institutions, the 
macroeconomic policy framework for developing countries should be substantially diff erent from 
that in developed economies in terms of objectives, instruments, policy stance, and the criteria 
for macroeconomic stability. Th e broader approach to macroeconomic policies is also needed 
because, as argued in chapter II, the growth process in developing countries is diff erent in nature 
from that in developed countries. In developed countries, productivity growth mainly relies on 
technological innovation. In developing countries, productivity growth more typically can be 
achieved by successfully shifting the labour force from low- to high-productivity sectors and 
through the accumulation of human and physical capital. As these activities directly infl uence 
investment decisions and the process of resource allocation across sectors, the impact of macro-
economic policies on growth will be therefore be much greater in developing countries than in 
more developed economies. As argued in chapter III, the growth impact will further depend on 
how macroeconomic policies are coordinated with trade and production sector policies.
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Th e present chapter begins with a brief discussion of some facts about macroeco-
nomic stability in relation to the growth performance in developing countries, namely, those 
facts dealing with the link between infl ation and growth, macro imbalance and growth, and 
fi nancial development and growth. An unstable external environment may limit the eff ective-
ness of macroeconomic policies in ensuring stability and conditions for growth. As analysed in 
the second section, many developing countries have faced rather strong volatility in external 
fi nancing conditions since the 1970s, creating major challenges for maintaining macroeconomic 
stability and also infl uencing the way in which Governments have conducted macroeconomic 
policies. Th e pro-cyclical nature of capital fl ows has also made macroeconomic policies more 
pro-cyclical. Th is means that when the economy fares better, international investors are more 
eager to invest in the country and Governments happily spend more and when the economic 
weather deteriorates, external fi nanciers are less willing to provide new funding precisely when 
it is more needed. Lacking the resources, Governments will have to reduce expenditures and 
this may push the economy into a recession. Th e third section analyses whether pro-cyclical 
macroeconomic policies actually do have a negative impact on long-term economic growth and 
whether countries with a more successful economic growth performance achieved this in part 
with the support of counter-cyclical short-term macroeconomic adjustment.

Th e fourth section discusses the importance of public investment in infrastructure 
and human development for long-term economic growth and the growth divergence among 
developing countries. To bridge the existing large gaps, many developing countries, particularly 
the poorest, will have to mobilize large amounts of public resources to make the necessary invest-
ments in infrastructure and provisioning of social services. Th e positive impact such investments 
may have on productivity and economic growth typically takes some time to materialize, as in-
frastructure works may take several years to complete and the span between the time children are 
enrolled in school and the time they enter the labour market as higher-productivity workers may 
even be longer. Th e Government thus needs to mobilize substantial resources now for future eco-
nomic gains and this introduces an extra, “inter-temporal” dimension to the management of the 
government budget. Domestic resource mobilization through taxes and more effi  cient allocation 
of existing budgetary resources may create some additional fi scal space for such expenditures, but 
will have to be carefully managed within a counter-cyclical macroeconomic policy framework. 
For the low-income countries, the scope for domestic resource mobilization will likely fall short 
of investment needs and an eff ective and suffi  cient allocation of offi  cial development assistance 
(ODA) will have to play an important role. Th e chapter concludes with a summary of the im-
plications for the growth divergence and the implications for national and international policies 
to redress the divergence. 

Macroeconomic stability 
and growth divergence

Macroeconomic stability strongly infl uences the long-term growth performance of the economy. 
Macroeconomic stability should be seen more broadly, however, for it entails more than just 
preserving price stability and sustainable fi scal balances. It is also about avoiding large swings 
in economic activity and employment and, further, in particular in developing countries, about 
maintaining sustainable external accounts and avoiding exchange-rate overvaluation. Th e fre-
quency of fi nancial crises in developing countries indicates that macroeconomic stability is, in 
addition, about maintaining well-regulated domestic fi nancial sectors, sound balance sheets of 
the banking system and sound external debt structures. 
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Macroeconomic stability and growth tend to mutually reinforce each other. Strong 
and sustainable growth makes it easier to achieve greater macroeconomic stability, by, inter alia, 
enhancing the sustainability of domestic and foreign public debt. Conversely, greater stability, 
in its broad sense, reduces investment uncertainty and hence is supportive of higher long-term 
growth.

Figure II.4 in chapter II showed that countries with less investment volatility tend 
to have higher long-term growth rates, while fi gure I.2 in chapter I showed that volatility in out-
put growth among developing countries was conspicuously higher in the two decades after the 
1960s. Increased volatility is also visible in other macroeconomic indicators, such as the infl a-
tion rate (see table IV.1), but the degree of volatility diff ers strongly across groups of developing 
countries.

A majority of developing countries had enjoyed robust growth and a relatively stable 
macroeconomic environment in the 1960s. Th e increase in macroeconomic volatility in the 
1970s and 1980s may be attributed in part to a variety of shocks in the global economy, such as 
the collapse of the Bretton Woods system of international monetary arrangements in the early 
1970s, the two oil crises at the beginning and the end of the decade, and the steep rise in world 
interest rates around 1980. Th e degree of vulnerability to these shocks and the capacity to cope 
with them diff ered across countries. Notably, though they were certainly not immune to crises, 

Table IV.1.
Output and infl ation volatility by regions, 1960-2003

Coeffi cient of variation

1960s 1970s 1980s 1990-2003

GDP growth

Developed countries 0.12 0.51 0.51 0.35

Developing countries

East Asia and the Pacifi c 2.03 0.41 0.20 0.32
South Asia 0.62 1.16 0.24 0.28
Middle East and Northern Africa .. 0.89 1.22 0.56
Europe and Central Asia .. .. .. 29.65
Latin America and the Caribbean 0.37 0.25 1.53 0.84
Sub-Saharan Africa 0.46 0.81 1.00 0.68

Infl ation rate (CPI)

Developed countries 0.69 0.68 1.02 0.87

Developing countries

East Asia and the Pacifi c 3.70 0.82 1.00 1.25
South Asia 0.96 0.90 0.50 0.64
Middle East and Northern Africa 1.41 0.83 0.87 1.34
Europe and Central Asia .. .. .. 3.65
Latin America and the Caribbean 1.88 2.25 5.06 6.08
Sub-Saharan Africa 1.75 1.06 1.54 10.97

Source: UN/DESA, based on World Bank, World Development Indicators 2005 database.
Note: Volatility is measured by the coeffi cient of variation, which is the standard deviation divided by the mean. Output 
volatility is weighted for GDP of the countries in each group. Infl ation refers to the variation in the consumer price index (CPI) 
and the coeffi cient of variation for infl ation by region is unweighted.
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the fast-growing East Asian economies managed to achieve much greater macroeconomic stabil-
ity, in the broad sense in which we use this term, than the slower-growing economies of Latin 
America and sub-Saharan Africa. Macroeconomic volatility seemed to have abated somewhat 
in the 1990s (at least up to 1997) in Latin America and sub-Saharan Africa, but has remained 
higher than in the 1960s and 1970s, albeit under conditions of much slower economic growth. 
A new series of fi nancial crises in the late 1990s are part of a new wave of macroeconomic in-
stability in many parts of the developing world, also involving some of the dynamic East Asian 
economies. By the mid-2000s, buoyant world trade and commodity prices were ingredients 
contributing to a period of both exceptionally rapid growth and macroeconomic stability in the 
developing world, a mix that had not been experienced since the 1960s.

Infl ation and growth
Most developing countries had maintained a low and stable infl ation in the 1960s (see fi gure 
IV.1). A surge in infl ation rates was ubiquitous in all developing-country regions in the early 
1970s. Infl ation rates have been rather volatile since then, but with important diff erences across 
regions. Most Asian economies managed to keep infl ation at moderate levels. Infl ation in Latin 
America accelerated rapidly and became particularly acute during the debt crisis, giving rise to 
several episodes of hyperinfl ation. After having reached a peak in 1991, Latin America’s rate 
of infl ation lessened substantially thereafter. In sub-Saharan Africa, infl ation increased strongly 
during the fi rst half of the 1970s, but has been on the decline since, although it still shows 
large annual fl uctuations. More generally, developing-country infl ation rates started to converge 
downward during the 1990s as part of a worldwide trend.
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Figure IV.1.
Median inflation, selected regions, 1961-2003
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For most developing-country regions with relatively low and stable infl ation in the 
1960s and again in recent years, since 2000, this has coincided with a solid growth performance. 
In contrast, most of the regions with high and volatile infl ation in the 1970s and the 1980s have 
also shown a much poorer growth performance (see fi gure IV.2).

Th ese fi ndings seem to confi rm the widely held view that high infl ation is inimical 
to long-run growth, because it generates greater economic uncertainty, discourages long-term 
contracting and raises risk premiums on interest rates, thereby depressing private investment. 
Since high infl ation also tends to be associated with large relative price variability, price signals 
would become more diffi  cult to interpret, leading to distorted allocation of resources across 
sectors. High infl ation would further distort the inter-temporal allocation of resources via its ad-
verse impact on interest rates and the tax system (Fischer and Modigliani, 1978; Briault, 1995).

High infl ation is correlated with lower growth, but—as evidenced by econometric 
studies—the relationship is not robust and the causality is not defi nitive. In particular, moderate 
infl ation does not necessarily lead to under-par growth. For example, between 1960 and 2000, 
Th ailand’s output growth was well below that of the Republic of Korea, even though the latter’s 
average infl ation rate was higher. Botswana has registered higher infl ation than many other coun-
tries in sub-Saharan Africa but its economic growth has been notably higher. Also, many econo-
mies have experienced prolonged periods of low infl ation and low growth, while others managed 
to combine high rates of output growth with moderate and, in some cases, even relatively high 
infl ation rates. Th e latter was the case in Brazil from 1968 to 1980 and in Turkey from 1981 
to 1990. Further, the experience in a number of developing countries has led some observers to 
hold the view that it is possible to sustain moderate infl ation rates of about 15-20 per cent for 
longer periods without generating macroeconomic instability or harming growth (Dornbusch 
and Fischer, 1993). Prices should not be very volatile, however. If they are, the presence as well 
of low average levels of infl ation can be damaging to long-term growth.
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Figure IV.2.
Inflation and growth performance by regions and periods, 1961-2003a

Percentage

East Asia 60s

Western Asia 90s

Western Asia 80s

East Asia 90s

East Asia 80s

East Asia 70s

Latin America 80s

Latin America 70s
Latin America 60s

Western Asia 70s

Western Asia 60s

Latin America 90s

South Asia 60s

Northern Africa 70s
Northern Africa 60s

Sub-Saharan Africa 90s

Economies in transition 90s

Northern Africa 90s

Northern Africa 80s

South Asia 90s
South Asia 80s

South Asia 70s

Sub-Saharan Africa 80s

Sub-Saharan Africa  70s

Sub-Saharan Africa 60s

10

8

6

4

2

0

-2

0 5 10 15 20

Inflationc

G
D

P
 g

ro
w

th
b

Source: 
UN/DESA, based on World Bank, 
World Development Indicators 
2005 database.
a Period designated “90s” 

referring to data from 1990 
until 2003 when available.

b Weighted averages: data for 
Western Asia in the 1960s 
cover only the period 1967-
1969; data for South Asia  
in the 1970s cover only the 
period 1974-1979 and data 
for the 1960s do not include 
the Islamic Republic of Iran; 
data for Northern Africa in 
the 1960s cover the period 
1961-1969.

c The infl ation rate is 
estimated as the median for 
the region, which in turn is 
calculated on the basis of 
the median infl ation rates 
per country for the period.



96 World Economic and Social Survey 2006

Th e weak association between low infl ation rates and faster economic growth is 
refl ected in fi gure IV.2, which shows that, after leaving out certain episodes (specifi cally, those of 
Latin America during the debt crisis of the 1980s and the economies of transition in the 1990s), 
there is no statistically signifi cant correlation between these two variables. Th e upshot is that 
although infl ation is important, it is not necessary to target a very low rate of infl ation in order 
for macroeconomic stability to support long-term growth.

Macroeconomic imbalances and growth
Stabilization policies in many developing countries have been strongly infl uenced by the basic 
insights of the International Monetary Fund (IMF) “fi nancial programming” model (Polak, 
1957). Th is model served for a long time as the bedrock of the target-setting of macroeconomic 
policies built into almost all stabilization programmes of IMF established with developing coun-
tries. One central principle underlying this approach is that excessive government spending and 
credit demand are the main factors underlying balance-of-payments problems. Hence, fi scal 
adjustment and measures reducing domestic credit demand would typically be called for in order 
to restore external defi cits.

In practice, however, the macroeconomic balances of developing countries do not 
present any clear pattern of movement in tandem for the “twin defi cits” . Figures IV.3 displays 
the government defi cit, the external balance and the private sector savings gap for four groups 
of developing countries, using the same country classifi cation as that applied in chapter II. By 
macroeconomic accounting rules, the sum of the three balances should be equal to zero for an 
economy.

Th e four graphs show that government and external balances do not stand in a 
one-to-one relationship. Th e most frequent pattern is that of the co-movement of private sec-
tor defi cits (savings gaps) and external balances. Although less frequent, there are several cases 
of negative correlation of private and government defi cits. Th e typical association assumed in 
fi nancial programming between fi scal defi cits and current-account imbalances thus appears to 
be rare. Fiscal austerity seems to have been more closely associated with rising private borrowing 
than with falling external defi cits during the 1980s and 1990s.

Strong fl uctuations in private and foreign net borrowing did not derail growth in the 
upwardly converging fi rst-tier newly industrialized economies and (to a lesser extent) in South-
East Asia. Th e fi rst-tier newly industrialized economies maintained stable and nearly balanced fi s-
cal accounts as a share of gross domestic product (GDP) during 1979-2002 (fi gure IV.3, part A). 
In consequence, the fl uctuations in the macroeconomic imbalances are almost fully explained by 
co-movements in the external balance and private sector savings gap. Th e fl uctuations of private 
and foreign sector balances were relatively large, with swings up and down exceeding 10 per cent 
of GDP. Th ese fl uctuations had their origin in identifi able events. For example, the private sector 
had swung into a savings surplus (as identifi ed by the negative values in the graph) in the 1980s 
as the region accumulated foreign assets with its exports stimulated by exchange-rate realign-
ments triggered by the 1985 Plaza Accord. Th is situation had been reversed in the late 1980s as 
private demand increased, and in the fi rst half of the 1990s when the region’s competitiveness 
was eroded owing to increasing competition from China. Th e private sector remained in defi cit 
up to the 1997 crisis. Th e crisis led to a sharp upswing in the external balance accompanied by 
a sharp rise in the private surplus induced by a collapse of aggregate domestic demand. Th e lat-
ter, however, recovered quickly thereafter, helped to some extent by a mild counter-cyclical fi scal 
stance. Movements in the fi scal balance have been most typically around 1 per cent of GDP, thus 
at the margin of the overall macroeconomic adjustment process.
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Figure IV.3.
Macroeconomic balances: first-tier newly industrialized economies in Asia, 1979-2002; South-East
Asia, 1979-2002; semi-industrialized countries, 1976-2002; and sub-Saharan Africa, 1980-2002

A.  First-tier newly industrialized countries in Asia, 1979-2002a
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C.  Semi-industrialized countries, 1976-2002c
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B.  South-East Asia, 1979-2002b
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D.  Sub-Saharan Africa, 1980-2002d
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Statistics Division, National Accounts database.
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f Equal to the current account of the balance of payments.
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Th e Asian crisis also hit South-East Asia, where private demand collapsed in 1997 
and 1998 (fi gure IV.3, part B). Th e region, and particularly Indonesia, recovered much more 
slowly than the fi rst-tier newly industrialized economies. Overall, as in the newly industrialized 
economies and China, off setting swings in private and foreign borrowing dominated macroeco-
nomic adjustment during the 1980s and 1990s and the level of government borrowing remained 
relatively stable, although with a greater frequency of periods of fi scal defi cits.

In contrast, government defi cits have been more prominent in the adjustment pro-
cess in the semi-industrialized countries (fi gure IV.3, part C). During the 1980s, access to exter-
nal borrowing dried up and private sector savings surpluses were needed to fi nance the fi scal defi -
cit. Th is involved, in all cases, private demand contraction and in some, the use of the infl ation 
tax to generate the private savings surplus. Private sector capital formation was correspondingly 
low owing largely to macroeconomic instability.

Fluctuations in both private and government net borrowing off set movements in 
the external balance in sub-Saharan Africa (fi gure IV.3, part D). During the 1980s, government 
defi cits had remained rather stable, largely fi nanced by foreign aid. When government defi cits 
were reduced in austerity programmes, private savings surpluses fell (and private borrowing in-
creased). Also, in this region, private sector and external defi cits ended up moving in tandem, 
with external imbalances having failed to decline despite fi scal austerity during the 1990s.

Financial development, growth 
and macroeconomic stability

Th e growth divergence across the developing countries, as well as the diff erent features of mac-
roeconomic stability, has also been infl uenced by fi nancial sector development over the past 
four decades. Financial intermediation supports the growth process by mobilizing household 
and foreign savings for investment by fi rms, ensuring that these funds are allocated to the most 
productive use, and spreading risk and providing liquidity so that fi rms can operate the new 
capacity effi  ciently. Financial development thus involves the establishment and expansion of 
institutions, instruments and markets that support this investment and growth process. Yet, fi -
nancial intermediation has strong externalities in this context, which are generally positive (such 
as information and liquidity provision) but which can also be negative in the systemic fi nancial 
crises that are endemic to market systems.

In the 1960s and 1970s, fi nancial sectors in most developing countries had been 
characterized by bank-based systems, rules infl uencing the allocation of bank loans, an impor-
tant role for State-owned commercial and development banks, closed capital accounts, capped 
interest rates, and active monetary intervention. In the decades thereafter, this traditional, “re-
pressed” fi nancial sector structure was dismantled during the process of fi nancial liberalization 
implemented in most developing countries. Financial liberalization was expected to raise savings 
and investment levels, increase the rate of growth and reduce macroeconomic instability. How-
ever, in many instances, these objectives were not achieved.

Th is has become evident from the series of fi nancial crises that have erupted in many 
developing countries since the 1980s. Th ere is also evidence that following fi nancial liberaliza-
tion, there was a decline in funding for many large fi rms in productive sectors, and for small 
and medium-sized enterprises in general, which posed a major problem for sustainable growth 
in the long run (FitzGerald, 2006). For instance, evidence from four African countries (Uganda, 
Kenya, Malawi and Lesotho) shows that greater fi nancial depth does not necessarily increase the 
volume of savings or access to credit of the commercial banks in rural areas, except for those that 
already have collateral (Mosley, 1999).
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Conventional fi nancial institutions, like commercial banks, also tend to be biased 
against small borrowers owing to the high unit costs of loan administration and lack of eff ec-
tive collateral, which translate into low returns and high risk. Th is is a major problem for all 
developing countries as small fi rms account for the bulk of production and the largest part of 
employment.

Th ese “gaps” had been traditionally covered by public sector banks, but these banks 
were dismantled in many countries as part of fi nancial reforms and only partly replaced by new 
microcredit schemes. In contrast, in the case of the fast-growing Asian economies, fi nancial 
liberalization was gradual and public development banks and directed credit schemes have been 
sustained for prolonged periods and have supported the growth process.1

For such reasons, empirical studies have not been able to establish a robust causality 
between fi nancial liberalization and growth performance.2 Th ere is also little evidence that fi nan-
cial deepening as such (or fi nancial liberalization, for that matter) has resulted in higher savings 
rates, which were supposed to be the main contribution to higher investment and thus growth. 
Th ere are two reasons for this outcome. First, fi nancial reform has the eff ect of shifting savings 
out of assets such as property or currency into bank deposits and marketable securities. Th is will 
raise the recorded fi nancial “depth” without raising savings rates. Second, fi nancial liberalization 
expands access to consumer credit in the form of credit-card and other types of personal loans. 
Th ese in turn may reduce aggregate household saving, if the lack of access to liquidity is the basic 
constraint that households face with respect to increasing consumer spending under a more “re-
pressed” fi nancial regime. Figure IV.4 demonstrates that there is no robust evidence that fi nan-
cial deepening (measured by the widest possible measure, namely, total market capitalization) 

1 See, for example, World Bank (1993) on the role of public interventions in fi nancial markets in the 
“Asian miracle” and United Nations (2005b, chap. I, sect. entitled “Long-term fi nancing”) on the role of 
development banks in providing long-term fi nance in developing economies.

2 See, for instance, King and Levine (1993) and Prasad and others (2003) for oft-cited studies and 
FitzGerald (2006) for a critical survey of the literature.
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increases the rate of saving and thus investment or growth. In fact, savings rates appear to depend 
on other factors such as demographic and tax infl uences on pension provision, funding of health 
and education, and the ownership structure of corporations or even family organization.

Th e experience of fi nancial liberalization across countries suggests that the process of 
liberalization varied widely, as did the outcome. Moreover, in most developing countries where 
both market and non-market imperfections exist within a broader liberalized macroeconomic 
framework, there are a host of factors other than the volume and cost of credit that infl uence 
fi rms’ investment decisions.

One important feature of insuffi  ciently developed fi nancial markets in many devel-
oping countries is the absence of a long-term domestic market for government and corporate 
bonds denominated in the domestic currency. Th is characteristic may cause problems for invest-
ment as well as for fi nancial stability in a context of fi nancial liberalization. Th e lack of a do-
mestic bond market makes it more diffi  cult to fund public infrastructure investment and major 
private modernization projects. It also forces fi rms to use short-term debt to fi nance long-term 
investments, thus accumulating maturity mismatches in their balance sheets, or to borrow more 
in international markets to fi nance long-term investments, leading to currency mismatches, Th e 
mix of these maturity and currency mismatches increases fi nancial fragility in periods of ex-
change-rate depreciation and rising interest rates, which usually coincide owing to the pro-cycli-
cal availability of external fi nancing. Th e insuffi  cient development of domestic bond markets and 
the associated fi nancial fragility reduce in turn the scope for monetary intervention in order to 
counteract external shocks.

Th e importance of the development of domestic bond markets was made evident by 
the Asian crisis and led to a stronger focus of fi nancial policies on this issue. As a result, domes-
tic bond markets have grown rapidly since the late 1990s, not only in Asia, Latin America and 
emerging countries of Europe but also, to a lesser extent, in Africa (see fi gure IV.5).3

Domestic fi nancial liberalization is frequently associated with integration into the 
global capital market, that is to say, with external fi nancial liberalization. In principle, this should 
make an international pool of liquidity available to the domestic fi nancial system, which should 
then become more stable. However, as analysed in detail in the next section, the high degree of 
volatility of international capital infl ows combined with the maturity and currency mismatches 
in the portfolio of all economic agents renders the recipient countries subject to shocks and cri-
ses, which can be both large and frequent.

Macroeconomic instability increases the variance in project returns and also the 
adverse selection problems that banks face, thus making banks risk-averse. Th e real benefi ts of 
macroeconomic stability come not only from increased fi nancial savings and greater availability 
of credit, but also from its favourable impact on the risk-sharing relationship between borrowers 
and lenders (Villanueva and Mirakhor, 1990). Th e pace of liberalization itself thus seems to be 
crucial in the sense that a sudden increase in the lending rate resulting from the freeing of the 
interest rate may render some fi rms unprofi table as they will need to pay a higher price for their 
funds borrowed earlier at a lower rate.

In sum, macroeconomic stability and long-term growth stand in a two-way relation-
ship. Th e focus of macroeconomic policies merely on low infl ation and on restoring the fi scal 
balance may be too narrow for the achievement of the desired growth gains, especially if the 
emphasis on monetary restrictions and fi scal prudence depresses economic activity in the short 
run and restricts broader developmental policies. Also, as shown, the role of fi scal adjustment in 

3 The growth of the domestic bond market has also been substantial when expressed as a percentage 
of GDP, having increased by 13-16 percentage points in Asia, Europe and Latin America. Only for Africa 
has there been a decline, when expressed in these terms, of 0.5 percentage points.
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restoring macroeconomic imbalances seems to be limited and much depends on how such poli-
cies help promote a growth-oriented environment for the private sector. Th e creation of the latter 
depends not only on the degree of integration of macroeconomic and development policies, but 
also on the structure and level of development of the fi nancial sector.

Th e potential contribution of fi nancial development to economic growth is consid-
erable and fi nancial liberalization can help establish more effi  cient and liquid fi nancial interme-
diation. However, these contributions to growth cannot be taken for granted and the growth 
impact depends on the construction of the appropriate institutional structure. Financial struc-
tures are very diff erent across the world and there is no unique relationship between fi nancial 
structure and levels of, or growth in, income per capita. What matters is that the fi nancial sector 
ensure adequate fi nance for productive investment of enterprises, including small and micro-en-
terprises and farms, and for long-term investment. Depending on the stage of development, this 
may imply reserving an important role for public sector banks (particularly development banks) 
and ensuring that a domestic bond market for long-term fi nancing in domestic currency is being 
established. Institutional development should also ensure adequate regulation and supervision 
to guarantee sound fi nancial sector balance sheets, an issue that is considered only in passing in 
this report (see, however, for details, United Nations, 2005, chap. I).

Such aspects of fi nancial development seem to have been overlooked in many pro-
grammes of fi nancial liberalization. Growth divergence thus appears to be associated with the 
diff erences in the capacity of countries to avoid pro-cyclical stabilization policies, to link macro-
economic adjustment policies with broader development policies and to ensure that fi nancial 
sector development is able to contain (rather than exacerbate) the volatility of external capital 
fl ows. Th e next sections address these issues in more detail.

Figure IV.5.
Domestic bond market growth in developing 
economies (amount outstanding), 1989-2005a
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External constraints on stability 
and growth in developing countries

Economic theory suggests that private capital should fl ow from developed countries, where it 
is abundant and investment opportunities are more fully exploited, to developing countries, 
where it is scarce relative to ample investment opportunities. Capital infl ows could supplement 
domestic savings in fi nancing investment in developing countries, contributing to their growth 
and development. In addition, access to international capital markets would help reduce fl uc-
tuations in liquidity over the business cycle, dampening macroeconomic volatility. In practice, 
however, international capital fl ows to developing countries have been volatile and a source of 
macroeconomic instability.

Private capital fl ows to developing countries have strongly increased since the mid-
1970s. Two medium-term cycles in capital fl ows have had a strong impact on stability and 
growth in many countries (United Nations, 2005b, pp. 74-75; United Nations Conference on 
Trade and Development, 1999, part two, chap. IV). A boom in international bank lending to 
developing countries in the 1970s had ended in debt crises in the 1980s. Another boom occurred 
in the 1990s, which was mainly driven by portfolio investment fl ows and, to a lesser extent, for-
eign direct investment (FDI). Also, the more recent boom came to an end with a sharp decline 
in net fl ows after the Asian fi nancial crisis. Th e recovery from the global slowdown in 2001, 
an improved international economic environment and strengthened economic conditions in 
developing countries provided the basis for a renewed recovery of private capital fl ows in 2003, 
indicating the possible beginning of another cycle.

Private capital fl ows are concentrated in a small number of middle-income coun-
tries, bypassing most low-income countries which remain dependent on offi  cial fl ows. During 
the 1970s, most of international bank lending had gone to about a dozen of the (richer) middle-
income developing countries and most took the form of medium- to long-term loans at variable 
interest rates for the public sector directly or for the private sector with public guarantees (Vos, 
1994). During the 1990s, predominantly portfolio investment went to a handful of emerging 
market economies, but this time most of the borrowing was by the private sector in the recipient 
countries (United Nations, 2005b). Following the sudden stop in capital fl ows that had pre-
cipitated the Asian crisis, private capital fl ows to East and South Asia began a turnaround at the 
beginning of the present decade signalled by an emergence from the depths of the fi nancial crisis 
and a strong recovery that reached the levels of the mid-1990s. Accelerating FDI fl ows to China 
and, to a lesser extent, India have been major contributors to this recovery. Conversely, capital 
fl ows to Latin America have remained substantially below the high levels of the 1990s, after an 
extended decline that began at the end of that decade.

Commercial bank lending and portfolio investment have proved to be highly pro-
cyclical for developing countries. Both the availability and the cost of external fi nancing ease 
during periods of economic expansion, and tighten and become more expensive during down-
swings. During the 1970s, developing countries had obtained access to commercial bank lend-
ing, after having relied mostly on ODA or FDI in preceding decades. Th e access to private 
fi nancing was a result in part of the search of banks in the developed countries for new markets 
where their excess liquidity could be turned into profi table loans. Th e excess liquidity in the 
international banking system had originated to an important extent from the oil surpluses gener-
ated after the fi rst oil price increase, much of which was deposited in the commercial banks. It 
was also the result of institutional changes in international fi nancial markets permitting the entry 
of smaller and middle-sized banks which previously had not been allowed to engage in inter-
national lending. Th e increased competition in international lending further pushed down the 
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cost of borrowing. At the same time, however, groups of banks shared risks through syndicated 
lending, which strengthened the concentration of loans among a few developing countries (see 
Vos, 1994, chap. 5). Th e middle-income developing countries were perceived as a good risk at 
the time, in part because of strong export performance, for example, in East Asia, and the high 
commodity prices that had prevailed during the 1970s, benefi ting Latin American and other 
middle-income primary exporters.

Th e surge in bank lending came to a sudden halt as world interest rates rose around 
1980 and the perception of risk changed with the sudden increase in the debt-servicing burden 
of the borrowing countries. Th e subsequent massive withdrawal of bank loans accelerated the 
debt crises that spread among developing countries. Th e rise in the cost of borrowing and the 
restriction in access came at a time when commodity prices had collapsed and the need for ex-
ternal fi nancing actually was bigger.

Th e reduced access to private capital fl ows lasted throughout the 1980s and revived 
from around 1990 onward, spurred once again in part by the entry of new players into the mar-
ket; specifi cally, these were the pension funds and other institutional investors that previously 
had been allowed to operate only in domestic fi nancial markets. In addition, the debt restructur-
ing under the Brady Plan in the late 1980s and the fi nancial liberalization processes and other 
structural reforms in many developing countries eased the entrance of private capital fl ows. As 
mentioned above, much of the lending during this second cycle took the form of short-term 
portfolio debt and equity investment, which by their nature have proved to be much more vola-
tile than long-term debt and FDI. Short-term bank loans are even more volatile, as witnessed 
in the East Asian crisis. During the 1990s, several boom-bust cycles occurred, starting with the 
Mexican peso crisis at the end of 1994. Th e East Asia crisis initiated the broad-based series of 
fi nancial crises observed in the fi nal years of the decade.

Aside from being characterized by strong pro-cyclical features, boom-bust cycles tend 
to spill over to other markets. Mexico’s currency crisis lead to capital reversals in other emerging 
market economies, labelled as the ‘Tequila’ eff ect. Th e Asian crisis also generated capital reversals 
elsewhere, and the Russian default in 1998 caused a more general withdrawal of funds invested 
in developing countries. Since a country’s loss of access to markets for international banks or 
bond markets spreads to other sources of fi nancing (in addition to the fact that it may aff ect mar-
ket access of other countries), an across-the-board market closure may follow (United Nations, 
2005). Even when countries do not fully lose market access, they tend to be subject to increases 
in risk premiums. Th e pro-cyclical downgrades by credit-rating agencies often exacerbate both 
reduced access to portfolio loans and the spreads at which bonds can be issued.

Although FDI fl ows were also negatively aff ected by the Asian crisis, they have re-
mained positive and have become the dominant source of private capital fl ows to developing 
countries. It is worth noting that FDI also moves pro-cyclically, although not to the same extent 
as short-term lending and portfolio investment (World Bank, 1999). Th erefore FDI can also 
increase macroeconomic instability. Th is is so, in part, because much of FDI takes the form of 
mergers and acquisitions of fi rms in developing countries, which can be easily sold off  again (see 
chap. III); and to the extent that FDI is geared towards the domestic market, it responds to an 
economic downturn in the same way that domestic investment does. Th e modest expansion of 
cross-border bank lending, the more recent growth of local bond markets in developing countries 
and the broadening of the investor base of international emerging market bonds have also helped 
to mitigate the volatility of capital fl ows in recent years (United Nations, 2005b, pp. 89-90).

Th e pro-cyclical nature of private capital fl ows limits the space available to Govern-
ments, particularly of the middle-income countries, for conducting counter-cyclical macroeco-
nomic policies. As access to fi nance eases when the economy is in an upswing, Governments may 
be more inclined to allow the budget defi cit to widen, and/or central banks may allow credit to 
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the private sector to expand. Conversely, when external fi nancing contracts during a downswing 
and the cost of borrowing rises, non-interest fi scal spending may need to be retrenched severely 
and private sector credits will contract, exacerbating the recessionary trend in the economy. 
Th is reduced capacity to implement counter-cyclical policies implies that access to international 
fi nancial fl ows also has an impact on the real economy, although not by smoothing the business 
cycle, as anticipated by economic theory, but by magnifying it: infl ows often lead to output ex-
pansion and outfl ows to contraction and stagnation (Kaminsky, Reinhart and Végh, 2004).

Moreover, without adequate regulatory and legal frameworks and with weak fi nan-
cial systems in developing countries, fi nancial volatility is readily transmitted to the real sector 
(Easterly, Islam and Stiglitz, 2001; World Bank, 1999; and FitzGerald, 2006). For instance, an 
economic boom may result when weak regulation of fi nancial institutions and government guar-
antees of fi nancial liabilities lead banks and other investors to engage in excessively risky lending. 
Surges in capital fl ows at initially low cost will exacerbate the tendency of excessive risk-taking and 
create the conditions for boom-bust cycles. Further, they will push for a real exchange-rate appre-
ciation which may undermine the competitiveness of exports and aggravate external imbalances.

In developing countries, the Government’s room for manoeuvre in macroeconomic 
policymaking will be limited to counteracting these developments through traditional instru-
ments. Fiscal policy likely will be ineff ective as the fi scal process tends to be infl exible relative 
to the volatility of capital fl ows. Moreover, passing volatility in external fi nancing conditions 
on to public spending will likely confl ict with other developmental goals, such as the need for 
sustained long-term investments in human resources and physical infrastructure (see below). 
Tighter monetary policy and sterilization could even lead to further increases in capital infl ows 
with open capital markets. Particularly, this might attract volatile short-term fl ows to higher real 
interest rates. Exchange-rate policies will face additional trade-off s. An exchange-rate peg will 
eliminate the eff ectiveness of monetary policy and would provide additional incentives to exter-
nal borrowing. A more fl exible exchange-rate may be insuffi  cient to control overborrowing and 
increase exchange-rate volatility. Box IV.1 discusses the trade-off s in exchange-rate management 
and the links to economic growth in a broader sense.

Th e failure to contain the impact of surges in capital infl ows will mount large mac-
roeconomic imbalances and will call for sizeable downward adjustment of the economy when 
there is a sudden stop in the access to external fi nancing because of the lack of space for eff ec-
tive counter-cyclical macroeconomic policies. Other policy instruments will thus be needed, as 
discussed at the end of this chapter.

Th e volatility and pro-cyclical nature of private capital fl ows to developing countries 
also explain in part why no evidence can be found that such capital movements in general have 
resulted in increased investment or higher long-term economic growth during the past three 
decades (Prasad and others, 2003; Ramey and Ramey, 1995; Kose, Prasad and Torrones, 2005). 
Financial volatility has translated into increased investment uncertainty and greater output vola-
tility, which, as discussed earlier, were detrimental for long-term economic growth. Moreover, 
while capital surges stimulated aggregate demand and output, a large part of the gains were often 
more than reversed in cases where the sudden stop triggered a fi nancial crisis.

Capital fl ow volatility was an important cause of the fi nancial crises that have oc-
curred with increased frequency in developing countries since the 1980s. As crises resulted in 
slow growth for a number of years after an initial large decline in output, they have reduced 
output levels below what they would otherwise have been. Some estimates put the cumulative 
loss of output at as much as 25 per cent in the last 25 years (Eichengreen, 2004). Another study 
found an average cost of lost output (relative to trend output) of 18.8 percentage points of GDP 
per crisis during 26 banking and currency crisis episodes in emerging market economies in Latin 
America and Asia during the 1980s and 1990s (International Monetary Fund, 1998, table 15). 
Losses in output growth occurred in three quarters of the cases.
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Challenges for exchange-rate policy

A stable nominal exchange rate can provide an anchor for general price stability. Particularly, in countries 
with a past experience of high infl ation and whose central bank lacks credibility, reliance on a stable and 
fi xed nominal exchange rate could be helpful in reducing infl ation and macroeconomic instability. On the other 
hand, as the exchange rate provides a signal for allocating resources across countries and across sectors, a 
larger degree of fl exibility in the exchange rate may be needed to avoid the ineffi cient allocation of resources 
in the long run. Increased capital fl ows have made it more diffi cult for developing countries to maintain a fi xed 
exchange-rate regime, as attested by the various currency crises that occurred in countries that held on to a 
fi xed peg. In response, many developing countries have moved towards more fl exible exchange-rate regimes, 
generally mixed with some degree of central bank intervention in foreign exchange markets (often referred to 
as so-called dirty fl oats).

One reason why developing-country Governments intervene in foreign exchange markets is to 
promote the competitiveness of exports. In this case, the target is the real exchange rate, that is to say, 
the exchange rate adjusted by relative infl ation rates across countries. There is a compelling reason for this. 
Countries that were able to maintain a relatively stable and competitive real exchange rate seem to have fared 
better in terms of economic growth (see fi gure A). 

The graph shows the average degree of real exchange rate “appreciation” (or “overvaluation”) 
measured as the deviation of the purchasing power parity (PPP) of each country’s currency with respect to the 
United States dollar and adjusted for the difference in productivity growth of the country with respect to that of 
the United States.a The countries in sub-Saharan Africa and Latin America are predominantly clustered in the 
lower-right part of the fi gure, indicating a combination of an appreciated real exchange rate and lower growth. 
The two large economies in Latin America, Argentina and Brazil, are also in this group. East and South-East 
Asian countries are typically found in the upper-left quadrant, associating more competitive exchange rates 
with higher economic growth. Exchange-rate policies in most of these countries were in support of industrial 
and commercial policies to promote export-led growth. The only economy in sub-Saharan Africa in the fi gure to 

Box IV.1

Figure A.
Real effective exchange-rate appreciation and per capita 
GDP growth rate, selected countries, 1970-2003
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Box IV.1 (cont’d)

have pursued a policy of maintaining a competitive exchange rate is Uganda, which kept its currency competi-
tive since 1986 and GDP per capita stepped up to at an average rate of 1.9 per cent per year (Rodrik 2000). A 
number of Latin American countries are also in the left panel, including Mexico, Chile, Colombia, Costa Rica and 
the Dominican Republic, all relatively successful exporters particularly during the 1990s. Chile stands out as the 
most successful Latin American economy in terms of growth. Following the currency crisis at the beginning of 
1982, the fact that the Chilean economy avoided overvaluation of the peso was benefi cial for both macroeco-
nomic stability as well as growth.  

A competitive exchange rate does not mean currency devaluations will always foster growth. 
Devaluations can generate adverse short-term effects on growth. In some cases, for example, a crisis-driven 
currency devaluation, the adverse effects could completely offset the gains in international competitiveness, 
leading to a contraction in output (see, for example, Cooper, 1971; Krugman and Taylor, 1978; Edwards, 1986; 
and Agénor, 1991). One of the most important contractionary effects could be caused by a currency mismatch 
between the assets and liabilities on the balance sheets of Governments and private companies, especially in 
those countries with large foreign debt. Devaluation would raise the value of foreign currency liabilities in rela-
tion to domestic assets, increasing the likelihood for bankruptcy and depressing consumption and investment, 
as shown in the Asian crisis of the late 1990s. Even if a country is a net creditor overall, some fi rms will be net 
debtors, and the economic consequences of their losses might more than offset the benefi ts of the fi rms that 
are better off. 

Large-scale currency devaluations had different impacts on growth in different countries and 
in different periods (see fi gure B). While about half of the selected devaluation episodes were followed by a 
signifi cant contraction in GDP, the other cases involved a mild expansion. 

Selecting an exchange-rate regime and designing exchange-rate policy in developing countries 
would always involve trade-offs between the benefi ts and costs associated with the competing characteristics 
of fl exibility and stability in exchange rates. An appropriate exchange-rate regime and policy for a specifi c coun-
try in a particular period thus depends on the broad macroeconomic policy framework of the country.

Figure B.
Expansion/contraction during selected currency crises,a 1972-1998
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Th e pace of recovery from fi nancial crisis since the 1990s has varied signifi cantly 
among countries owing to diff erences in domestic policies, structural characteristics and exter-
nal conditions. Crisis-affl  icted Asian countries were able to emerge relatively quickly from the 
trough of economic growth because of relatively rapid debt restructuring and more support-
ive fi scal policies. Th e quick reversal of excessively stringent macroeconomic policies initially 
imposed in response to the crisis provided credit to fi nance export production and helped to 
stabilize domestic demand. Conversely, recovery from fi nancial shocks in most Latin American 
countries proceeded at a relatively slow pace in the period 1999-2003 owing to delays in debt 
restructuring and restrictive macroeconomic policies.

The cyclicality of macroeconomic 
policies in developing countries

Th e recent empirical growth literature has found some evidence that the way in which macroeco-
nomic policies are conducted can have important implications for long-run growth. Aghion and 
Howitt (2005) and Aghion, Barro and Marianescu (2006) showed that counter-cyclical policies 
can directly infl uence long-run growth. When fi rms are fi nancially constrained, an economic 
downturn would force them to cut investment, hampering growth in the long run. If, however, 
the Government had the fi scal space for increasing public expenditure, reducing taxes, providing 
subsidies to private enterprises for long-term investment and/or relaxing the monetary stance 
during an economic downturn, the adverse impact on long-term investment and growth would 
be reduced. 

In practice, however, macroeconomic policies in developing countries often tend 
to be pro-cyclical, exacerbating, rather than alleviating, the adverse impact of the downturns on 
long-run growth. In this regard, diff erences in the capacity of developing-country Governments 
to conduct counter-cyclical policies could be a contributing factor to observed growth diver-
gence among these countries.     

Policy cyclicality is defi ned as the policy stance in relation to the growth rate of the 
economy. For example, fi scal policy is considered to be counter-cyclical when expenditures are 
increased and/or tax rates are decreased to counteract downturns in the economy, and vice versa 
when the economy is expanding.

Kaminsky, Reinhart and Végh (2004) examined the cyclicality of monetary and fi s-
cal policies in a sample of 104 developed and developing countries for the period 1960-2003.4 
According to an index constructed as the weighted average of cyclicality in public expenditure 
and tax rates, Rwanda and Oman had the most pro-cyclical fi scal policies, while Finland’s had 
the most counter-cyclical. Th e study found that, in general, macroeconomic policies tended to be 
pro-cyclical in most developing countries and mostly counter-cyclical in developed economies.

Fiscal policy in Africa and Latin America has been highly pro-cyclical (table IV.2). 
In the fast-growing economies in East Asia, fi scal policies have been either neutral to the business 
cycle or counter-cyclical.

Th ere is a strong negative correlation between pro-cyclical fi scal behaviour and the 
rate of long-term growth when measured for a large sample of developing countries (see fi gure 
IV.6), although there are important outliers. Th e direct link between the cyclicality of monetary 
policy and growth is much weaker, partly because of the technical diffi  culty in defi ning a proper 

4 Policy cyclicality is defi ned as the correlation between the cyclical measure of a specifi c policy stance 
and the cyclical measure of GDP growth. The Hedrick-Prescott fi lter approach is commonly used to 
isolate the cyclical from the “structural” component of the trends in output growth, fi scal spending, 
taxation and monetary variables.  
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cyclical index for monetary policy across all countries, given the diff erent monetary policy 
regimes.5

5 It is more diffi cult to fi nd a common measurement for all countries of the monetary policy stance 
compared with fi scal policy, as some countries target the aggregate money supply, others target the 
interest rate and still others target the exchange rate. 

Table IV.2.
Cyclicality of fi scal policy and economic growth, 

selected countries and regions, 1960-2003

Region/country Cyclicality of fi scal policy (index)a

Average GDP
per capita growth rate

(percentage)

Africa  0.30 (highly pro-cyclical) 1.1

Cameroon  0.51 (highly pro-cyclical) 1.0
Cote d’ Ivoire  0.38 (highly pro-cyclical) 0.4
Kenya  0.26  (highly pro-cyclical) 1.2
Rwanda  0.63  (most pro-cyclical) 0.5

Latin AmericaLatin America  0.25  (highly pro-cyclical) 1.2

Argentina  0.28  (highly pro-cyclical) 1.0
Brazil  0.22  (highly pro-cyclical) 2.4
Colombia  -0.02 (a-cyclical) 1.8
Mexico  0.19 (moderately pro-cyclical) 2.0
Peru  0.40  (highly pro-cyclical) 0.8
Venezuela, Bolivarian Republic of  0.36  (highly pro-cyclical) -0.3

Asia  0.16  (moderately pro-cyclical) 3.3

Fast-growing Asia  0.06  (a-cyclical) 4.4
China  -0.03 (a-cyclical) 6.1
Indonesia  0.09 (pro-cyclical) 3.6
Korea, Republic of  -0.11 (counter-cyclical) 5.8
Malaysia  0.11 (pro-cyclical) 4.0

OECD  -0.11 (counter-cyclical) 2.6

Finland  -0.51 (most counter-cyclical) 2.9
France  -0.24 (highly counter-cyclical) 2.5
Germany  -0.02 (a-cyclical) 1.9
Japan  0.05 (a-cyclical) 4.0
United Kingdom  -0.37 (strongly counter-cyclical) 2.2
United States  -0.19 (moderately counter-cyclical) 2.2

High-to-middle-income 
developing countries  0.28 (highly pro-cyclical) 2.8
Middle-to-low income 
developing countries  0.17 (moderately pro-cyclical) 2.0

Low-income countries  0.28 (highly pro-cyclical) 1.0

Source: UN/DESA, based on data in Kaminsky, Reinhart and Végh (2004). 
a Constructed as a weighted average of indicators of fi scal policy cyclicality, which include public expenditure, a proxy for 

changes in tax rates and changes in expenditures over the business cycle in 104 countries. The index ranges from -0.51 
to 0.63, where positive fi gures denote higher pro-cyclicality and negative numbers, the level of counter-cyclicality (further 
details may be found in Kaminsky, Reinhart and Végh, 2004).
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Th e costs of pro-cyclical policies for many developing countries are high. In the 
upturns, pro-cyclical macroeconomic policies, such as imprudent fi scal spending, could lead 
to ineffi  cient resource allocation, contributing in some cases directly to the overheating of the 
economy and sowing the seeds for macroeconomic instability. In the downturns, pro-cyclical 
policies, such as over-tightening monetary policy and indiscriminate fi scal adjustments, could 
lead to substantial losses in many valuable social projects, weakening accumulation of infra-
structure and human capital and thus not only aggravating the downturn but also reducing the 
potential for long-run growth.

For example, during 1980-1993, severe declines in the terms of trade led to substan-
tial shortfalls in government revenue and large external defi cits in those West African economies 
whose basic currency was the CFA franc. Virtually all of these countries turned to the Bretton 
Woods institutions for support. Structural adjustment loans were conditioned to belt-tighten-
ing macroeconomic stabilization programmes, with the current-account and fi scal adjustments 
mainly being carried out through expenditure reduction. In Côte d’Ivoire, for instance, govern-
ment spending was cut by almost one third over a period of 10 years. Also, there were cuts in 
public investment and cuts in education spending, with the latter leading to a reversal of the 
progress made in school enrolments during the 1960s and the 1970s.6 Th e reduction of public 
investment in infrastructural facilities also led to a fall in private investment (see below). 

Several factors can cause the pro-cyclicality in macroeconomic policies for develop-
ing countries and limit their space for conducting counter-cyclical policies. Some are emphasized 
here in line with the previous discussion, although there is no attempt to be comprehensive. 

6 Government spending in Côte d’Ivoire fell from 32 per cent of GDP in 1980 to 22 per cent in 1989; 
primary school enrolment dropped from 75 per cent in 1980 to 65 per cent in 1992 (estimations based 
on World Bank, World Development Indicators 2005 database). See also, among others, Hadjimichael 
and Galy (1997) and Azam (1998) for analyses of the detrimental impact of macroeconomic stabilization 
programmes on public spending and social services.
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First, foreign capital infl ows form one potential source of pro-cyclical policy behaviour, particu-
larly in middle-income developing countries. As discussed in the previous section, the pro-cycli-
cal nature of these fl ows limits the eff ectiveness of traditional instruments of macroeconomic 
policies.

Second, as also discussed in a previous section, fi nancial liberalization, both at the 
national and at the international level, has contributed to higher volatility and more pro-cycli-
cality for many developing countries. Market agents tend to underestimate risk during booms, 
making loans to borrowers with lower credit quality. Th e rapid increase of asset prices during 
booms further stimulates credit growth. Th e tendency for provisions to be related to the current 
rate of loan delinquency further increases this pro-cyclical bias. During booms, delinquencies 
are few and provisioning for loan losses is limited: this reduces the apparent costs of lending and 
thus increases credit growth. In contrast, during downturns, delinquencies increase, provisioning 
has to increase and lending tends to be curtailed, and may even lead to a “credit squeeze” that 
amplifi es the economic downswing. Concern about weaknesses in the fi nancial system during a 
downturn may prompt the introduction of stronger regulatory requirements, further aggravating 
in the short term the problem of the availability of credit (Ocampo, 2003).

Th ird, defi ciencies in the domestic institutional framework typically provide another 
source of pro-cyclical fi scal behaviour. In some cases, the origin may be volatile government rev-
enues associated with heavy dependence on primary commodities and related price fl uctuations 
in global markets. When prices are high, and the economy is also booming as a consequence, 
Governments tend to engage in expansionary spending behaviour. When prices collapse, govern-
ment revenue falls and fi scal austerity likely will need to be called for at a time when the economy 
is entering a recession. Instruments such as stabilization funds can be benefi cial for commodity-
exporting developing countries. Some countries have managed commodity stabilization funds 
to smooth the impact of volatile commodity prices on fi scal income. Th ese include Chile’s cop-
per compensation fund, Colombia’s coff ee and oil stabilization funds and Burkina Faso’s cotton 
support fund. Th e performance of these funds—hence their role in mitigating the pro-cyclical 
nature of fi scal policy—has been variable. Th e institutional capacity to adequately manage these 
funds is an important factor in performance (Gottschalk, 2005). In other cases, as mentioned in 
the previous section, the presence of a fragile and poorly regulated banking and fi nancial system 
explains partly why volatile capital fl ows induce a pro-cyclical policy stance and limit the eff ec-
tiveness of macroeconomic policies.

Some developing countries, like Chile during the 1990s, managed to achieve fi scal 
targets that were independent of short-term fl uctuations in economic growth (so-called structur-
al budget rules). Th e management of this counter-cyclical policy stance was one factor account-
ing for Chile’s much stronger growth performance and much greater macroeconomic stability 
compared with other Latin American countries (Fiess, 2002; Ffrench-Davis, 2006). Eff ectively 
managing such a system requires prudent and consistent policymakers and political support for 
upholding such rules.

More generally, since the 1980s, there has been a shift from discretionary-based 
macroeconomic policy arrangements to rule-based ones, based on the belief that the latter could 
avoid policy-generated macroeconomic instability. A rule-based system is no panacea, however. 
For instance, infl ation targeting has recently become a much applied rules-based approach for 
macroeconomic policymaking. Th e policy rule has been adopted in about 20 economies, includ-
ing a fair number of developing countries. Under this monetary regime, an independent central 
bank commits itself to price stability by making public a pre-fi xed infl ation range. Th ere are a 
number of merits associated with such a policy arrangement, including its potential to enhance 



111Macroeconomic policies and growth divergence

Flexible macroeconomic policies underlying 

Botswana’s exceptional performance

African countries in the CFA and rand zones have adhered to a “rule-based system”, featuring fi xed exchange 
rates and tight restrictions on central bank fi nancing of fi scal defi cits, while all the other African countries have 
followed a “discretion-based system”, characterized by a large degree of freedom in terms of fi nancing fi scal 
defi cits and fi xing the nominal exchange rate. 

As indicated in the table, those African countries that adopted the rule-based macroeconomic 
policy arrangements managed to achieve signifi cantly lower infl ation and better fi scal balances than the oth-
ers. However, measurement of growth performance over the past four decades did not show any statistically 
signifi cant difference between these two groups. Botswana is a major exception to the rule. 

GDP growth, infl ation and claims on government 

in sub-Saharan Africa, 1960-2002

Percentage

Rule-based system Discretion-based system Botswana

GDP growth
Median 3.4 3.2 8.4
Maximum 5.6 4.4 26.4
Minimum 1.4 -0.5 1.9

Infl ation
Median 6.3 12.8 10.5
Maximum 10.5 915.9 16.4
Minimum -1.4 4.4 6.6

Claims on government and others (annual growth as share of M2)
Median 0.9 9.7 -29.5
Maximum 6.7 306.6 117.2
Minimum -7.2 -8.1 -255.4

Source: UN/DESA, based on World Bank, World Development Indicators 2005 database.

Botswana is virtually the only country in sub-Saharan Africa to have successfully transformed 
mineral wealth into sustained economic growth. Part of its success is attributable to the use of counter-cyclical 
fi scal policies to manage booms and slumps in the mining sector, particularly the diamond industry, and the 
effective management of the exchange rate.

The policy environment underlying this impressive performance features a combination of rule-
based policies and some fl exibility. The currency-board type of arrangement left behind by the British had con-
tinued after independence, but with the South African rand replacing the pound. In 1976, Botswana withdrew 
from the rand zone to pursue more independent monetary and exchange-rate policies. Botswana’s currency 
has been pegged through the years to a basket of foreign currencies and with the exchange rate allowed to 
fl uctuate within a band, but with the largest weight still given to the South African rand. The regime was also 
supported by some exchange-rate controls, which were put in place to deal with potential capital-account 
disturbances. Botswana managed to prevent its currency from appreciating to maintain competitiveness for 
tradable goods outside the mining sector and to help it pursue a successful diversifi cation of its economy rela-
tive to other African countries. Indeed, although the share of manufacturing in Botswana’s GDP is still marginal, 
its expansion looks impressive, especially when set against the performance of the manufacturing sector in 
other sub-Saharan African countries. 

Box IV.2
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a central bank’s policy transparency and credibility (United Nations, 2000). However, the nar-
row focus of monetary policy on the infl ation target may generate a bias towards maintaining a 
strong exchange rate, may make macroeconomic adjustment pro-cyclical in response to external 
shocks (including shocks that aff ect the availability of external fi nancing) and, more generally, 
may bias macroeconomic stabilization against employment and growth objectives. In general, 
rule-based policies can function well under normal circumstances, but as the economic structure 
changes over time and diff erent shocks may occur (for example, demand shocks and supply 
shocks), the predetermined policy rules can become less relevant, or too rigid. Moreover, as the 
risks and uncertainties faced by an economy may be non-stationary—that is to say, they will not 
reproduce exactly past patterns—a certain degree of discretion in policymaking is always needed 
during periods of abnormalities, like crises, so as to minimize the risks for huge macroeconomic 
losses. Th e successful experience of East Asian economies and a few other developing countries 
has also shown the merits of balancing rules and fl exibility (see box IV.2).

 In sum, pro-cyclical macroeconomic policies may be intrinsic to a country’s in-
stitutional framework and reliance on external sources of fi nance and government revenues. 
However, it is important for developing countries to fi nd ways to create more space for counter-
cyclical macroeconomic policies. As analysed, pro-cyclical policies can be costly for economic 
growth and, especially during downturns, may aff ect, in particular, investments in infrastructure 
and human development and may jeopardize long-term development prospects.

Public investment in infrastructure 
and human development

Part of the observed growth divergence among developing countries is attributable to the gaps 
in the public investment in infrastructure and spending on human development. As discussed 
in chapter III, public policies to promote economic structural change include multisector or 
horizontal policies such as investments in physical infrastructure (for example, roads, ports and 
telecommunications) as well as interventions aimed at increasing the quality of human capital 
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For a long time, monetary policy in Botswana had been seen as a tool in the service of the broad 
objective of development, instead of as a mere demand management instrument. Interest rates were kept at 
low levels to stimulate investment and economic growth. Foreign exchange market interventions aiming at 
keeping the currency from appreciating generated excess liquidity in the banking system and an expansion of 
the private credit supply. However, as excess liquidity started to become infl ationary, the monetary authorities 
reacted by changing some institutional arrangements. For instance, because the absence of a money market 
undermined the Central Bank’s ability to mop up excess liquidity, the Central Bank introduced bank certifi cates 
and established regular auctions of these certifi cates. The use of direct policy instruments was therefore gradu-
ally abandoned in favour of market-based instruments. 

On the fi scal front, one of Botswana’s greatest successes was to achieve public expenditure 
smoothing while allowing at the same time sustainable increases in public spending. The counter-cyclical 
fi scal policy strategy broadly consisted of running substantial budget surpluses and building impressive inter-
national reserves in periods of high diamond prices. Those reserves were drawn in when the diamond market 
was weak, as was the case in the early 1980s and early 1990s, thus avoiding any drastic cut in expenditures 
during downturns. Such public spending smoothing was facilitated by national development plans, which set 
targets for public expenditures in line with the expected government revenues and the absorption capacity of 
the economy. 

Box IV.2 (cont’d)
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available in the economy, that is to say, people’s abilities and skills that allow them to be eco-
nomically productive and to use and adapt new technologies. Not all such services necessarily 
need to be publicly provided. However, it is mostly the public sector that needs to take a leading 
role, inter alia, because of the considerable amounts of funding and the high expected social 
returns that are usually associated with such investments.

Physical infrastructure and growth
An adequate level of infrastructure is a necessary condition for fi rms’ achievement of productiv-
ity. By its very nature, infrastructure is characterized by indivisibilities and countries need to 
build up a threshold or minimum level of infrastructure (say, a minimum network of roads) 
to make a diff erence for economy-wide productivity growth. To reach a minimum level of in-
frastructure, countries will need to sustain substantial public investment levels over prolonged 
periods of time.

Th eir failure to do so explains partly why Latin America and sub-Saharan Africa 
have fallen behind the East Asian countries that have sustained infrastructural investment. East 
Asian economies invested more in the quality and coverage of physical infrastructure. In Africa, 
aid seems to have helped to sustain capital expenditures in a number of low-income countries. 
In sharp contrast, Latin American countries have witnessed a decline in infrastructural invest-
ment over time as a result of increased fi scal austerity since the 1980s. Public spending on infra-
structural investment for a group of seven Latin American countries declined from 3 per cent 
of GDP in 1980 to less than 1 per cent of GDP in 2001 (see fi gure IV.7; and World Bank and 
International Monetary Fund, 2006).

Th ese have led to signifi cant diff erences in the quality and availability of infrastruc-
ture. Indeed, since the 1960s, the road density in Latin America and sub-Saharan Africa has 
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Latin America: primary deficit and public 
investment in infrastructure, 1980-2001
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barely increased, while it has tripled in East Asia. Also, the availability of telephone lines in East 
Asia is twice as great as that in Latin America and 10 times greater than that in sub-Saharan 
Africa (see table IV.3).

Cross-national studies of infrastructure and growth often tend to fi nd positive rates 
of return to investment in infrastructure. One of the fi rst commonly cited analyses in this lit-
erature is that of Easterly and Rebelo (1993) who examined the relationship between economic 
growth and fi scal policy for a cross-section of countries during the period 1970-1988. Among 
other things, these authors found that public transport and communication investment was 
positively correlated with growth. More recent work has concentrated on the relationship be-
tween growth and stocks of infrastructure. Sanchez-Robles (1998), for instance, constructed an 
index of infrastructure stocks (kilometres of railways and roads, energy capacity and telephones 
per capita) which were found to have had a signifi cant eff ect on growth. Other studies have un-
covered similar eff ects for both developed and developing countries (Easterly, 2001; Demetriades 
and Mamuneas 2000; and Roller and Waverman, 2001).

While the above studies established that the provision of infrastructure contributes 
to growth, they did not undertake evaluations to determine whether the return from increasing 
public spending on infrastructure would outweigh the cost of provision. In contrast, Canning 
(1999) estimated that the social returns to electricity-generation and transportation routes ap-
peared to have been no diff erent from the private returns, although he did fi nd that telephones 
per worker had a substantially higher return. He argued that this result raised doubts about the 
wisdom of fi nancing infrastructure provision with distortionary taxation. Many other studies, on 
the other hand, did fi nd that the contribution of infrastructure services to GDP growth tended 
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Table IV.3.
Telephone mainlines availability and road and railroad density: ratio of the values of two key 

infrastructure indicators in developing regions to values in developed countries, 1960-1995

Percentage

1960 1965 1970 1975 1980 1985 1990 1995

Telephone mainlines per 1 000 workers

Developed countries 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
East Asia 7.6 10.2 14.5 18.8 24.7 29.9 35.5 41.1
Eastern Europe and Central Asia 13.2 14.9 17.8 21.1 23.7 29.4 36.8 47.0
Latin America 17.3 15.9 15.1 14.2 14.0 15.2 17.5 23.6
Middle East and Northern Africa 15.3 19.2 21.4 23.2 28.7 32.1 35.4 39.8
South Asia 0.9 0.9 0.9 0.9 1.0 1.2 1.7 3.1
Sub-Saharan Africa 3.0 2.7 2.4 2.3 2.4 2.6 3.1 4.3

Roads and railroads per square kilometre 

Developed countries 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
East Asia 22.3 32.7 40.7 44.2 50.6 57.3 60.1 63.7
Eastern Europe and Central Asia 30.3 40.0 41.6 40.2 40.8 41.5 46.2 48.7
Latin America 2.9 3.3 3.6 3.9 4.5 4.7 4.8 5.0
Middle East and Northern Africa 8.8 10.0 11.0 11.2 12.2 13.2 12.8 13.5
South Asia 14.1 14.1 14.3 15.0 16.3 17.3 18.1 24.1
Sub-Saharan Africa 6.6 9.0 9.4 8.6 8.3 8.0 7.9 7.9

Source: Rodriguez (2006b).
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to exceed the cost of their provision (see, for example, Rodriguez, 2006b). Moreover, public in-
vestment in transport and communications would raise private investment levels. When public 
and private capitals are complementary, an increase in infrastructure will raise the rate of return 
on private capital and thus induce an increase in the stock of private capital. Th is eff ect could be 
substantial, particularly in an open economy.

It could therefore be argued that lower investment in infrastructure in developing 
countries—caused by the retrenchment of public expenditures as a result of adjustment poli-
cies—would have contributed to increased income disparity between developed and developing 
countries. However, it does not appear to have been a major factor. At best, changes in public 
investment have been a minor contributor to the gap between rich and poor countries, account-
ing for no more than 12 per cent of that increase, as most developed countries also experienced 
a deceleration in the accumulation of their stocks of infrastructure during the 1980s and the 
1990s (Rodriguez, 2006b). Th is allowed some developing countries to catch up and others not 
to fall behind.

In contrast, the increasing gap in the availability and quality of infrastructure does 
seem to explain an important part of the growth divergence among developing countries. Ac-
cording to one estimate, the diverging levels of public investment in infrastructure could explain 
as much as one third of the output gap between East Asia and Latin America (Calderón and 
Servén, 2003).

Much of the public spending decline can be traced to fi scal adjustment as imple-
mented in stabilization programmes, which were, as indicated, largely pro-cyclical. Such spend-
ing cuts may refl ect policymakers’ preferences for such reductions in current expenditure, which 
would be more diffi  cult to sustain politically in the short run. Yet, these cuts compromise long-
term fi scal sustainability as the potential for additional fi scal revenues—at given levels of taxa-
tion—is reduced by lower growth in the future. Moreover, there are non-linear scale eff ects of 
infrastructure on growth: the incapacity to maintain infrastructure above certain minimally nec-
essary thresholds may halt the growth process altogether. For example, the reduced infrastructure 
asset accumulation resulting from lower public investment was estimated to have lowered GDP 
growth by more than 1 percentage point in several Latin American countries during the 1980s 
and 1990s (Calderón, Easterly and Servén, 2003). As a result, much of the anticipated favourable 
eff ect of the infrastructure spending reduction on the fi scal position was off set by higher defi cits 
resulting from lowered output growth in the years following the adjustment. Disregarding cases 
of politically motivated and ineffi  cient or unnecessary investment, lower public spending on 
infrastructure will eventually weaken rather than strengthen fi scal solvency, which is contrary to 
the initial intention of fi scal adjustment.

Gaps in human capital investment
Fiscal policy can also have an impact on human capital formation. Human capital, in the form 
of a higher education level and good health, enhances people’s capacities, and their creativity and 
productivity. Healthier and better-educated people can perform higher value added tasks more 
effi  ciently than people with low levels of human capital. Th ey are also more likely to adopt im-
proved technology and to innovate. Finally, workers with high levels of human capital can adapt 
more easily to changing job conditions and sectoral change and are more likely to have the skills 
needed to face international competition.

As indicated in fi gure IV.8, an increasing gap in education between Latin America 
and East Asia is discernible over the past four decades. In 1960, educational attainment had 
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been low in both Latin America and East Asia; but from 1960 to 2000, the average number 
of years of schooling increased by more than 4.5 years in East Asian countries, and more than 
doubled, to 10.5 years, in the Republic of Korea. In contrast, Latin American enrolment rates 
at the secondary and tertiary levels have remained low (Perry and others, 2006; De Ferranti and 
others, 2003). While most countries in other regions are close to achieving universal enrolment 
in primary education, the average primary completion rate in sub-Saharan Africa is only about 
50 per cent, with marked diff erences between male and female attainments.

Such diff erences in progress in human development may thus explain part of the ob-
served growth divergence. Early development studies had already found that investment—public 
or private—in health and schooling enhances the economic prospects and welfare of poor people 
(Schultz, 1961). Since this seminal work, the economic literature has increasingly come to recog-
nize the importance of high initial levels of human capital as a precondition for long-run growth 
(Barro, 1999; Lucas, 1988; and Lee, 1997). Many of these analyses have focused on the role of 
education, but some have also found that better health outcomes, such as higher life expectancy, 
can enhance economic growth (Bloom, Canning and Sevilla, 2004).

Similarly, as discussed in chapter I, Ranis and Stewart (2005) found that economic 
growth was signifi cantly associated with various measures of human capital, including the levels 
of literacy and life expectancy. Moreover, no country has been able to move from a situation of 
high economic growth and low human capital into a virtuous cycle of reinforcing high rates of 
human capital and growth. Several countries did, however, move from such a situation into a 
vicious cycle, where low human capital depressed economic growth which in turn negatively af-
fected human capital accumulation. Th e authors concluded that it was not possible to reach the 
ideal of a virtuous cycle by fi rst generating improved economic growth while neglecting human 
capital development. Any growth attained in this way would not be sustained. On the other 
hand, it should also be noted that higher levels of human capital do not necessarily guarantee 
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Figure IV.8.
Years of schooling, 2000, and changes in education attainment 
between 1960 and 2000, Latin America and East Asia 
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faster growth. A well-trained, healthy and skilled labour force is a necessary but not a suffi  cient 
condition for sustained growth.

Th is conclusion implies that investing more in education and health may not be 
enough to serve the growth purpose. Other constraints on economic growth and structural 
change will need to be addressed simultaneously to create the employment opportunities for a 
better-educated and more productive population. All the same, human development remains 
important to growth, and, of course, also an objective in its own right. Countries with signifi -
cant gaps in education and health outcomes will have to substantially increase the fi scal space for 
expenditures in these areas.

Th is may be achieved, fi rst, by improving the effi  ciency of public spending on health 
and education through better targeting to priority areas within the social sectors and by improv-
ing the cost-eff ectiveness of public programmes. Second, strengthening the tax base will be es-
sential, particularly in countries with low government revenues. Such forms of domestic resource 
mobilization for human capital investment should be the core focus for the middle-income 
countries. For the poorest countries, this will likely not suffi  ce and foreign aid will have to play 
an important role in fi lling the gaps (see below).

Th e third approach is infl uenced by the fact that a pro-cyclical macroeconomic poli-
cy environment makes it more diffi  cult to reach stable and adequate levels of social expenditures 
and infrastructure required for enhancing long-term economic growth. Th us, while the need to 
maintain sustainable macroeconomic balances is recognized, new ways to balance this objec-
tive with public sector spending that is critical for economic growth and development must be 
explored. In this regard, the Rio Group proposed discussing innovative approaches to adopting 
improved or adjusted concepts of fi scal targets, such as the exclusion of capital expenditures, as 
they contribute to the accumulation of assets (thereby off setting liabilities), have counter-cyclical 
potential during crisis and adjustment and contribute to the sustainability of long term-growth 
(United Nations, 2004). Th e proposal, however, has so far received little support 

Offi cial development assistance, 
growth and development

In 1961, when the General Assembly proclaimed the First United Nations Development De-
cade, it had been understood, by rich and poor countries alike, that there would have to be an 
intensifi ed eff ort to mobilize internal and external resources if designated growth targets were to 
be met. Th e target of 0.7 per cent of gross national income (GNI) of the developed countries for 
ODA emerged during the debates in the late 1960s on the Second United Nations Development 
Decade. Th e target has never been met, except by a few donor countries. In 2002, at the Interna-
tional Conference on Financing for Development held in Monterrey, Mexico, the international 
community reiterated the need for concrete eff orts by the donor countries towards achieving the 
target of 0.7 per cent of GNI for ODA and included the Millennium Development Goals as tan-
gible criteria against which to assess ODA eff ectiveness. Renewed proposals for Marshall Plans 
and “big pushes”—as in the early 1960s—have emerged (UN Millennium Project, 2005).

Th e initial logic of a big push as advocated in the 1950s and 1960s had been ground-
ed in the concept of growth dynamics popular at the time: each dollar of additional aid would 
add incrementally to investment and simultaneously ease the foreign exchange constraint on im-
ported capital goods and technology. Th is reasoning did not refl ect a consensus, and a number of 
high-profi le studies identifi ed crowding out of private investment and waste as likely outcomes 
of increased aid fl ows. Much of the initial debate was hampered by missing and unreliable data.
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A multitude of studies examining the eff ectiveness of aid have been undertaken 
since. Th ese studies typically drew on a large sample of countries and looked at long periods 
of time. Most of these studies used econometric techniques to verify the existence of a relation 
between economic growth and aid commitments (or disbursements). Making sense of these 
studies has been complicated by familiar methodological pitfalls accompanying cross-country 
regressions, described by one reviewer as “an anarchy of numbers” (Roodman, 2004). As the 
debate on aid eff ectiveness progressed, it was recognized that, because aid was a multifunctional 
and fungible fl ow, its impact on growth was unlikely to be associated with a simple linear rela-
tionship (a feature of the early studies of aid’s eff ectiveness) but likely instead to be time- and 
country-specifi c.

Th e growth impact of aid will depend on how it is spent and which macroeconomic 
economic eff ects it generates. Th e aid-growth relationship thus tends to be complex in practice. 
First, not all aid is meant to be used for investment purposes or spending on human develop-
ment. Much of aid is allocated for emergency and humanitarian relief. Also, although this form 
of aid may have positive eff ects on growth by mitigating the negative impact of natural disasters 
and insecurity situations on human development, its precise contribution will be diffi  cult to 
measure. Second, even if aid is allocated directly to, for instance, investment in infrastructure 
and human development, the growth impact will depend not only on how such investment 
contributes to growth, but also on other factors. Money is fungible and so is aid fi nancing. If the 
Government was already intending to make such investments without the ODA resources, part 
of the aid might thus end up fi nancing other expenditures or providing an incentive to a lesser 
eff ort towards tax collection. Th e problem of fungibility in aid spending has been extensively 
studied in the literature and has been found to be one reason for a more reduced growth eff ect of 
aid (see, for example, White, 1998; McGillivray and Morrisey, 2001; Gupta, Powell and Yang, 
2006). Nonetheless, there is some recent evidence showing that—on the whole—when allocated 
for developmental expenditures, aid will induce higher economic growth. Reddy and Minoiu 
(2006) have shown that developmental aid, in contrast with geopolitically motivated aid, had a 
positive and signifi cant impact on economic growth (see box IV.3).

Th ird, signifi cant aid infl ows will induce other macroeconomic adjustments as well. 
Some sceptics have long warned of the possibility of the so-called aid curse, much like a “natu-
ral resource curse” (see chap. V), whereby high levels of aid crowdout dynamic activities by 
infl ating local costs or leading to appreciated exchange-rate pressures.7 Rajan and Subramanian 
(2005) have reported “compelling evidence” of a real exchange-rate appreciation linked to aid 
fl ows’ squeezing the dynamic labour-intensive manufacturing sector, which normally would be 
an engine of long-term growth in poorer countries. However, their fi nding is strongest for the 
1980s, when the impact of aid fl ows on the exchange rate was weakest, suggesting specifi cation 
problems. In fact, it is almost certainly the case that external shocks of the 1980s triggered ad-
ditional aid fl ows (including debt relief ) to countries whose manufacturing sectors had also been 
negatively impacted by those same shocks. Other studies have shown, however, that aid fl ows 
do not necessarily lead to real exchange-rate appreciation. For example, IMF (2005) found in a 
study of fi ve African countries that only Ghana had observed a small real appreciation of its cur-
rency during the years in which aid fl ows surged and that export performance in most of these 
fi ve countries had remained strong.

7 In the economics literature this type of effect is often referred to as a “Dutch disease”. For a discussion 
of why this does not adequately describe the experience with aid fl ows, see, among others, Gupta, 
Mishra and Sahay (2003, pp. 21-22); and International Monetary Fund (2005b).
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Such evidence on the positive long-term eff ects of aid on growth is certainly im-
portant in light of the renewed commitments being made by the donor community. Still, aid 
remains a secondary factor in the growth story. Its impact has clearly been insuffi  cient in many 
cases with respect to counteracting other unfavourable infl uences on growth performance. Rec-
ognizing this underscores the importance of a better grasp of the possible channels of aid ef-
fectiveness. Th ese fi ndings, while providing a more nuanced perspective on aid fl ows, also off er 
some support to the idea of a big aid push. In this regard, the Millennium Development Goals 
could be understood as providing a clear set of targets that can help guide such a push towards 
eliminating the poverty traps existing in many countries, particularly in Africa. Th e underlying 
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Aid effectiveness and economic growth: 

the type of aid matters

In an econometric exercise based on a standard cross-country growth model, Reddy and Minoiu (2006) analysed 
the long-term impact of different components of aid on growth in recipient countries. The average per capita 
income growth in the 1990s was the dependent variable. The relevant explanatory variables included, among 
others, the initial level of per capita income, life expectancy, government consumption, institutional quality, 
geographical factors, revolutions, growth rate of terms of trade, multilateral and bilateral aid broken down by 
donors, and geopolitical aid as a share of GDP. These variables were averaged and the regressions were run 
over four different time periods: 1960-2000, 1970-2000, 1980-2000 and 1990-2000. The results indicated that 
lagged aid variables had been a signifi cant factor explaining growth in the 1990s, and that an increase in aid of 
1 per cent of GDP during earlier periods was associated with an average GDP per capita growth rate that was 
higher by as much as 0.085 percentage points in the 1990s.

The study further disaggregated total aid fl ows in an attempt to isolate the true effect of the devel-
opmental, growth-enhancing components of total aid from its geopolitically motivating, possibly depressing, 
element. Three proxies for development aid were used in alternative specifi cations: (a) multilateral aid; (b) 
bilateral aid from the Nordic countries (including Iceland); and (c) bilateral aid from a larger group of devel-
opmentally minded donor countries (Nordic countries plus Austria, Canada, Luxembourg, the Netherlands and 
Switzerland). The choice of proxies was based on the fact that multilateral aid is more fi rmly geared to devel-
opmental rather than geopolitical aims and that some donor countries were more developmentally minded than 
others. While this approach is not without its limitations, a recent study of Nordic aid has found clear-cut differ-
ences with respect to other bilateral donors in terms of its generosity, in terms of its bias towards democracies, 
in terms of its being less conditional on openness criteria, but more conditional on the human rights record, and 
in terms of its not depending on the “friendship” of the recipient (Gates and Hoeffl er, 2004). Geopolitical aid 
was proxied on the basis of past and present geopolitical ties (as refl ected by colonial relationships, a shared 
language, and common membership in an entente, alliance or agreement). 

The results derived from separating aid fl ows into these constituent components are quite striking. 
An increase of 1 per cent of GDP in multilateral aid receipts in the 1960s was associated with an increase by 
half of a percentage point of the average growth rate of per capita GDP in the 1990s, and a similar increase 
in the 1970s was associated with a quarter of a percentage point addition to growth two decades later. At 
the same time, geopolitical aid was negatively associated with growth, and in a statistically signifi cant man-
ner, although its marginal impact was much smaller in magnitude. A possible reason for concern about these 
specifi cations is that some bilateral aid might have been developmental in nature, yet omitted from the proxy 
for developmental aid in the regressions. The results obtained through including aid from the two bilateral 
donor groups were particularly impressive, with strong positive associations: average growth between 1980 
and 2000 was higher by over 1 percentage point for countries that had received 1 additional per cent of GDP as 
aid transfers from the Nordic countries in the 1970s and 1980s. This result is relatively robust compared with 
other specifi cations of the regression.

Box IV.3
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assumption of the big push concept is that the existing capital stock in most African economies 
is below a certain threshold level needed to generate a strong impact on productivity and integra-
tion of the economy. Th e aim is thus for the threshold to be attained through a targeted public 
investment drive. Once this critical level of available infrastructure and human development has 
been reached, the combined impact of economies of scale, complementarities and linkage eff ects 
can generate a self-sustaining process with private investment taking the lead. A well-targeted 
large infusion of aid—focused particularly on infrastructure, education and health projects to 
help raise rural productivity—could place many African economies on the path of faster growth. 
Naturally, minimum levels of governance must be in place if a big push is to work (UN Millen-
nium Project, 2005).

Other fi ndings, however, have raised serious concerns about whether the “growth-
enhancing governance capabilities” needed by developing countries to manage productive assets 
and resources—domestically or externally created—in such a way as to ensure that cumulative 
income and productivity gains are generated, could be found in potential aid recipients (Khan, 
2006). Similarly, Easterly (2005) and Rodrik (2006a) warned against assuming the donor com-
munity knew enough to be able to mount an ambitious drive to eradicate global poverty in 
the absence of domestic institutions—a drive that, through experimentation via trial and error, 
could discover what really worked at the local level. Certainly, as discussed in chapter V, the re-
cent tendency to add governance conditionalities to aid and lending fl ows has not produced the 
desired outcomes in terms of better-quality public services, and thus stands as a warning against 
a top-down approach. Still, there are lessons to be derived from success stories that suggest that a 
big investment push combined with institutional learning can be undertaken in unison to estab-
lish a fast and sustainable growth trajectory (Kozul-Wright and Rayment, 2006).

Summary and policy implications

Th e growth divergence among the developing countries in the past four decades cannot be 
fully ascribed to diff erences in macroeconomic policies, but they have no doubt played a role 
therein.

The importance of macroeconomic 
stability and policy fl exibility for growth

Macroeconomic stability strongly infl uences the long-term growth performance of the economy. 
Macroeconomic stability should be seen more broadly, however, for it entails more than just 
preserving price stability and sustainable fi scal balances. It is also about avoiding large swings 
in economic activity and employment and, further, about maintaining sustainable external ac-
counts and avoiding exchange-rate overvaluation. Th e frequency of fi nancial crises in developing 
countries indicates that macroeconomic stability is, in addition, about maintaining well-regu-
lated domestic fi nancial sectors, sound balance sheets of the banking system and sound external 
debt structures.

Strong and sustainable growth makes it easier to achieve greater macroeconomic sta-
bility by, inter alia, enhancing the sustainability of domestic and foreign public debt. Conversely, 
greater stability, in its broad sense, reduces investment uncertainty and hence is supportive of 
higher long-term growth.
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Stabilization policies as implemented in many developing countries since the 1980s 
have mostly emphasized the objectives of lowering infl ation and restoring fi scal balances. While 
moderating infl ation and fi scal prudence are not in dispute as sensible macroeconomic policy 
objectives, there are concerns that, in practice, countries may have emphasized these objec-
tives at the expense of considering other dimensions of macroeconomic stability. In particular, 
price stability often has been achieved at the cost of producing exchange-rate appreciation, low 
growth and unsustainable external debt burdens. Moreover, macroeconomic policies in many of 
the developing countries have been highly pro-cyclical over the past two decades. Th is has been 
detrimental for development, as there exists a strong negative correlation between pro-cyclical 
fi scal behaviour and long-term growth. Creating space for counter-cyclical macroeconomic ad-
justment policies thus appears to be benefi cial for growth and macroeconomic stability, in the 
broad sense of the term. Th is is all the more important for developing countries, because of their 
greater vulnerability to external shocks.

For many developing-country Governments, the space for conducting counter-cy-
clical macroeconomic policies is limited, as the available fi scal and foreign exchange resources 
tend to be small relative to the size of the external shocks they face. International action mitigat-
ing the impact of private capital fl ow volatility (see below) can further help enhance the necessary 
policy space. However, also at the country level, Governments can take measures to enhance the 
scope for counter-cyclical policies by improving the institutional framework for macroeconomic 
policymaking.

Macroeconomic policies and 
national development strategies

In the more appropriate institutional setting, fi scal policy should fi rst of all strike a balance be-
tween fi scal prudence and fi scal fl exibility in such a way as to ensure both policy credibility and 
fi scal sustainability. Setting fi scal targets that are independent of the short-term fl uctuations in 
economic growth (so called structural budget rules) can be eff ective in forcing a counter-cyclical 
policy stance. Some developing countries, such as Chile, have been able to manage such fi scal 
rules successfully. Fiscal stabilization funds can also help smooth over time the revenues from 
unstable tax sources, like those based on primary export production. Although the experience 
with the application of such funds in diff erent parts of the world has varied, they can form 
an eff ective instrument for resolving inter-temporal trade-off s in fi scal spending by protecting 
growth-enhancing long-term public investment in infrastructure and human development, also 
during times of lower tax revenue caused by external shocks and economic downturns.

Second, a certain degree of discretionary power should be retained. Rule-based poli-
cies may be too rigid to respond to macroeconomic volatility. Some rule-based regimes, such 
as infl ation-targeting, may bias macroeconomic stabilization towards a narrowly defi ned target 
(low infl ation) and against broader employment, growth and other developmental objectives. 
Rule-based policies may function well for some time and when the economy is not suff ering 
from major shocks; but as the structure of the economy changes over time, so will vulnerability 
to external shocks. In such a changing context, predetermined policy rules likely become less 
relevant or turn out to be too rigid. Moreover, as the risks and uncertainties facing an economy 
never present themselves in exactly the same way or with the same degree of intensity, a certain 
amount of space for discretionary policies will always be needed to make adjustments that mini-
mize macroeconomic losses.
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Th ird, macroeconomic policies should be well integrated with other areas of eco-
nomic policymaking. A competitive real exchange rate seems to be critical in this regard. In the 
fast-growing East Asian economies, for example, macroeconomic policies were part of a broader 
development strategy, contributing directly to long-run growth. Fiscal policies in these econo-
mies have given priority to development spending, including investment in education, health 
and infrastructure, as well as subsidies and credit guarantees for export industries. Monetary 
policy was coordinated with fi nancial sector and industrial policies, including directed and sub-
sidized credit schemes and managed interest rates designed to directly infl uence investment and 
saving, whereas competitive exchange rates were considered essential to encouraging exports and 
export diversifi cation. In contrast, macroeconomic policies in many Latin American and African 
countries since the 1980s have been focused on much more narrowly defi ned short-term stabili-
zation objectives and have resulted many times in exchange-rate overvaluation.

Fourth, to reduce the pro-cyclicality brought about by the fi nancial sector, one pos-
sible policy measure is forward-looking provisioning that is estimated on the basis of expected 
or latent losses (rather than on prevailing losses) when loans are disbursed, taking the full busi-
ness cycle into account (Ocampo, 2003). Th is would help smooth out the cycle by increasing 
provisions or reserves during boom periods and thereby help to reduce the credit crunch during 
downturns. Along with and in parallel with this measure, regulators should encourage the adop-
tion of risk management practices and models that would allow lending strategies that are less 
sensitive to short-term factors (see, for instance, Griffi  th-Jones, Segoviano and Spratt, 2003).

International policies to 
reduce fi nancial volatility

A major challenge for the multilateral fi nancial institutions is to help developing countries miti-
gate the damaging eff ects of volatile capital fl ows and provide counter-cyclical fi nancing mecha-
nisms to compensate for the inherent pro-cyclical movement of private capital fl ows. A number 
of options are available for dampening the pro-cyclicality of capital fl ows and thereby helping to 
create a better environment for sustainable growth (Ocampo and Griffi  th-Jones, 2006).

A fi rst set of measures would include the adoption of fi nancial instruments that re-
duce currency mismatches and link debt-service obligations to the capacity to pay of developing 
countries (for instance, through GDP- or commodity-linked bonds). Th is could be accompanied 
by public loan guarantee mechanisms with counter-cyclical features issued by the multilateral 
development banks and export credit agencies. A third area would involve support to develop-
ing-country Governments in strengthening regulatory frameworks that provided disincentives 
to short-term capital infl ow volatility and sound domestic fi nancial private and public sector 
structures.

In addition, multilateral surveillance—primarily by IMF—should remain at the 
centre of crisis prevention eff orts. Enhanced provision of emergency fi nancing at the interna-
tional level in response to external shocks is considered essential to lowering unnecessary burdens 
of adjustment and the costs of large reserve balances. For both middle-income and low-income 
countries, appropriate facilities should include liquidity provision to cover fl uctuations in export 
earnings, particularly those caused by unstable commodity prices and natural disasters. Access to 
offi  cial international liquidity during capital-account crises should be facilitated and made com-
mensurate with the potentially large needs of countries that might surpass normal lending limits 
based on IMF quotas of members.
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Despite recent progress in advancing a market-based approach to the orderly and 
cost-eff ective resolution of debt crises (through, for instance, the adoption of collective action 
clauses in sovereign bond contracts and the Principles for Stable Capital Flows and Fair Debt 
Restructuring in Emerging Markets), there is no consensus on the role to be played by mul-
tilateral institutions. A forthcoming review of the eff ectiveness of the instruments of IMF in 
facilitating crisis resolution, including the “lending into arrears” policy and information dis-
semination, should help clarify the role the Fund could be expected to play in crisis situations, 
thus providing an additional instrument for assisting countries in getting back on the road to 
greater convergence.

Investing in infrastructure 
and human capital

Part of the observed growth divergence is attributable to gaps in public investment and spend-
ing on infrastructure and human development in the countries aff ected. An adequate level of 
infrastructure is a necessary condition for the achievement of productivity by fi rms. By its very 
nature, infrastructure is characterized by indivisibilities and countries will need to build up a 
threshold or minimum level of infrastructure (say, a minimum network of roads) to make a dif-
ference for economy-wide productivity growth. To reach this threshold, countries will need to 
sustain substantial public investment levels over prolonged periods of time. Th eir failure to do 
so explains partly why Latin America and sub-Saharan Africa have fallen behind the East Asian 
countries that are characterized by sustained infrastructural investment.

Empirical studies suggest that developing countries could catch up with the devel-
oped world if only they had increased levels of human development. Th e links between growth 
and human development are complex, however. Th e evidence presented in chapter I showed 
that countries with a successful economic growth performance had all had relatively high levels 
of human development at the beginning of the period when high and sustained growth began. 
Conversely, however, not all countries with relatively higher levels of human development have 
managed to achieve high long-term economic growth rates. Human development is a necessary 
but not a suffi  cient condition for growth. What this means is that lifting other constraints on 
economic growth and structural change will be necessary to create opportunities for a better-
educated population.

Countries with signifi cant gaps in infrastructure and human development will have 
to substantially increase the fi scal space for expenditures in these areas. In many countries, much 
additional space can be obtained by improving the effi  ciency in public spending in education 
and health through better targeting to priority areas within the social sectors and by improving 
the cost-eff ectiveness of public programmes. Improved fi nancing schemes for infrastructure and 
the combating of corruption in contracting of infrastructural works could help reduce costs. 
Even with such gains in effi  ciency in public spending, however, resources may not be suffi  cient. 
Strengthening the tax base will be essential, particularly in countries with low government rev-
enues. For the poorest countries, it is clear that substantial additional resources will be required 
for the necessary investments. More development aid will be required and will need to be allo-
cated in support of investments in infrastructure and human development.

Counter-cyclical fi scal policies, as discussed above, can also help smooth the way 
towards maintaining adequate levels of current government spending and public investment and 
help ensure that spending on education, health and infrastructure is not unduly curtailed during 
economic downswings.
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Increasing aid and its effectiveness
Th e contribution of ODA to economic growth has been the subject of considerable debate. Th e 
analysis in this chapter concludes that the weight of the evidence supports the view that aid has 
been positive for long-term development. Accordingly, ODA has partly countered the tenden-
cies leading to the income divergence witnessed during the past 40 years. However, since the 
magnitude of aid transfers has remained limited, the impact of ODA on reducing international 
income disparities has been very weak at best.

Nonetheless, this fi nding provides some support for the revived idea of a big push 
for developing countries fuelled by aid. Well-targeted programmes supported by aid could put 
the poorest nations on a path of faster growth. Such an approach assumes not only that enough 
is known on how to channel such resources effi  ciently in specifi c country contexts but also that 
Governments in the recipient countries have the administrative capacity to manage the resource 
fl ows in such a way as to ensure that cumulative income and productivity gains are generated. A 
consideration of the conditions for improvements in the governance structure—particularly in 
such areas as transparency in budgetary processes, building a quality civil service and improving 
social service delivery—thus have to be part of the assessment of additional needs for develop-
ment assistance. What really works at the local level, however, varies from country to country, 
hence adding externally defi ned governance conditionalities to aid and lending fl ows, which has 
been a recent practice of donor agencies, may not produce the desired outcomes in terms of bet-
ter-quality public services.
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Chapter V
Governance, institutions 
and growth divergence

Th e present chapter will examine how institutional and governance factors can help account for 
the divergence in economic growth among countries. As shown in chapter I, a fairly small group 
of countries—those in Western Europe and its off shoots—had increased their growth rates in the 
period after 1820 and enjoyed sustained growth and they have remained the richest countries in 
the world. Th is was a unique achievement in historical terms because formerly growth spurts had 
inevitably been associated with reversals. Moreover, the example of Japan appeared to indicate 
that other countries would “catch up” by enjoying faster rates of growth than those of the fi rst 
industrialized countries, would join the growth club and would achieve comparable standards 
of living. Yet, as chapter I also showed, this has not happened because most other countries 
failed to achieve faster rates of growth than those of the developed countries. After 1980, there 
was a dual divergence, involving lower growth rates of developing countries as a group vis-à-vis 
the industrialized countries and strikingly diff erent growth experiences among the developing 
countries themselves.

Th is chapter argues that the quality of institutions and governance structure mat-
ter for the growth of a country and for growth divergence among countries. Ideally, governance 
promotes the public interest by, inter alia, promoting social cohesion, making the society more 
fair and stable, guaranteeing an adequate provision of public goods, ensuring the functioning of 
markets, and encouraging calculated risk-taking behaviour by individuals and businesses. Build-
ing towards a higher quality of institutions in specifi c areas where constraints on growth are 
most stringent (but without overhauling the entire governance structure) lifts the economy to a 
higher growth path. Furthermore, the experiences of some countries in East Asia and sub-Saha-
ran Africa show that ways of removing such constraints were based on country-specifi c practices 
and organizations and thus that there is no unique way to achieve the goal. Th ese countries also 
demonstrated the eff ectiveness of adopting a gradualist or, in a sense, experimental approach 
(as opposed to a big-bang approach) to lifting the constraints. When reform in a single area is 
undertaken, this approach helps policymakers understand and implement necessary changes 
in other parts of the governance structure so as to complement the original reform and make 
it more eff ective. Furthermore, this approach supports the argument that successful economic 
transformation depends on creating institutions that guarantee not just the better functioning of 
markets, but also social cohesion.

Th e chapter begins with a consideration of the relationship between institutions and 
economic divergence. It then examines two dominant theories concerning the importance of 
governance structures in economic growth/development and their relevance to policymaking in 
the developing world. Th e third section analyses several country cases in which transformation 
of the governance structure successfully lifted binding constraints on growth and led to sustained 
economic growth thereafter, while the following section examines growth failures and some in-
stitutional and governance aspects of countries aff ected by confl icts. Th e chapter concludes with 
a few policy recommendations.
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Institutions, governance 
and economic growth

It is diffi  cult to pin down exactly what institutional “quality” and what forms of good gover-
nance should be pursued in order to support sustained growth processes. Such features appear 
to be inherently country- and context-specifi c. For policymakers, it is relevant to know whether 
new economic opportunities can be unlocked in a signifi cant manner even when more mod-
est and focused changes are being made in the existing institutions and governance structure. 
Policymakers are thereby informed of the possible impacts on economic performance during the 
transition from the existing to the new system, and of how they can best create a high-quality 
governance structure without imposing large costs on society.

Looking at economic history and institutional change, it appears that a build-up 
towards better institutional frameworks in specifi c areas can be suffi  cient to lift binding con-
straints on growth and initiate a sustained growth process. In the seventeenth century, protecting 
a broad group of trade merchants in the Netherlands and Great Britain from arbitrary interfer-
ence in the exercise of their property rights and building an eff ective and extensive legal system 
to safeguard those rights constituted one of the undertakings that laid the foundation for the 
sustained growth process of these countries (see box V.1). More recently, China’s reform of rural 
and agricultural institutions that had begun in the late 1970s laid the groundwork for its current 
economic success (see below).

Successful economic performance within the context of a market system depends 
on creating institutions that guarantee not just the better functioning of markets but also social 
cohesion. For the purpose of this chapter, governance, or public institutions, are understood to 
promote the public interest by dealing with these two broad areas—the functioning of markets 
and social cohesion.1 Growth that is achieved at the expense of the latter is not likely to be sus-
tainable over the long term, while improvements in the functioning of markets and greater social 
cohesion should be mutually reinforcing.

No rigid distinction can be drawn between “governance” and “institutional” factors. 
Institutions correspond generally to a somewhat broader concept, as they encompass formal and 
informal “constraints”, including rules and regulations, that not only dictate the functions of the 
State, but also govern those of private entities (see United Nations, 2000, chap. VIII).

While there is some overlap between the two sets of governance factors—those cre-
ating a market, and those strengthening social cohesion—they can be usefully subdivided along 
the lines suggested by Ocampo (2006). Governance factors that create and improve markets can 
be classifi ed as those that: (a) help create markets, by reducing transaction costs and granting 
and protecting property rights; (b) provide for public goods (measuring, in the classical sense, 
non-rival and non-excludable goods), as well as those that generate positive externalities, and 
reduce the supply of the ones that generate negative externalities; (c) help in regulation at the 
industry level, particularly in relation to non-competitive market practices; and (d) provide for 
regulation that avoids short-run macroeconomic imbalances, and design structural strategies and 
policies that create conditions for long-term growth by extending adequate incentives and help-
ing fi nance innovation, human capital accumulation and investment. 

1 The World Bank and International Monetary Fund (2006, part II) defi nes public sector governance in 
a similar fashion, but mainly emphasizes the openness and transparency of political systems and 
administrative machineries in creating good national governance systems.

Suitable forms of 
institutional “quality” 
and good governance 

to support sustained 
growth are inherently 

country-specifi c

Suitable forms of 
institutional “quality” 
and good governance 

to support sustained 
growth are inherently 

country-specifi c

A build-up towards 
better institutions in 

specifi c areas can be 
suffi cient to lift binding 

constraints on growth

A build-up towards 
better institutions in 

specifi c areas can be 
suffi cient to lift binding 

constraints on growth

Market functioning 
can be improved by 

lower transaction costs, 
public goods provision, 
industry regulation and 
strategies for long-term 

growth

Market functioning 
can be improved by 

lower transaction costs, 
public goods provision, 
industry regulation and 
strategies for long-term 

growth



127Governance, institutions and growth divergence

Th e other set of governance factors that make the workings of the market con-
sonant with social cohesion are those that: (a) guarantee adequate provision of the goods and 
services that a particular society considers to be those that should be provided to all its members; 
(b) through redistributive policies, change the structure of wealth ownership and income distri-
bution so as to achieve levels of redistribution considered desirable or at least tolerable by society; 
(c) manage confl icts that can be generated by the functioning of markets; and (d) determine 
participation in decision-making processes, relating not only to distributive outcomes, but also 
to the very functioning of markets, as it is not possible to achieve the desired distributive results 
without infl uencing how markets function.
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The fi rst great divergence and the 

importance of the Atlantic trade

The importance of the Atlantic trade to the fi rst great divergence in economic growth can be judged from the 
fact that those Western European countries that engaged in that trade had faster rates of urbanization and 
growth in gross domestic product (GDP) than the Eastern European and Western European countries that did 
not (see Acemoglu, Johnson and Robinson, 2005).

The profi ts from the Atlantic trade, colonialism and slavery were one factor that directly accounted 
for their faster growth. However, the importance of this direct relationship has been felt to be relatively small 
and it is thought that another factor, indirect but more signifi cant, was the shift in the balance of power within 
the trading countries themselves away from the narrow royal circle to a broader group of merchants, slave 
traders and colonial planters who profi ted from this trade and who demanded—and obtained—signifi cant 
institutional reforms protecting their property rights. In those two countries where there were already con-
straints on the monarch, namely, England and the Netherlands, the members of this group were successful in 
securing added protection for their property rights. 

In Britain, where the majority of commercial interests had been alienated as a result of the grants 
by James II of various monopoly privileges and had supported the invasion of William, the Dutch stadtholder, 
the outcome of the Glorious Revolution of 1688 was the acceptance by the new monarch of the principles of 
constitutional monarchy and the supremacy of Parliament, as affi rmed in the Bill of Rights of 1689. The Glorious 
Revolution was a revolution in the sense not of having overturned existing institutions, but rather of having 
restored those “laws and liberties” that were thought to have been endangered by the absolutist tendencies 
of the Stuart monarchy.

Similarly, the merchants in the Netherlands constituted a major group pressing for independence 
from Hapsburg rule and for greater protection for their property rights. With their newly acquired property 
rights, “English and Dutch merchant nations invested more, traded more and spurred economic growth” (Ac-
emoglu, Johnson and Robinson, 2005, p. 572). In the case of the Netherlands, the following conclusion has 
been drawn: 

Dutch institutions favoured economic growth. Religious tolerance encouraged skilled immigration. 
Property rights were clear and transfers encouraged by cadastral registers. An effi cient legal system 
and sound banking favoured economic enterprise. Taxes were high but levied on expenditure rather 
than income. This encouraged savings, frugality and hard work. Thus the Dutch were a model of 
economic effi ciency with obvious lessons for British policy (Maddison, 2001, p. 80).

Political institutions in Spain and Portugal, in contrast with the Netherlands and Britain, were more 
absolutist. As groups allied to the crown were granted monopolies over the Atlantic trade and were the main 
benefi ciaries of transoceanic trade and plunder, they did not press for institutional changes. With institutional 
atrophy came considerably slower economic growth: by 1700, incomes per head in the Netherlands and Britain 
had reached $2,110 and $1,405 respectively, as against $854 and $900 in Portugal and Spain (Maddison, 2001, 
p. 90, table 2-22a).

Box V.1
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Th ese institutions very much refl ect the views within society at a particular time as 
to what is just and fair with regard to the appropriate level of redistribution of wealth and income 
within society, the appropriate role of the Government in the provision of public goods, and the 
goods and services that should be guaranteed to citizens. Even among the developed countries, 
there is considerable diff erence of opinion as to what the institutions should achieve, with the 
Scandinavian countries, for instance, using the taxation system to achieve a redistribution of 
income and benefi ts greater than that in the United States. Moreover, historical experience has 
shown that successful societies have made progress on both fronts, namely, in perfecting the 
workings of the market economy and in achieving social cohesion, and have not just single-
mindedly pursued one particular abstract notion such as “the defence of property rights” or the 
“unfettered workings of the market”. As was pointed out by Karl Polanyi in 1944, the pursuit of 
a pure self-regulating market without any government or societal involvement refl ects a danger-
ous illusion (Polanyi, 1944). Success has generally come from extending the scope for participa-
tion and by making continuous changes so that the changing relationships within society are 
managed in a stable manner.

Th e resulting institutional arrangements aff ect the incentives of people to invest, 
work, learn and conduct research and development. Th e eff ectiveness of the system is deter-
mined, to a large extent, by its ability to promote growth and rising levels of income and overall 
well-being and to achieve social cohesion and, in general, to produce a society that is perceived 
by its citizens as being just and fair (Rawls, 1999). As will be argued below, the success of coun-
tries in East Asia and of African high achievers such as Botswana and Mauritius was largely based 
on a widespread sharing of the benefi ts of growth which created a sense, among the population, 
of justice and fairness.

Th e way in which this institutional system is built determines the framework for 
policymaking and often imposes constraints on policy discretion by introducing, for example, a 
balanced-budget law or a currency board to achieve macroeconomic stability (Glaeser and oth-
ers, 2004). When such self-imposed constraints strike a balance with policy fl exibility in other 
areas of economic and social management, the credibility and sustainability of the overall policy 
framework thereby open up available policy space to the authorities in the future. As discussed 
in chapter IV, the fact that balanced-budget laws in some countries in East Asia limited the need 
for defi cit fi nancing, a key to stable macroeconomic performance, in turn made it possible for 
the fi scal authorities to actively provide fi nancing for education, health and infrastructure.

Changes in governance 
structure and growth

Th e shifts in paradigm in development policies over the past decades brought vast changes to the 
institutional frameworks within which those policies were to be conducted. Following the poor 
growth experience that started around 1980, development policies have predominantly focused 
on reducing government interference in the economy by freeing domestic markets of price con-
trols, lifting trade barriers, liberalizing fi nancial markets and privatizing State-owned enterprises. 
Rolling back the State, so the logic went, would lead developing countries to higher and more 
sustained growth. As noted above, the growth performances since the initiation of these widely 
implemented reforms have diff ered among developing countries: some (particularly in East and 
South Asia) have continued to outperform all others and have been rapidly catching up with the 
rich countries; others have had poor to very poor growth performance either on a more or less 
sustained basis (in many parts of sub-Saharan Africa, for example) or as a result of going through 
booms and busts (as in Latin America).
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It would be tempting to simply focus on the features of the reform policies of the 
1980s and 1990s and suggest that the diverging paths were mainly due to diff erences in the speed 
and design of the reforms. It is now recognized that diff erences in governance structures are part 
of the deeper causes explaining the diverging paths and have become a basis for questioning the 
pertinence of some of those reforms in contexts where changes in the governance structures had 
been poorly suited to facilitating the expected outcomes of the reform policies.

Two approaches to unraveling the importance of the governance structure as a deter-
minant of growth and development have emerged in the recent literature: (a) new comparative 
economics, where the rights of the individual in law (including property rights), anti-corruption 
measures and other governance-related factors are considered to be the key factors, with the 
signifi cance of these key factors often being estimated by cross-country analyses; and (b) the 
varieties of governance systems approach, which recognizes diff erences in institutions over time 
and across space and examines how economic agents respond in diff erent contexts to the specifi c 
set of rules and regulations governing markets.

Th e cross-country analysis approach seeks to establish a positive and causal correla-
tion between the quality of governance and growth. However, as will be argued below, attempts 
to measure the quality of governance face serious conceptual and empirical challenges. Recogni-
tion of to what extent governance systems can vary, on the other hand, gives rise to the possibility 
of explaining in part the formation of both the regional “convergence clubs” and the divergence 
patterns examined in chapter I. If a country has developed its own unique governance system, 
it will be diffi  cult (if not impossible) to transplant the system to another country; however, a 
unique system may be adopted, with slight modifi cations, by neighbouring countries with simi-
lar socio-economic conditions.

New comparative economics
Cross-country growth regressions have been the favourite tool among some economists for assess-
ing the signifi cance of the governance system in economic development. Income per capita or the 
growth rate is regressed on several governance quality indicators—such as the rule of law, (anti-) 
corruption, political stability and government eff ectiveness. Other non-governance-related vari-
ables, such as geographical and historical characteristics, are also used in such regressions.

Cross-country regression analyses typically use the correlation between income per 
capita and measures of the quality of governance, such as the rule of law, to claim that good gov-
ernance exerts a positive infl uence on economic performance. Take, for example, the indicator 
for the rule of law which measures the extent to which citizens have confi dence in and abide by 
the rules of society and includes their perceptions on the incidence of crime, the eff ectiveness 
of the judiciary and the enforceability of contracts (Kaufmann, Kraay and Mastruzzi, 2004, p. 
4). It presents a strong association between the quality of governance—the fairness and pre-
dictability of rules in this case—and the income level. To capture the multifaceted aspects of 
the governance system, a composite index consisting of several governance indicators—such as 
government eff ectiveness, regulatory quality and anti-corruption measures—can be constructed 
and applied in a similar cross-country framework. Many studies have also attempted to identify 
factors infl uencing the quality of governance, and have used ecological, geographical, geologic 
and historic data.2

2 Perhaps the most infl uential article in this fi eld is Acemoglu, Johnson and Robinson (2001).
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Th e literature has shown that governance has a strong infl uence on incomes even 
after the non-economic reasons have been factored out. Developed countries enjoy high living 
standards because the rule of law prevails, contracts are enforceable, corrupt offi  cials are likely 
to be caught and punished according to the law, the barriers to entry into a new business are 
low, monetary and fi scal policies are prudent and appropriate social safety nets are in place to 
mitigate unforeseeable risks. Above all, when confl icts arise over issues such as the distribution of 
income or wealth, and the provision of public goods, these countries have a governance system 
by which the State is able to arrive at a diff erent arrangement through democratic processes. A 
defi cient governance system, on the other hand, discourages productive activities and long-term 
investment, thus depressing potential growth opportunities. It also discourages investments in 
human capital through education and thus further reduces the chances for sustained growth. 
Weak governance has often failed to prevent social unrest or, once it has emerged, to mitigate its 
adverse impacts on the society.

However, there is a message carried by these fi ndings that is both pessimistic and 
deterministic (Dixit, 2005, p. 5). Th e message is pessimistic because it implies that if a country 
does not possess the right governance system at the start of development then that country is 
doomed to failure. And, if it is indeed the case that geographical and geologic factors and history 
have a strong infl uence on governance or on the income level, and that there is therefore little 
that can be done, as these factors are predetermined, then the message is also deterministic. Th e 
thrust of the theory of the natural resource curse (discussed below)—that a country endowed 
with abundant natural resources is unfortunate—is a well-known expression of such pessimism 
and determinism.

However, some developing countries, particularly in East Asia, managed to undergo 
major economic transformations in tandem with changes in their governance structures, thereby 
casting doubt upon the pessimistic and deterministic predictions of cross-countries regression 
studies. Because such studies look only at the outcome of economic and governance develop-
ment, they are silent on the subject of how better governance systems have been built in these 
countries. Th ey are thus unable to explain the reason for the success of these countries. Instead, 
their framework could be better employed to show how improvements in governance systems 
may lead to better economic performance.

Critiques of governance measures 
and cross-country analysis

Strictly speaking, the evidence provided by cross-country analyses identifi es the correlation 
between growth and the quality of governance as measured by indicators whose interpretation is 
largely based on the subjective judgement of researchers or of those who were asked to complete 
survey questionnaires. Because of the subjective character of these evaluations, the diffi  culties in 
fi nding objective indicators of the quality of governance and the complex nature of governance 
itself, studies linking economic performance to the governance structure are subject to severe 
criticisms. Moreover, when aid allocation to developing countries is decided on the basis of such 
subjective, clouded measures, it may not produce the intended outcomes.

Th e fi rst critique is based on the fact there is a two-way relationship between 
economic performance and the governance system: economic performance and the quality of 
governance exert an infl uence upon each other and thus are determined jointly. Th is being the 
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case, the results of cross-country regression analyses are biased.3 Neither governance nor its qual-
ity is directly observable. People’s perception of the quality of governance is strongly infl uenced 
by the economic performance of a country; when a country faces an economic or fi nancial crisis, 
people are likely to perceive the quality of the country’s governance as deteriorating. Th e rule-of-
law indicator widely used in the literature can again be taken as an example. After Argentina had 
abandoned its currency board in January 2002, the value of this indicator assigned to the country 
sharply declined from the level comparable to that for a typical middle-income country, such 
as Egypt or Turkey in 2000, to one for a low-income country, such as Bangladesh or Guinea in 
2002.4 Yet, it is not conceivable that a country could lose the eff ectiveness of its judiciary to such 
an extent within only two years. What was being estimated, in fact, was not the quality of the rule 
of law itself, but the perceived quality of the rule of law, which in turn had been largely infl uenced 
by the vicissitudes of economic performance; in the case of Argentina in 2002, an economic crisis 
and of the confusion surrounding the end of the currency board and of convertibility.5

Th e second critique focuses on the usefulness of the conclusions drawn from such 
analyses for actual policymaking. A technique called the “instrumental variable” estimation is a 
common method used to clarify the issue of causality with respect to governance quality (or per-
ceived quality) and economic performance. Some of the instruments that have been found to be 
useful are the colonial history of countries (see, for example, Acemoglu, Johnson and Robinson, 
2001), geography (see, for example, Gallup, Sachs and Mellinger, 1998) and natural resources 
(see Sachs and Warner, 1995). While they are technically appropriate, they do not provide in-
sights that are very useful for policymaking.

Th e history-based approach, for example, argues that those parts of the world where 
European colonizers confronted great health hazards—and thus high settler mortality rates—
were less likely to build a European-based governance system, including the protection of prop-
erty rights against arbitrary interference, and more likely to put in place institutions designed to 
plunder the area’s resources in the shortest period of time. Th e prime example of the kind of “ex-
tractive State” characterized by such institutions is probably the tragically misnamed Congo Free 
State under King Leopold II of Belgium (Ascherson, 1963; Hochschild, 1999). Th us, settlers’ 
mortality rates centuries ago are used to identify which countries acquired “high-quality” gover-
nance and to determine to what extent the rates help predict today’s income levels. Countries in 
Northern America, Australia and New Zealand, where the mortality rates were low, enjoyed high 
income per capita, while European colonizers experienced higher mortality rates in much of Af-
rica and, to a lesser extent, Latin America and the Caribbean, and so were deterred from building 
high-quality governance structures which over time would have enabled the countries to achieve 
high incomes per capita. Th ese studies conclude that the variation in today’s per capita income 
levels among former colonies is, in fact, caused by the quality of governance—which, in this case, 
is measured by investors’ perceptions with regard to the risk of expropriation by the State.

However, this result should not be interpreted as meaning that colonialism—as 
captured by settlers’ mortality rates—was the root cause of the great divergence of economic 
performances. Th e divergence in the past two or three centuries among countries that were never 
colonized has been as great as among colonized countries. Th e former group includes Afghani-
stan, Ethiopia, Japan, Th ailand and Turkey. Th e mortality rates proved to be capable of capturing 

3 For technical discussions, see Brock and Durlauf (2001). Some say that if institutions (including 
governance) are endogenous to a particular outcome (say, economic performance), then institutions 
cannot matter for growth, because they are not the sort of factors that may infl uence the outcome 
(Przeworski, 2003).

4 For the interpretation of differences in governance indicators across countries and over time, see 
Kaufmann, Kraay and Mastruzzi (2005).

5 Rodrik (2005) argues that a similar linkage exists between growth and economic policies.
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the forces underlying economic divergence, but they do not provide a convincing explanation. 
Finding an appropriate instrument to measure the quality of governance at the present time is 
thus a diff erent matter from providing an adequate explanation for economic divergence. Th e 
geography- and natural resource-based approaches employ similar lines of analysis, using eco-
logic or geologic variables.

Th e third criticism of cross-country regression studies is that governance or its qual-
ity as measured and considered in these studies does not correspond to what governance is 
thought to be. Governance is supposed to constitute one of the more durable elements of any 
economic system but, as argued previously, Argentina’s rule-of-law indicator before and after the 
collapse of the currency board showed a sharp change. Glaeser and others (2004) demonstrate 
that this lack of stability is exhibited by most measures of institutional quality used in the lit-
erature—and that those measures that exhibit more stable features show no signifi cant relation 
with economic performance. Th ese experts, along with others, question the relevance of the 
governance indices, arguing instead that human capital is the basic determinant of economic 
development and indeed of institutional quality and that the settlers brought not so much their 
institutions as they themselves, with their existing educational and technical attainments and 
their desire to improve through further learning. In this respect, it has been noted that, of all the 
New World colonies, Canada and the United States of America, were the ones to put the most 
emphasis on education and that, by 1800, the latter had probably the most literate population 
in the world (Sokoloff  and Engerman, 2000).

Th e fi nal critique focuses on the use of the outcomes of such cross-country analysis 
for actual aid allocation by donor countries and international fi nancial institutions (Herman, 
2005). Because of the apparent high correlation between the quality of governance and growth, 
donors maintain that if aid-recipient countries “get their governance right”, they will have cre-
ated an environment that is conducive for development. Recipients should be able as a result to 
use the aid disbursed more eff ectively and effi  ciently.

Th ere is indeed considerable debate on the use of conditionality to improve gover-
nance. As examined above, the indicators currently used to measure the institutional quality or 
governance of the recipient country should claim to be no more than “windows into a partial 
and clouded picture of development” (Herman, 2005, p. 282). One should be modest when 
assessing the extent to which such measures and analysis can eff ectively capture the quality of 
governance and its signifi cance in development. Th is is especially important if such indicators are 
considered comparable across countries and, in this sense, to be global measures of governance. 
Recent analyses by the World Bank seem to agree with this evaluation and claim only that these 
indicators “will do better at signalling longer-run trends” (World Bank and International Mon-
etary Fund, 2006, p. 14).

Varieties of governance structures
Another approach to examining the linkage between governance and economic performance is 
to analyse the functioning of economic systems on a country-by-country basis. Th e distinctive 
nature of this approach lies in its explicit acceptance of the fact that countries have developed 
their own particular institutional structures within which government, fi rms and households 
achieve their individual or societal goals. Existing governance structures are the cumulative result 
of the interaction with one another of many agents over long periods of time during which the 
existing structure is continuously being reshaped (Young, 1998). 
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Th e upshot is that there is no one set of governance elements that are the “best” 
for all countries and for all times.6 Each country is required to fi nd, by trial and error, its own 
governance system—the one that works best in its existing context. Th is approach also im-
plies that there will be multiple governance structures that are able to tackle the problems that 
constitute barriers to growth (Haggard, 2004). Because the functioning of one governance ele-
ment depends on other elements of the governance system or non-governance factors—such as 
“common sense”, social norms, intra-company labour relations and even culture—a governance 
system cannot be easily transplanted from one country to another.

Th e fact that there exists an interdependency—in the form of what are often called 
complementarities—among governance elements casts some doubt on the eff ectiveness of policy 
recommendations urging the improvement of only those governance capacities that are necessary 
for ensuring the effi  ciency of markets. Th ese recommendations often assume that if a Govern-
ment ensures market effi  ciency by enforcing property rights and the rule of law, reducing cor-
ruption and committing itself not to expropriate, private sector activities will then drive devel-
opment. Market functioning, however, needs to be complemented by the governance capacities 
of the State in order to ensure productivity growth7 and to make the workings of the market 
consonant with social cohesion.

Signifi cant complementarities also exist across diff erent areas of policy reforms and 
they help create either a vicious or a virtuous circle. Th e presence of suboptimal governance 
makes it diffi  cult for a Government to initiate a change without creating complementary changes 
in other governance elements. Th e lack of human and fi nancial capacities in the Governments 
of many developing countries always constitutes a barrier to undertaking such multifaceted re-
forms or, if they do manage to be initiated, prevents relevant eff orts from being sustained for the 
suffi  ciently long period of time required for those reforms to become fully eff ective. Th e mere 
introduction of a market-enhancing institution that should reduce transaction costs does not 
ignite economic activity unless there is also a functioning legal system that can be trusted with 
enforcement. Similarly, coordinating trade and industrial polices often becomes a challenge for 
developing countries (see the discussion in chap. III).

Th e complementarities existing among various governance elements seem to explain 
at least some of the dynamics of the divergence patterns and of the emergence of regional con-
vergence clubs identifi ed in chapter I. Th ese can create a virtuous circle once a Government es-
tablishes its credibility with its citizens in respect of planning and implementing reforms. By the 
same token, the Government can gain credibility only if the promise that its citizens will share 
in the benefi ts of growth is kept over a considerable period of time. Th is shared growth, which 
fostered social cohesion, was one of the results of the policies pursued in East Asia. While not 
all the countries in the region off ered equal access to the political system to all members of their 
population, the fact that leaders could build on a fair amount of social cohesion, based on shared 
values and relatively low economic inequality, established the legitimacy of their reform policies. 
Th e development success of Botswana can also be understood in this framework: the country 
created a shared-growth path through its traditional consensus-building democratic process. 

6 Analysis is here based on United Nations (2000), chap. VIII.
7 Khan (2006) distinguishes between two types of governance capacities necessary to achieve sustained 

growth: market-enhancing governance and growth-enhancing governance. The former encompasses 
governance factors, such as the protection of property rights and the enforcement of rule of law, that 
ensure market effi ciency. The latter encompasses the State’s abilities to complement market activities, 
including the capabilities to accelerate the transfer of assets and resources to more productive 
industries, and to facilitate the absorption and learning of new technologies.
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Countries with successful 
governance transformations

Some developing countries achieved sustained growth over the past three to four decades and 
narrowed the income gap existing between them and developed countries. Th eir success in 
governance transformation is illuminating in two respects. First, it demonstrated the impor-
tance of addressing the binding constraints on growth being faced and of creating a sense of 
priority in governance transformation. Th e success of such transformation therefore does not 
depend on the comprehensiveness of reforms in governance structure. Rather, a step-by-step, or 
gradual approach to removing such constraints can be very eff ective. Second, their experiences 
demonstrated that when a governance reform (such as a trade reform) induces large shifts of 
income from one group to another, it was important to make the workings of the market con-
sonant with social cohesion. Th ese success stories show the importance of addressing the issues 
of complementarity not only between economic reforms, but also between economic and social 
management.

Th e cases of land reform and trade and fi nancial reforms analysed below, and the 
gradual reform process in China, highlight these points. Th ey show that step-by-step changes 
to governance structures can be suffi  cient to trigger growth. At the same time, the experiences 
examined demonstrate that governance changes can take diff erent forms across countries. Th is is 
particularly the case for land reforms in Asia. China’s growth success is shown to have been based 
on gradualist governance reform and to have been achieved through a process quite diff erent 
from any that might have been developed according to the policy prescriptions emanating from 
the Washington Consensus.

Land reforms
For countries with the majority of their population engaged in subsistence farming, increasing 
productivity in the agricultural sector is the key to initiating sustained long-term growth. Higher 
agricultural productivity not only leads to lower food prices, but also improves the nutrition of 
the population (thus increasing labour productivity in the economy as a whole), creates demands 
for manufactured goods and services and contributes to the development of non-agricultural sec-
tors through their linkages with the agricultural sector.

In many contexts, low agricultural productivity constitutes a major binding con-
straint on sustained growth. Land reform is an eff ective means of easing this constraint by trans-
ferring ownership to farmers who operate the land or, more generally, by securing for farmers the 
right to share an appropriate return from their activity on the land. Th e Republic of Korea and 
Taiwan Province of China, two of the fi rst-tier newly industrialized economies, implemented the 
redistribution of land from landlords to smallholders or tenants and secured the private property 
rights of landholding (United Nations, 2000, chap. V). Guaranteeing the private property rights 
connected with owning land is a means of providing farmers with economic incentives to pro-
duce crops and to maintain and invest in their land.

Such outright transfers of ownership do not represent the only way to undertake 
land reform. In fact, they were possible and successful only in the context of the socio-economic 
conditions prevailing in these economies at that time. Th e Governments of both economies dis-
tributed land previously owned by Japanese persons or companies to farmers who were tenants 
on the land. Large infl ows of migrants from the mainland to Taiwan Province of China further 
necessitated comprehensive land reform.
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When outright transfers of landownership are not feasible for political or socio-eco-
nomic reasons, higher agricultural productivity can be achieved by merely enforcing tenancy law 
or by guaranteeing a return to farmers’ activities on the land. In fact, the reforms of China, India 
and Viet Nam did not involve the full-fl edged transfer of ownership to farmers. Diff erent forms 
of governance changes can ease one of the major constraints on the sustained growth process of 
many low-income developing countries—low agricultural productivity.

In 1978, China initiated one of many major reforms, the household responsibility 
system, under which households were provided with use rights to collectively owned land under 
long-term leases (initially 5 years, but later extended to 30 years). In exchange, farmers were 
obliged to supply a pre-fi xed share of output to the collectives’ production quotas, but could sell 
the remaining output on the free market or to the Government at negotiated prices.8 Th e reform 
was complemented by the relaxation of restrictions on private market transactions in rural areas 
and on non-agricultural activities by farmers.

In Viet Nam, collective farming was replaced with family farming during the period 
of doi moi (the policy of renovation) in the 1980s. Under the new system, farmers were allowed 
to sign contracts with the Government on parcels of land for up to 15 years—in eff ect, they 
leased the land—and were given the freedom to sell their products as they wished. As in the case 
of China, other reforms proceeded at the same time, including the introduction of market-based 
transactions in agricultural and non-agricultural products and liberalization of trade-related ac-
tivities and foreign direct investment(FDI).

In the case of India, on the other hand, eff ective land reform involved only stricter 
enforcement of the existing tenancy law. Th e country had enacted a land-reform act in 1955 but 
did not enforce the law largely because of the lack of administrative and legal resources. Dur-
ing the 1970s, however, the State of West Bengal launched a new programme, called Operation 
Barga, which was designed to enforce tenancy laws that regulated rents and accorded security of 
tenure to sharecroppers (Banerjee, Gertler and Ghatak, 2002).

Th e Land Reforms Act of 1955 and its successive amendments have guaranteed to 
sharecroppers permanent and inheritable incumbency rights to land that is registered, as long 
as they pay the legally stipulated share. Because of loopholes in the law and little administrative 
support for poor and often illiterate sharecroppers, very few of them had actually registered with 
the State. Under the Operation Barga project, those sharecroppers were encouraged to register 
with the Department of Land Revenue and supported by the State in doing so. Th e State would 
entitle them, when registered, to permanent and inheritable tenure on the land they share-
cropped as long as they paid the landlord at least 25 per cent of output as rent. Owing to the 
success of Operation Barga, 65 cent of share tenants in the State had been registered by 1993, as 
compared with 15 per cent before the project began.9

As a result, the State of West Bengal had experienced a signifi cant jump in the growth 
rate of production of rice, its major food crop, from 1.8 per cent during the period 1960–1980 
to 4.7 per cent during the period 1977-1994 (Raychaudhuri, 2004). Th is growth experience is in 
fact comparable with that of Taiwan Province of China whose agricultural production after the 
reform had grown by about 4.2 per cent per year during the 1950s and 1960s (United Nations, 
2000, chap. V). Between 1973 and 1999, for which comparable data are available, the rural 
poverty rate—defi ned as the proportion of people below the poverty line of 49 rupees per capita 
per month in 1973-1974 prices in rural areas—fell from 73.2 to 31.7 per cent.

8 The share subject to quota has been reduced and the mandatory production plan was terminated in 
1985.

9 India developed a decentralized system after its independence and thus the experience of West Bengal 
does not apply to the entire country (see Kochhar and others, 2006).
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What was common to these reforms was a limited transfer of property rights to 
tenants (as opposed to a full transfer of landownership, as in the cases of the Republic of Korea 
and Taiwan Province of China) as a means of easing the constraint on agricultural productiv-
ity. Th e transfer gave the farmer the right to claim a certain share of output and long-term (or 
permanent) use rights. Despite the limited transfer of rights, there were signifi cant increases in 
agricultural output, which led to economy-wide sustained growth some years later. Th e land 
reforms—constituting a change in the governance system—clearly infl uenced the incentives of 
farmers to work harder, to improve the soil and to invest in new equipment, new seeds and new 
techniques.

What was not common, though, was the design of the policies adopted by these 
Governments. Reform policies were based on the prevailing socio-economic systems in each 
economy. Several forms of governance restructuring can therefore lead to the same outcome—in 
this case, a rise in agricultural productivity.10

Trade-policy reforms
Diffi  culties in undertaking a trade policy reform lie in the fact that it constitutes only a small part 
of an economy-wide reform package. As argued in chapter III, trade reform can be complement-
ed by production sector policies to promote the emergence of new activities through encourag-
ing the participation of the private sector. By the same token, a shrinking tax base, as a result of 
lower tariff s, should be complemented either by increasing the existing taxes rates, or by creating 
new tax bases (Aizenman and Jinjarak, 2006). Furthermore, confl ict management institutions, 
including a social insurance or safety net, should be in place to shelter at least temporarily those 
who are aff ected adversely by the new trade regime. At the same time, new institutions or rules 
for macroeconomic stability have to be established to stave off  external shocks once the economy 
becomes more exposed to developments in the global economy.

Countries that successfully integrated trade policy reforms into their overall devel-
opment strategies avoided incurring an excessive administrative burden by adopting gradual or 
dual-track approaches and by moulding imported institutions to fi t into the domestic frame-
works. While the scope for undertaking such production sector policies has increasingly been 
limited (chap. III), the well-known successes of China, Mauritius and East Asian countries point 
to the necessity of allotting some policy space to developing countries for fi nding new activities 
through which to take advantage of a more liberalized trade regime.

Th e trade reform in Mauritius had been launched in 1970 with the creation of free 
trade in an export processing zone (EPZ). Until the mid-1980s, the domestic sector outside the 
EPZ was highly protected in order to maintain social cohesion because of the fragile social and 
ethnic fabric of the country. Th e EPZ provided a means to expand opportunities for external 
trade and employment creation, especially for women, without the country’s running the risk of 
igniting social unrest (United Nations, 2000, chap. VIII). Th e country thus established a system 
for maintaining social cohesion and a shared growth pattern. Th e Government of Mauritius 
took advantage of the fact that it had a large number of civil society associations by encouraging 
the participation of civil society in policymaking; as a result, the EPZ-based export promotion 
strategy was born.

10 Not all land reforms have been successful, in particular when land redistribution involves resettlement 
of farmers. In Africa and Latin America and the Caribbean, resettlement is common and the selection of 
farmers often becomes an obstacle to implementation (see United Nations, 2000, chap. V).
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Th e success of Mauritius was not repeated in sub-Saharan African countries. Al-
though the reasons for this appear to be numerous (Subramanian and Roy, 2001), two gover-
nance-related factors are especially relevant in this context. First, macroeconomic adjustment 
and stabilization were pursued consistently in Mauritius under three diff erent democratically 
elected Governments with divergent political ideologies; and within the context of the demo-
cratic political system, the transparent decision-making process enabled economic problems to 
emerge and be tackled early. Second, the competent and (equally important) well-paid civil 
service managed to minimize rent-seeking.11 Export processing zones have failed in many other 
countries in the region because their governance systems were not able to combat rent-seeking 
and the other types of ineffi  ciencies that need to be controlled by selective interventions.12

Economies in East Asia, on the other hand, employed the network of interactions 
between the bureaucracy and segments of the public sector to achieve export-led growth. As in 
the case of Japan, which provided the “model” of export-led growth to neighbouring countries, 
the interaction was a means to overcome the lack of information fl ows about market condi-
tions—prices, quantities produced and sold, bottlenecks in production and shortages of input 
materials—and to manage the large diff erences in income being generated by the various in-
dustries. Th is interaction greatly reduced the chances of “coordination failure” and contributed 
to these economies’ setting appropriate national priorities in their development strategies. Th e 
underdevelopment of the domestic fi nancial market also necessitated direct involvement of the 
Government in channelling fi nance to the priority industries.

Coordination eff orts at the central government level on the allocation of goods, 
services and fi nance ensured that the benefi ts of the success were shared among the population, 
further strengthening social cohesion and involving the broad public in the success of the devel-
opment strategy. Such eff orts also contributed to building up a consistent set of trade and indus-
trial policies in East Asia. Heavy market interventions by the Governments may have distorted 
resource allocation and thus created “static” ineffi  ciency in markets, but there is little dispute that 
those interventions accelerated the pace of development. In other words, they turned out to be 
effi  cient in a dynamic sense. As the shared-growth path was seen to be successful, this reinforced 
the credibility of the Governments’ policies.

At a more practical level, what is common among these examples are the proper 
recognition by the economies concerned of the constraints that they faced and the creativity 
they employed to remove or soften them (Hausmann, Rodrik and Velasco, 2005). Th e success of 
these countries lies in the fact that they practised the step-by-step approach to undertaking com-
plementary policies, according to constantly evolving domestic and external situations. In fact, 
they were among the fi rst developing countries, between the mid-1960s and the early 1970s, to 
reorient their policies towards exports and away from import substitution in order to deal with 
the lack of domestic demand and to force companies to be competitive in global markets. As 
noted in chapter III, the rules of the General Agreement on Tariff s and Trade (GATT) prevailing 
at that time allowed countries more freedom than would have been available under the current 
World Trade Organization rules to combine orthodox trade reforms with heterodox and protec-
tive policies to allocate resources among various industries.

11 Refl ecting another important aspect of policy was the fact that the country had supported the 
development of the sugar industry, instead of taxing it, and that trading partners gave the country 
preferential access in sugar to their markets.

12 Export processing zones in other parts of the developing world faced similar governance-related 
constraints (see, for example, Willmore, 1994).
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The gradualist approach: China
China can be taken as an example of successful ongoing institutional change. Th e Chinese econ-
omy has been growing at a rapid pace since the initiation of its reform policies in the late 1970s. 
Despite some social and economic volatility, its economic achievement has lifted tens of millions 
of people out of abject poverty in the last two decades. Th e sustained growth of the Chinese 
economy has confounded the pessimists and disproved much conventional wisdom, particularly 
that the major institutions of the market economy must be in place before any major reforms 
can be expected to lead to positive results. Instead, the gradualist approach China adopted in its 
reforms presents a sharp contrast with what occurred in many transition economies. Th e gradual 
reform process endowed the economy with great resilience which it needed in order to confront 
an unfavourable world economic environment or the constraints arising from a rigid bureau-
cracy and the absence of a sound market infrastructure.

As described by Deng Xiaoping, Chinese economic reform has been a process of 
“crossing the river by groping for the stepping stones” and one where no stereotypic reform 
package was adopted in advance. Designed with a pragmatic vision, institutional reform has 
been immune to ideological considerations and economic development has been laid down as 
the ultimate goal (Qian and Wu, 2000; Qian, 2003).

Th e institutional reform process has been guided in the general direction of improv-
ing overall economic effi  ciency by providing individuals with incentives, by fostering competi-
tion among diff erent categories of market players and by ensuring that the resulting economic 
affl  uence is shared by a growing number of recipients. Th is in turn has elicited broader support 
for the reform process. Th e reform experiments have ranged from providing incentives to the 
agricultural sector and encouraging the formation of township-village enterprises to reforming 
the fi scal sector and, more recently, State-owned enterprises and the banking sector. In general, 
China’s transition to a market economy has been a gradual process of economic reform which 
can be characterized as having taken place in three stages.

In the fi rst stage, which spanned the period from 1978 to 1993, reform had been 
carried out incrementally to improve incentives and to expand the scope of the market for re-
source allocation. Th e second stage began in 1994 at which time the Chinese Government de-
cided to set the eventual establishment of a modern market system as the goal of reform. Th e 
most recent stage has put a stronger emphasis on the need to deal with the growing regional and 
income disparities generated by the accelerated growth process.

Th e fi rst stage had been characterized by successful agricultural reform and the dual-
track price-setting scheme described above. Implementing the reform was relatively easy, as most 
peasants, benefi ting greatly, embraced the scheme. Some enterprises and bureaucrats also en-
joyed its benefi ts. Nevertheless, the dual-track price-setting scheme, like any scheme involving 
two prices for the same product, nurtured a degree of corruption, especially in relation to the 
allocation of key productive materials, and created much resentment among the general public.

In the second stage, the task of reform had been more challenging, as it would 
impinge upon the fundamentals of the central planning system. Th e dual-track price-setting 
scheme was phased out, with market forces coming into full play with respect to allocation of 
resources, and the administrative power of various key sectoral departments was dismantled. 
From 1994 to 2000, several radical reforms were implemented, namely, the unifi cation of offi  cial 
and swap exchange rates, the reform of taxation and fi scal systems, the full recognition of the 
functions of the central bank in maintaining price stability and promoting economic growth, 
the experimental privatization of small-scale State-owned enterprises and the establishment of a 
social safety net.
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Th e third stage has put a stronger emphasis on the need to spread the benefi ts of 
economic growth more equitably among all social groups and all regions of the country. Th e 
country’s Gini coeffi  cient—a measure of income equality with zero signifying greatest equitabil-
ity and 1 greatest inequality—has been on the rise in recent decades and is currently expected to 
increase further in the next decade and a half (World Bank, 2003). Regional income disparities, 
particularly between urban and rural areas, are a major cause of this rising inequality. Owing to 
the success of the fi rst-stage reform, rural incomes had increased to 55 per cent of those of urban 
areas by 1984, but declined to a level of about 40 per cent in the 1990s. To address these in-
equalities, the Government announced in 2006 its plans for implementing four types of reforms 
that should raise rural incomes: a reform of rural taxes and administrative fees; water conserva-
tion projects and technological support to enhance agricultural productivity; increases in public 
investments in education and other social infrastructure for the rural population; and political 
reforms providing self-governance to villagers.

In addition to the question how to distribute benefi ts from economic growth, other 
challenges remain, in particular continuing reforms of the agricultural sector and of large State-
owned enterprises. Currently, the greatest success in the reform process has been limited to the 
privatization of small State-owned enterprises in the mid-1990s which resulted in the layoff  of 
redundant employees. Th e large-scale State-owned enterprises still pose a major problem, par-
ticularly as they threaten the proper functioning of large State-owned commercial banks and 
impose a potentially large fi scal burden on the State. Th e future of large State-owned enterprises 
will ultimately depend on the improvement of corporate governance, which will fi rst entail the 
severance of the government-business relationship and the establishment of a free and competi-
tive enterprise system. Furthermore, China’s entry into the World Trade Organization commits 
it to fully observing the rules of a market economy, including the protection of intellectual prop-
erty rights, which will entail the need to undertake further reforms.

China’s experience has shown that it is not indispensable to set up the institutions 
regarded by some analysts as “best practice” in order to initiate a process of reform. Even with 
institutions that these same analysts might consider “imperfect”, a reform package that con-
forms to the existing economic and political realities can still achieve a favourable outcome. 
China’s experience underlines the importance of viewing institutional reform as a process, rath-
er than as a one-off  event, and of ensuring progress both in the reform eff ort and in economic 
development.

China’s experiences illustrate the broader lesson for all countries that there are dif-
ferent types of obstacles to growth faced by countries and equally many ways to remove (or 
minimize) such obstacles. Countries that achieved success had been likely to initiate their reform 
processes with a careful evaluation of the existing obstacles and then remove them step by step. 
As the above analysis of the varieties of governance systems suggest, a country’s success cannot 
be directly exported to other countries. Policymakers can combine their knowledge of their own 
countries with the lessons learned from other countries that had successful institutional reforms 
in order to start their own reform processes. Th is approach diff ers signifi cantly from the applica-
tion of the across-the-board reform packages that was recommended in the past.13

Th e cases examined should provide a message of some optimism, as their experiences 
make clear that it is not necessary to have all the required elements of good governance in place 
before sustained growth can be initiated. Countries need not fi rst go through a long process of 
institutional reform before growth results may become visible. Th e reforms need not even be 
comprehensive, but they do need to be able to unlock economic potential previously blocked by 
inadequate rules and regulations.

13 World Bank (2005b) emphasized the need for policy diversity and for selective and modest reforms.
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Sources of growth failures

Growth failures in the 
past 50 years: overview

While other chapters in this publication have analysed some of the macroeconomic and struc-
tural characteristics of economies that can account for their slow growth, the emphasis in the 
present section will be on the role of governance and institutions in explaining growth failures. 
To illustrate the extent of the failure of societies to grow, table V.1 gives data for those countries 
that saw a long-term slide in living standards, as measured by a fall in real income per head over 
seven consecutive years or more.

Th e table shows that countries that suff ered from such growth failures were at all 
levels of development, some of them being oil producers with relatively high levels of income. 
Many fuel- and mineral-rich countries had failed to turn this wealth into assets, including human 
capital, that would have provided a supplementary or alternative long-term source of growth. 
However, on the whole, countries that faced growth failures tended to be poor, to be located in 
certain regions of the world (in particular sub-Saharan Africa and Latin America), to be con-
fl ict-ridden and/or to be dependent on primary commodity exports, as analysed in chapter I.14 
Growth collapses also occurred elsewhere, but those with more diversifi ed economies did not 
usually end up having become full-fl edged growth failures (see the discussion in chaps. I and III). 
It should be noted in this respect that several economies with a heavy dependence on commodi-
ties can still be highly diversifi ed and less liable to a growth collapse. Examples are Brazil, Chile, 
Indonesia and Malaysia which have important mineral as well as agricultural sectors.

Th e growth collapses in many countries that are highly dependent on commodities 
have given rise to a belief in the “natural resource curse”, according to which countries that are 
heavily reliant on resources are likely to grow more slowly than other countries. Several reasons 
have been advanced for this phenomenon—the deterioration in the terms of trade of commodi-
ties as against manufactures; the volatility of commodity prices which makes investment plan-
ning diffi  cult and discourages investment because of the risk and sunk costs; the Dutch disease, 
whereby a boom in a resource sector renders other industries unprofi table; and rent-seeking, 
whereby economic agents pursue short-term objectives to extract monopoly profi ts, rather than 
attempt to invest in the long-term future of the industry. Such rent-seeking is made easier in 
cases where the commodity is a “point resource”, that is to say, one (like a mine or oil well) lo-
cated in a specifi c area, rather than a “diff use resource” (like wheat), which is one produced over 
a large area.

As the recent surge in demand for commodities, in particular to fuel China’s eco-
nomic expansion, could have major benefi ts for commodity producers (see chap. I), it is par-
ticularly important to judge whether the natural resource curse can be avoided by appropriate 
policies and institutional changes, enabling natural resource-rich countries to attain fast and 
sustainable growth. Th at the curse could be avoided was the opinion of the report of the Com-
mission for Africa (2005) which stressed the following:

Slow growth is, however, not an unavoidable outcome for developing countries with 
abundant natural resources. Th e experiences of Botswana and South Africa show 
that, when the right set of policies is in place, natural resources can be a source of 
prosperity, not necessarily a ‘curse’. Other resource-rich countries in Africa could 

14 See also Reddy and Minoiu (2005) for a similar fi nding.
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achieve similar success if they pursue prudent management of the resource fl ows from 
their wealth Th e experiences of South Asian and Latin American countries suggest 
that, given the right set of policies, commodity-dependent African countries have, 
like them, the potential to diversify and upgrade their agriculture to achieve rapid 
growth. One possibility for these countries is to move towards commodity-based 
export-oriented industrialization (as in the case of Indonesia or Malaysia) or diversify 
within the primary sector itself (such as in Chile, Costa Rica or Colombia).

Furthermore, in the nineteenth century, resource-rich countries such as the United States and 
Australia, as well as the Scandinavian countries, had achieved sustained growth and large in-
creases in living standards as a result of their thriving agricultural, forest and mineral industries. 

Table V.1.
Countries with at least seven consecutive years of  decline in real per capita income, 1950-2001

Region and country Period of decline

Real GDP per capita 
in the fi rst year

of decline

Real GDP per capita 
in the last year 

of decline Percentage 
decline in period

Total number of 
years of negative 
growth between 
1950 and 2001a(1990 international Geary-khamis dollars)

Africa

Cameroon 1986-1994 1 695 978 42.3 11
Côte d’Ivoire 1985-1994 1 798 1 214 32.5 23
Democratic Republic of the Congo 1974-1983 842 587 30.2

32
1986-2001 598 202 66.2

Djibouti 1984-1998 1 802 1 092 39.4 29
Liberia 1979-1989 1 230 889 27.7 26
Libyan Arab Jamahiriya 1979-1995 7 565 2 321 69.3 25
Madagascar 1971-1978 1 246 1 007 19.2

26
1979-1988 1 076 784 27.2

Namibia 1981-1988 4 159 3 478 16.4 14
Sao Tome and Principe 1985-2000 1 486 1 226 17.5 25
United Republic of Tanzania 1976-1985 620 519 16.3 24
Uganda 1971-1980 871 577 33.7 21

Latin America and Caribbean

Bolivia 1978-1986 2 715 2 074 23.6 17
Cuba 1957-1965 2 406 1 988 17.4 20
Haiti 1980-1994 1 304 753 42.3 29
Jamaica 1973-1980 4 130 3 121 24.4 17
Nicaragua 1983-1993 2 169 1 308 39.7 22
Venezuela 1977-1985 11 251 8 521 24.3 23

Western Asia

Iraq 1979-1986 6 756 3 759 44.4 22
Qatar 1980-1991 29 552 6 467 78.1 30

Source: UN/DESA, based on Maddison (2001).
a Meaning the total number of years in which income per head was less than in the previous year, which  do not therefore represent a period of uninterrupted 

decline.
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Institutional aspects of the failure to grow
One of the most important ways to avert the realization of the natural resource curse is to prevent 
rent-seeking behaviour, by ensuring that the resources in question are produced by effi  cient and 
reputable operators and turned into wealth that accrues both to the producers and to the Gov-
ernment in the form of taxes and (if the Government has a stake in the operations) of dividends. 
Furthermore, the revenues accruing to the Government should be monitored in a transparent 
fashion and used wisely in the country’s long-run interest. In this connection, the Extractive 
Industries Transparency Initiative and the “Publish What You Pay” campaign are designed to 
inform debate and to lead to a better distribution of the wealth generated by the mineral industry 
in such a way as to foster social cohesion and avoid possible confl icts. 

Under effi  cient producers, exploitation of a natural resource can be highly profi table, 
yielding a large diff erence between its price and the cost of production (see United Nations Con-
ference on Trade and Development, 2005a, pp. 124-126). It is therefore in the Government’s in-
terest to establish mutually benefi cial relationships with commercially-driven enterprises that can 
exploit the country’s resources profi tably and effi  ciently. Th is can be a painstaking and diffi  cult 
process, often requiring considerable administrative capabilities on the part of the Government, 
but the results can be highly benefi cial to both parties, as attested by the relationship between De 
Beers and the Government of Botswana.

Many countries prefer to maintain a strong presence of State-owned enterprises, 
sometimes associated or coexisting with private fi rms, in the exploitation of their mineral or 
oil and gas resources. Th ese include countries that are widely believed to have highly liberalized 
economies, such as Chile, where CODELCO, the highly effi  cient State-owned copper company 
and a world leader, coexists with private sector copper enterprises. It is then crucial to establish 
institutional rules that allow these fi rms to operate with high technical standards and administra-
tive independence.

In other commodity industries, particularly agriculture, the need is not so much 
to attract new entrants as to provide suffi  cient incentives and support to existing producers. 
Much of the failure of poor countries to grow, especially in Africa, was due to the direction 
of insuffi  cient attention to the development of their agricultural resources (Collier and Gun-
ning, 1999). Often it was thought that industrialization could be facilitated by using the funds 
available from the agricultural marketing boards that had survived independence and whose 
proceeds were not ploughed back into increased earnings for farmers or the improvement of the 
agricultural sector, particularly through research and development. To pay insuffi  cient attention 
to agriculture was to ignore the fact that the industrialization of many of the existing developed 
countries and of the earlier globalizers (examined above) had been possible only because of their 
fi rm agricultural base.

Even with the most effi  cient producers’ being engaged in developing a country’s 
natural resources and being provided with the appropriate incentives for doing so, there is one 
feature of mineral and agricultural commodity price markets alike that can hardly be eliminated: 
their extreme volatility, with price variations of over 30 per cent a year. Inasmuch as the mineral 
industry, especially fuel, is highly capital-intensive, relying on immovable assets for its profi t-
ability and employing relatively few people, it can provide the bulk of a nation’s taxable income. 
Whereas in a diversifi ed economy the mineral industry will supply only a relatively small part of 
government revenues, in some of the developing countries over 50 to as much as 90 per cent of 
government revenue can come from extractive industries (United Nations Conference on Trade 
and Development, 2005a, table 3.5). 
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With government and export revenues highly reliant on the proceeds from one in-
dustry, eff ective planning of government expenditures becomes a key to mitigating the conse-
quences of fl uctuations, as described in chapter IV. Moreover, stabilization funds can be used 
to smooth government revenue fl ows: funds can accumulate during the boom periods to be 
drawn down to support government programmes during the period of low prices. However, the 
pursuit of such counter-cyclical policies is diffi  cult in poor countries with limited administrative 
abilities. Indeed, the success of stabilization funds requires strong governance and institutional 
arrangements (Davis and Tilton, 2005, p. 238). Such funds have proved successful in a country 
like Botswana (see chap. IV) which generally is considered to have well-functioning institutions. 
Such prudent counter-cyclical policies are easier to pursue in a country with strong institutions 
where the authorities are able to set aside funds during boom years. In countries with weak in-
stitutions, where there is a disconnect between the leaders and the citizenry, hence no common 
understanding of the need for prudent management of income surges, the tendency will be to 
spend the revenues coming in from a boom and to borrow to maintain expenditures after the 
boom has ended, often resulting in debts that are diffi  cult to repay (for a fuller discussion of 
counter-cyclical policies, see chap. IV).

Governance, civil strife 
and confl ict management

Th e failure of institutions to function properly and to resolve the many internal non-violent 
confl icts to which all societies are subject is most evident in those countries where confl ict has 
erupted into civil war. In this context, the institutions that failed were more those promoting 
social cohesion than the ones established for the purpose of creating markets.

After 1946, the peak in the number of armed confl icts had been reached in 1991-
1992, after which there was a decline, with many long-running confl icts coming to an end. How-
ever, since the end of the cold war in 1989, there have been 118 confl icts in 80 locations, and 
so confl ict continues to exert a major infl uence on country and regional economic performance 
(Murshed, 2006, p. 11). Most wars are now internal confl icts taking place in poor countries. 
Th ese confl icts, which can extend over long periods of time, have heavy immediate and long-
term economic costs. For instance, during a war, the growth rate is typically reduced by about 
2 per cent. Losses can continue after the war, as people may continue to move their money out 
of the country owing to perceived high risks of future confl ict (Collier, 2006, p. 10). About half 
of the confl icts are renewed during the fi rst fi ve post-war years. During a confl ict, much of the 
infrastructure, including roads, railways, schools, hospitals and power plants, is destroyed, either 
through direct military action or through lack of maintenance. Th e number of lives lost during a 
confl ict is typically much greater than the number of direct military casualties and includes lives 
cut short because of famine or the failure to deliver medical services. Moreover, warfare destroys 
social capital, which is much harder to rebuild than physical capital. Warfare also diverts eff orts 
from productive economic activity to rent-seeking, violence and illegal activity, including illicit 
drugs, which have been used to help fi nance some confl icts. Normal economic activity breaks 
down during a confl ict, as often the situation is not even secure enough to permit planting for 
the next year’s harvest. Th e educated class will leave their homeland and many children will not 
go to school. Indeed, the subsequent further impoverishment of the country due to confl ict helps 
breed ready recruits, even among children, for those benefi ting from the confl ict, the so-called 
confl ict entrepreneurs.
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In addition, warfare in one country inevitably has repercussions on other coun-
tries, through the displacement of refugees, through the destruction of infrastructure needed for 
domestic production and for export (for example, during the confl ict in Angola, the Benguela 
railway which had served the mining industry of Central Africa, was closed) and through the 
deterring of domestic and foreign investors who judge the overall climate to be unfavourable 
for making commitments. Th ese regional eff ects will cause growth rates to converge downward. 
All regions, including Europe, have witnessed confl icts, but recently the regional dimension is 
perhaps most apparent in Africa, which until recently has seen declining growth rates and a lack 
of interest by foreign investors, as attested by the continent’s small share in global FDI fl ows and 
by the fact that about 40 per cent of African savings are kept outside the continent, as compared 
with just 6 per cent for East Asia and 3 per cent for South Asia (Commission for Africa, 2005, p. 
26). For these reasons, the full economic eff ects of civil wars are diffi  cult to assess, but can hardly 
be overestimated (Murshed, 2002, p. 388).

One measure of the results of confl ict—and also of domestic human rights viola-
tions—is the number of internally displaced persons. In December 2005, it was estimated that 
the global total of such persons amounted to 23.7 million (Norwegian Refugee Council, 2006). 
Some 50 countries across Africa, the Americas, Asia, Europe and the Middle East were aff ected 
by confl ict-induced internal displacement in 2005. Th e human suff ering caused by such displace-
ment is incalculable as are the pure economic losses (arising from the fact that the victims are not 
as gainfully employed as they would be if they were able to enjoy stable, secure and settled lives).

In a sample of 17 countries that had been subject to internal confl ict, those with a 
manufacturing or diff use commodity base tended to maintain positive growth over time, while 
those with point source resources, such as alluvial diamonds or timber, tended to show a decline 
in output (Murshed, 2006, table 4). Declines in output, leading to increases in poverty, heighten 
the inequalities within society, breed grievances and enhance horizontal inequality. As horizontal 
inequalities within society have been found to constitute a fertile breeding ground for confl icts, 
there is a linkage among growth failures, confl ict and resources. Th is linkage can be broken by 
governance and institutional arrangements that help turn natural resource endowments into a 
source of long-term growth. 

Th e steady building of institutions for confl ict management strengthens what may 
be described as the social contract, will serve to diminish the risk of confl ict and will help pave 
the way towards more sustained growth. Violent confl ict is unlikely to take hold if a country 
has a framework of widely agreed rules, both formal and informal, that govern the allocation of 
resources, including resource rents, and the peaceful settlement of grievances. Such a viable social 
contract can be suffi  cient to restrain, if not eliminate, opportunistic behaviour such as large-scale 
theft of resource rents, and the violent expression of grievances.

Th e principles that apply in a post-confl ict situation are similar to those that apply 
in peaceful confl ict resolution. Th ere is a need to build those institutions and governance prac-
tices that will convince the population that the benefi ts of growth and wealth creation will be 
fairly shared and thus that long-term investment is viable. Reducing poverty is one of the essen-
tial tasks in any post-confl ict situation; and in many poor countries, this can be most eff ectively 
accomplished by the revitalization of the agricultural sector. Selective policies of subsidies to 
productive sectors might have to be instituted to encourage long-term investment and thereby 
reignite the growth process (Murshed 2001).

Economic growth helps reduce confl ict risk in several ways. By decreasing poverty 
and providing employment opportunities, it breeds fewer ready recruits for confl ict entrepre-
neurs. It can lower inequality and so reduce horizontal inequality. By creating denser sets of in-
teractions between economic agents, economic growth produces a situation where there is more 
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to lose from engaging in confl ict, which can help improve institutional functioning, creating 
better chances of peaceful confl ict resolution, and may even lead to the emergence of high-qual-
ity and endogenous democracy. Th ese benefi ts of growth have been particularly noted in African 
countries that have emerged from confl ict and are progressing towards sustained growth and the 
building of strong democratic institutions.

Growth itself is not enough, however, for there should be an active policy to promote 
social cohesion among all groups and, in particular, to lessen inequality, especially horizontal in-
equality. Investment should also be directed towards human capital and infrastructure in order 
to make the growth sustainable. In countries where much of government revenue comes from 
natural resource rents, fi scal and budgetary institutions that are open and transparent should be 
put in place to ensure that there is no siphoning off  of revenues and windfalls by ruling elites. In 
sum, it is through improvements in institutions and governance that the resource curse can be 
averted and resources turned, instead, into a vehicle for growth, poverty reduction and confl ict 
prevention.

Conclusion

Good governance and sound institutions can provide the environment in which decisions on 
long-term investment in both human and physical capital, essential for economic growth, can 
be made. Th e advanced countries have developed, over time, an intricate governance and insti-
tutional structure to assist in achieving economic growth and have used it to build strong and 
cohesive societies. As described in this chapter, the foundation of such a system must be rooted 
in a shared concept of justice: citizens must believe that they are being treated fairly, that changes 
would be made to the laws and regulations to remove any perceived injustices, and that the 
country is moving in the right direction. With such confi dence, economic activity and especially 
investment will be encouraged. 

Th e sense that the changes being made constitute steps in the right direction can 
sometimes be created by fairly minor changes in existing governance structures. Th is can have 
profound results as long as the perception exists that there will be further changes and that those 
changes will be steps in the same direction, as was best shown in the case of China described 
above. Having established the perception that they are moving in the right direction, countries 
can also initiate numerous changes in governance structure.

Th ere is, therefore, no justifi cation for the pessimistic belief that certain countries 
will remain mired in low growth and shackled with institutions that impede their growth. Sus-
tained growth is indeed possible with initially imperfect institutions; what is important is that 
the Government itself be credible in its commitment to making the changes that will remove 
institutional obstacles to growth (Johnson, Ostry and Subramanian, 2006).

Th e description of the origins of growth failures in many poorer countries, par-
ticularly in Africa, has stressed institutional factors, thereby providing not only an explana-
tion of what caused economic decline, but also guidelines on how to achieve sustained growth. 
Sustained growth is achievable through a careful reform of institutions so that what may be 
considered to be a just society can be created—one in which the benefi ts of growth are felt to be 
shared justly and where the incentives for legitimate economic activity are encouraged and those 
for rent-seeking are removed. Th is is a complex and diffi  cult undertaking: although some general 
principles can be laid down, there is no one set of institutions that can be readily adopted to en-
sure this outcome. What is required is that all sectors of society be involved in the eff ort to build 
new and vigorous institutions. Th at an undertaking is too complicated and wide-ranging to be 
undertaken by one single authority is a fact that is widely appreciated at the present time. 
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Th e challenge for many developing countries is to put in place those participatory 
institutions that will allow all segments of society to feel that the fruits of the nation’s wealth and 
the industry of its citizens are being put to good use and that the benefi ts of this wealth are being 
distributed appropriately.

Th is challenge is doubly important for poor countries with weak institutions in 
which signifi cant fuel and mineral deposits are found. Th e very wealth that is producible in a 
short period of time by their exploitation can exacerbate social confl icts, as its distribution—par-
ticularly between the central authorities and the local interests where the deposit is located—can 
be a source of contention. If strong institutions are not in place to resolve these issues right at 
the start of exploitation, separatist violence can erupt and, in general, existing diff erences within 
society can be heightened if it is felt that the wealth is not being distributed justly. One of the 
major research fi ndings has been that this particular manifestation of the resource curse can be 
averted if countries have strong institutions.

For the international community, this fi nding has particular relevance to countries 
that are emerging from confl ict or have become “failed States”. In most cases, the most important 
consideration is to foster the resumption of economic activity, which usually means the revival 
of the agricultural sector. As demonstrated throughout the chapter, a solid agriculture sector is 
usually essential for subsequent economic development, as it will encourage further investment 
in that sector and raise farmers’ incomes so that their own demand as directed towards the rest 
of the economy will increase. A prosperous agricultural sector can show that growth is indeed 
shared and so can help create a stable and just society. With economic growth comes the oppor-
tunity to adjust institutions and improve governance so that a virtuous circle is created.

Th e international community has also assigned a central importance to improving 
governance in its eff orts to achieve the Millennium Development Goals. Governance issues are 
assuming an increasing weight in bilateral and multilateral lending programmes, and the ques-
tion how to monitor progress is receiving greater attention. Eff orts to improve governance are 
recognized as necessitating a long-term engagement between development partners. For instance, 
the achievement of a “good enough” administrative budget system is feasible when a country is 
determined to build one, but this takes between 5 and 10 years (World Bank and International 
Monetary Fund, 2006, p. 21).

All parties acknowledge in their steps toward greater mutual accountability that the 
stakes are very high, as confi dence that the mutual accountability process is yielding benefi ts 
in terms of improved governance can assist the scaling up of fl exible offi  cial development assis-
tance (ODA) to achieve the Millennium Development Goals. In this scaling-up process, eff orts 
should be made to improve governance through actions aimed at remedying specifi c defi ciencies 
rather than through the attachment of conditions to aid that are based upon global measures of 
governance which, as analysed earlier, are highly subjective and riddled with serious conceptual 
problems. International support in this area should be directed towards improving specifi c areas 
of governance weaknesses, such as public budget and administrative management systems. Help 
should also be given in supporting or developing institutions that create and support fair mar-
kets, that enhance growth, that manage confl icts over the distribution of the benefi ts of growth, 
especially in the case of natural resources, and that in general promote social cohesion. Imposing 
on aid-recipient countries wide-ranging conditionality based on global governance measures 
should be avoided, as these measures have serious limitations.
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Annex table A.1.
Decomposition of international inequality (Theil coeffi cient) by region, 1960, 1980 and 2000

All economies All economies (without China)

Contribution to overall inequality 1960 Contribution to overall inequality 1960

Between 
regions Within regions Total

Between 
regions Within regions Total

Developed countries 0.61 0.04 0.65 0.52 0.04 0.57
Eastern Europe 0.04 0.00 0.04 0.01 0.00 0.01
Latin America 0.01 0.01 0.02 -0.01 0.01 0.00
East Asia (15 larger economies)a -0.17 0.00 -0.16 -0.11 0.00 -0.11
Rest of East Asia -0.01 0.00 -0.01 -0.01 0.00 -0.01
Western Asia 0.00 0.00 0.00 -0.01 0.00 0.00
Africa -0.03 0.01 -0.03 -0.04 0.01 -0.04
Former USSR .. .. .. .. .. ..
Total inequality 0.45 0.07 0.51 0.35 0.07 0.42

Contribution to overall inequality 1980 Contribution to overall inequality 1980
Developed countries 0.67 0.01 0.69 0.60 0.01 0.61
Eastern Europe 0.04 0.00 0.04 0.02 0.00 0.02
Latin America 0.01 0.01 0.02 0.00 0.01 0.00
East Asia (15 larger economies)a -0.18 0.02 -0.16 -0.13 0.02 -0.11
Rest of East Asia -0.01 0.00 -0.01 -0.01 0.00 -0.01
Western Asia 0.01 0.01 0.01 0.00 0.01 0.01
Africa -0.04 0.01 -0.03 -0.05 0.01 -0.04
Former USSR .. .. .. .. .. ..
Total inequality 0.51 0.05 0.56 0.42 0.05 0.48

Contribution to overall inequality 2000 Contribution to overall inequality 2000
Developed countries 0.69 0.01 0.70 0.72 0.01 0.73
Eastern Europe 0.00 0.00 0.00 0.00 0.00 0.00
Latin America 0.00 0.01 0.00 -0.01 0.01 -0.01
East Asia (15 larger economies)a -0.17 0.05 -0.13 -0.14 0.05 -0.09
Rest of East Asia -0.01 0.00 -0.01 -0.01 0.00 -0.01
Western Asia 0.00 0.00 0.00 -0.01 0.01 0.00
Africa -0.05 0.01 -0.04 -0.06 0.01 -0.05
CIS -0.01 0.00 -0.01 -0.02 0.00 -0.02
Total inequality 0.45 0.08 0.53 0.48 0.09 0.56

Source: UN/DESA, based on Maddison (2001).
Notes: To avoid having end-years as outliers, fi ve-year averages were used  for both GDP and population, that is to say, for 1960, the average was taken for the 
period 1958-1962; for 1980, for the period 1978-1982; and for 2000, for the period 1998-2001 (2001 was the latest available observation year).
             Country groupings as specifi ed in Maddison (2001).
a China, India, Indonesia, Philippines, Republic of Korea, Taiwan Province of China, Thailand, Bangladesh, Hong Kong Special Administrative Region of China, 

Malaysia, Myanmar, Nepal, Pakistan, Singapore and Sri Lanka.
Methodology note: Income (GDP) is expressed in 1990 Geary-Khamis constant dollars. The Theil coeffi cient is a measure of inequality based on information theory 
(general entropy). If all countries (or individuals) had the same per capita income, the Theil index would be equal to zero. The Theil index compares the income share 
of a country or individual with its population share. When all income is received by one country (or individual), then the Theil index assumes the value of log N, 
where N is the number of countries or individuals. The advantage of the Theil index over several other inequality measures (such as the Gini coeffi cient) is that it is 
easily decomposable and can show how much different subgroups of countries or individuals contribute to overall inequality and is also addititive for the components 
attributable to between- and within-group differentials. In the above decomposition only international inequality is considered, that is to say, income inequality 
between and within groups of countries. No account is taken of within-country inequality.

The numbers in the table confi rm that most of world income is earned within the developed world (an average of 52 per cent for 1998-2001) despite the fact that 
it encompasses only 14 per cent of world population. As a result, inequality between developed regions and the rest of the world has contributed most to global 
income inequality. Over time an increasing share of world income in developed countries, despite a reduction of their share in world population, has led to a rise 
in their contribution to growing global inequality. Overall, the contribution of inequality within regions to international inequality is small. Because of their larger 
income shares, the developed countries and, from 1980, the larger countries in developing Asia have carried the weight of the contribution of intraregional inequality 
to world inequality. Within the developed-country region, convergence has taken place as is attested by the lower contribution of within-region income differences. 
The larger countries in East and South Asia, in contrast, have shown some tendency towards divergence, though the contribution to international inequality as 
measured by the Theil index remains small.
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Annex table A.2.
Decomposition of developing world inequality (Theil coeffi cient) by region, 1960, 1980 and 2000

All developing economies All developing economies (without China and India)

Contribution to overall inequality 1960 Contribution to overall inequality 1960

Between 
regions Within regions Total

Between 
regions Within regions Total

Eastern Europe 0.31 0.01 0.32 0.24 0.01 0.25
Latin America 0.15 0.02 0.17 0.10 0.03 0.13
East Asia (15 larger economies)a -0.20 0.01 -0.19 -0.10 0.01 -0.09
Other East Asia and South Asia -0.01 0.00 -0.01 -0.02 0.00 -0.02
Western Asia 0.03 0.01 0.04 0.01 0.01 0.02
Africa -0.03 0.01 -0.01 -0.07 0.02 -0.06
Former USSR .. .. .. .. .. ..

Total inequality 0.25 0.06 0.32 0.17 0.07 0.24

Contribution to overall inequality 1980 Contribution to overall inequality 1980

Eastern Europe 0.27 0.00 0.27 0.20 0.00 0.20
Latin America 0.17 0.01 0.19 0.11 0.02 0.13
East Asia (15 larger economies)a -0.20 0.05 -0.15 -0.09 0.04 -0.05
Other East Asia and South Asia -0.01 0.00 -0.01 -0.02 0.00 -0.02
Western Asia 0.07 0.01 0.08 0.05 0.01 0.06
Africa -0.04 0.02 -0.02 -0.08 0.02 -0.06
Former USSR .. .. .. .. .. ..

Total inequality 0.26 0.09 0.36 0.17 0.10 0.27

Contribution to overall inequality 2000 Contribution to overall inequality 2000

Eastern Europe 0.02 0.00 0.03 0.03 0.01 0.03
Latin America 0.11 0.01 0.12 0.13 0.02 0.14
East Asia (15 larger economies)a -0.04 0.10 0.05 0.02 0.12 0.14
Other East Asia and South Asia -0.01 0.00 -0.01 -0.02 0.00 -0.02
Western Asia 0.04 0.01 0.05 0.05 0.01 0.07
Africa -0.05 0.02 -0.04 -0.10 0.03 -0.07
Former USSR 0.02 0.00 0.02 0.01 0.01 0.02

Total inequality 0.08 0.15 0.23 0.12 0.19 0.31

Source: UN/DESA, based on Maddison (2001).
Notes: To avoid having end-years as outliers, fi ve-year averages were used  for both GDP and population, that is to say, for 1960, the average was taken for the 
period 1958-1962; for 1980, for the period 1978-1982; and for 2000, for the period 1998-2001 (2001 was the latest available observation year).
             Country groupings as specifi ed in Maddison (2001).
a China, India, Indonesia, Philippines, Republic of Korea, Taiwan Province of China, Thailand, Bangladesh, Hong Kong Special Administrative Region of China, 

Malaysia, Myanmar, Nepal, Pakistan, Singapore and Sri Lanka.
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Annex table A.3.
Exports share of selected country groupings in exports of developing 

countries, by category of products, 1962-1965 to 1995-2000

Percentage

Product category
1962-
1965

1965-
1970

1970-
1975

1975-
1980

1980-
1985

1985-
1990

1990-
1995

1995-
2000

Sub-Saharan Africa

Primary products 9.6 9.7 9.6 10.1 7.7 6.2 5.1 5.2
NRB manufactures 9.0 7.8 6.6 5.3 3.7 3.1 2.9 2.2
LT manufactures 0.5 0.8 0.8 0.8 0.5 0.6 0.5 0.4
MT manufactures 1.5 1.3 1.1 0.8 0.6 0.4 0.2 0.1
HT manufactures 1.8 1.2 0.6 0.8 0.4 0.2 0.1 0.1

Latin America

Primary products 37.6 37.5 35.9 38.9 39.8 36.4 35.6 36.4
NRB manufactures 29.5 28.6 30.9 29.5 29.9 24.7 23.4 23.6
LT manufactures 6.4 8.2 10.4 10.7 10.0 8.6 8.5 10.2
MT manufactures 9.6 9.9 15.6 18.3 19.6 18.6 18.6 20.8
HT manufactures 26.8 30.4 25.5 18.7 14.0 9.4 7.3 8.6

South Asia

Primary products 8.5 6.3 5.8 5.3 5.2 5.4 4.9 5.5
NRB manufactures 7.3 6.2 4.6 4.3 4.3 5.6 5.8 6.0
LT manufactures 29.1 20.8 12.3 8.2 6.5 6.2 6.2 6.1
MT manufactures 4.5 6.1 4.4 3.1 1.6 1.4 1.6 1.6
HT manufactures 5.0 3.7 1.9 1.1 0.7 1.0 0.5 0.5

China

Primary products 3.1 4.1 4.8 4.1 6.7 10.2 10.0 9.2
NRB manufactures 1.9 2.5 2.5 2.5 4.4 6.4 8.2 10.2
LT manufactures 9.1 9.3 8.4 7.7 12.4 19.6 32.3 37.7
MT manufactures 5.0 5.0 4.6 3.2 5.4 8.6 13.2 16.3
HT manufactures 2.8 3.1 2.2 1.5 2.2 4.9 10.0 15.1

Newly industrialized 
economies and 
South-East Asia

Primary products 16.8 15.1 16.0 20.7 21.3 22.1 23.4 20.4
NRB manufactures 21.5 23.1 27.3 32.5 32.8 34.2 36.6 32.2
LT manufactures 31.4 36.7 44.4 54.6 58.0 54.7 41.5 32.4
MT manufactures 15.3 17.5 25.9 40.3 42.5 46.1 50.8 42.6
HT manufactures 24.2 35.6 52.2 59.8 66.1 72.3 76.7 69.4

Middle East and 
Northern Africa

Primary products 7.6 8.6 9.4 7.0 6.5 6.4 6.1 5.9
NRB manufactures 9.0 6.9 6.6 7.1 7.6 9.5 8.3 8.9
LT manufactures 7.0 7.9 8.2 6.8 4.8 3.9 3.8 3.8
MT manufactures 6.9 8.4 10.9 9.5 6.9 6.1 4.7 4.3
HT manufactures 6.9 5.6 4.8 5.0 4.6 3.3 2.6 2.4

Central and Eastern 
Europe

Primary products 3.0 4.2 4.9 4.1 4.1 4.6 4.8 4.7
NRB manufactures 8.4 8.2 7.6 6.8 6.6 6.3 6.8 7.9
LT manufactures 12.1 12.5 12.7 9.5 6.7 5.1 5.5 6.9
MT manufactures 26.1 28.9 23.2 16.1 15.4 11.4 6.5 9.6
HT manufactures 18.1 12.9 7.0 4.4 5.4 4.6 1.6 2.8
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Annex table A.3 (cont’d)

Product category
1962-
1965

1965-
1970

1970-
1975

1975-
1980

1980-
1985

1985-
1990

1990-
1995

1995-
2000

CIS

Primary products 2.6 3.7 4.2 3.2 3.3 4.2 6.6 9.8
NRB manufactures 6.6 8.5 7.2 7.0 6.7 6.9 5.4 7.2
LT manufactures 3.1 2.6 1.8 0.8 0.5 0.5 0.8 1.7
MT manufactures 27.1 20.4 11.9 6.6 5.5 5.7 4.1 4.3
HT manufactures 12.6 5.8 4.5 6.7 3.6 2.7 0.8 0.9

Least developed 
countries not
included above

Primary products 11.0 10.7 9.1 6.2 4.8 4.1 3.3 2.6

NRB manufactures 6.7 8.0 6.4 4.5 3.7 3.2 2.4 1.8
LT manufactures 1.0 0.8 0.6 0.7 0.6 0.4 0.3 0.5
MT manufactures 3.3 1.5 1.5 0.9 0.8 0.7 0.2 0.2
HT manufactures 1.0 0.5 0.5 1.3 1.2 0.5 0.1 0.1

Memo items: 
All products

Sub-Saharan Africa 8.1 7.4 6.1 5.3 3.2 2.1 1.3 1.0
Latin America 30.9 29.4 27.9 26.9 24.3 19.1 16.5 16.8
South Asia 10.2 8.2 6.4 5.2 4.3 4.3 3.9 3.5
China 3.4 4.4 4.7 4.3 7.2 11.5 17.4 20.2
Newly industrialized 
economies and 
South-East Asia 19.7 20.8 26.4 35.6 40.8 45.3 46.9 43.1
Middle East and 
Northern Africa 7.9 8.0 8.4 7.2 6.2 5.7 4.8 4.4
Central and 
Eastern Europe 6.5 7.9 8.7 7.4 7.4 6.5 5.1 6.3
CIS 4.8 5.8 5.3 4.2 3.7 3.7 3.0 3.7
Least developed 
countries not 
included above 8.4 8.0 5.8 3.7 2.5 1.7 1.0 0.7

Source: UN/DESA, based on Feenstra and others (2005).
Abbreviations: NRB, natural resource-based; LT, low-tech; MT, medium-tech; HT, high-tech.
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Annex table A.4.
Fast-growing exports in world markets, 

by group of products, 1962-1980 and 1980-2000

A. 1962-1980

SITCa Product
Annual average rate of growth

(percentage)

Primary commodities

681 Silver, platinum, etc. 29.1
36 Shellfi sh, fresh, frozen 18.7

271 Fertilizers, crude 18.3
684 Aluminium 17.6
274 Sulphur, unroasted iron pyrites 17.3
685 Lead 17.2

44 Maize, unmilled 16.7
34 Fish, fresh, chilled, frozen 16.3

245 Fuel wood, n.e.s., charcoal 16.0
11 Meat, fresh, chilled, frozen 15.6

Average (above items) 18.3

Natural resource-based manufactures

689 Non-ferrous base metals, n.e.s. 41.2
688 Uranium, thorium, alloys 40.2
289 Precious metals, ores, waste, n.e.s. 30.4
511 Hydrocarbons, n.e.s., derivatives 28.2
111 Non-alcoholic beverages, n.e.s. 23.1
667 Pearl, precious, semi-precious stones 22.6
515 Organo-inorganic compounds, etc. 22.3
514 Nitrogen-function compounds 21.9
288 Non-ferrous metal and scrap, n.e.s. 21.7

61 Sugar and honey 20.8

Average (above items) 27.2

Low-tech manufactures

893 Articles of plastic, n.e.s. 48.1
843 Women’s outerwear not knitted 31.1
844 Undergarments not knitted 24.7
821 Furniture, parts thereof 23.0
898 Musical instruments and parts 21.0
691 Structures and parts, n.e.s. 20.9
848 Headgear, non-textile clothing 20.8
842 Men’s outerwear not knitted 20.6
831 Travel goods, handbags 20.5
851 Footwear 19.6

Average (above items) 25.0
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Annex table A.4 (cont’d)

SITCa Product
Annual average rate of growth

(percentage)

Medium-tech manufactures

714 Engines and motors, n.e.s. 40.2
742 Pumps for liquids, etc. 36.5
583 Polymerization products, etc. 22.8
786 Trailers, non-motor vehicles, n.e.s. 22.5
512 Alcohols, phenols, etc. 21.7
513 Carboxylic acids, etc. 21.4
884 Optical goods, n.e.s. 21.0
582 Products of condensation 20.7
872 Medical instruments, n.e.s. 20.6
266 Synthetic fi bres for spinning 20.6

Average (above items) 24.8

High-tech manufactures

716 Rotating electric plant 924.4
524 Radioactive, etc. materials 44.0
771 Electric power machinery, n.e.s. 33.4
759 Offi ce, ADP machinery parts, accessories 30.1
752 ADP equipment 28.5
761 Television receivers 23.8
776 Transistors, valves, etc. 23.4
718 Other power generating machinery 23.3
774 Electro-medical, X-ray equipment, n.e.s. 20.7
881 Photographic apparatus, equipment, n.e.s. 20.5

Average (above items, excluding SITC 716) 27.5

Memo items:

Annual average rate of growth of world merchandise trade
1962-1980 15.7
1980-2000 5.8
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Annex table A.4 (cont’d)        B. 1980-2000

SITCa Product
Annual average rate of growth 

(percentage)

246 Pulpwood, chips, wood waste 10.3
683 Nickel 9.0
686 Zinc 8.4

34 Fish, fresh, chilled, frozen 8.1
36 Shellfi sh, fresh, frozen 7.9

684 Aluminium 7.7
245 Fuel wood, n.e.s., charcoal 7.2
273 Stone, sand and gravel 6.5
681 Silver, platinum, etc. 6.2
244 Cork, natural, raw, waste 5.7

Average (above items) 7.7

688 Uranium, thorium, alloys 66.7
286 Uranium, thorium ore, concentrates 32.1
689 Non-ferrous base metals, n.e.s. 26.9
111 Non-alcohol beverages, n.e.s. 10.5
514 Nitrogen-function compounds 10.4

98 Edible products, preparations, n.e.s. 9.5
515 Organo-inorganic compounds, etc. 9.1
592 Starch, insulin, gluten, etc. 9.1
664 Glass 8.8
628 Rubber articles, n.e.s. 8.7

Average (above items) 11.6

893 Articles of plastic, n.e.s. 38.6
845 Outerwear knitted, non-elastic 36.0
843 Women’s outerwear not knitted 23.1
846 Undergarments knitted 22.0
844 Undergarments not knitted 21.4
898 Musical instruments and parts 11.0
894 Toys, sporting goods, etc. 10.5
831 Travel goods, handbags 10.4
655 Knitted, etc. fabrics 9.8
821 Furniture, parts thereof 9.7

Average (above items) 19.3
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Annex table A.4 (cont’d)

SITCa Product
Annual average rate of growth 

(percentage)

742 Pumps for liquids, etc. 32.7
714 Engines and motors, n.e.s. 17.1
728 Other machinery for specialized industries 12.7
553 Perfumery, cosmetics, etc. 12.2
872 Medical instruments, n.e.s. 11.2
772 Switchgear, etc., parts, n.e.s. 10.5
773 Electricity distributing equipment 10.3
812 Plumbing, heating, lighting equipment 9.4
783 Road motor vehicles, n.e.s. 9.4
533 Pigments, paints, etc. 9.0

Average (above items) 13.4

771 Electric power machinery, n.e.s. 37.3
716 Rotating electric plant 35.7
759 Offi ce, ADP machinery parts, accessories 35.7
776 Transistors, valves, etc. 17.0
871 Optical instruments 16.2
752 ADP equipment 15.4

764
Telecommunications equipment, parts, 
accessories, n.e.s. 14.0

874 Measuring, controlling instruments 13.5
541 Medicinal, pharmaceutical products 10.8
778 Electrical machinery, n.e.s. 9.6

Average (above items) 20.5

Memo items:

Annual average rate of growth of world merchandise trade
1962-1980 15.7
1980-2000 5.8

Source: UN/DESA, based on Feenstra and others (2005).
Note: Current values.
Abbreviations: n.e.s., not elsewhere specifi ed or included; ADP, automatic data processing.
a Standard International Trade Classifi cation.
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Annex table A.5.
Trade specialization, selected economies, 1962-1980 and 1980-2000

A. 1962-1980

Primary 
products

NRB 
manufactures

LT 
manufactures

MT 
manufactures

HT 
manufactures

Per capita GDP 
average annual 

growth, 1962-1980
(percentage)

HT manufacture exporters 2.8

Singapore -0.5161 -0.0790 0.0521 0.9227 2.7744 7.4
Israel -0.0897 -0.0802 0.0648 0.0461 0.0951 4.2
Mexico -0.9119 -0.0670 0.1255 0.3871 1.4068 3.8
Russian Federation -0.0816 0.0095 -0.0149 -0.1345 0.3472 2.5
Philippines -0.0338 -0.6468 0.0912 0.0157 0.1153 2.4
Gabon 0.0005 -0.0599 0.0000 0.0001 0.0120 2.0
El Salvador -0.0584 0.0025 -0.0038 0.0013 0.0335 1.1
Niger -0.0272 0.0507 0.0000 0.0000 0.4989 -0.9

MT manufacture exporters 3.1

Oman -0.0106 0.0000 0.0003 0.0536 0.0345 7.6
Saudi Arabia -0.0306 0.0036 0.0078 0.4342 -0.0374 6.3
Libyan Arab Jamahiriya -0.0045 -0.0007 -0.0001 0.0531 0.0001 6.2
Hong Kong SARa 0.0012 -0.0250 -1.4322 0.6432 0.1929 6.0
Algeria -0.0016 -0.0393 0.0012 0.0147 0.0005 4.5
Iraq -0.0209 -0.0004 0.0005 0.0201 0.0002 4.2
Brazil -2.1565 0.5868 0.2397 0.8342 0.0648 4.1
Romania -0.1334 -0.2075 0.4226 0.4255 0.0026 4.1
Trinidad and Tobago -0.0024 -0.0278 0.0066 0.0111 0.0005 3.6
Panama -0.0650 0.0284 0.0116 0.1068 -0.0764 3.6
Bulgaria -0.0795 -0.0058 0.0293 0.1274 0.0055 3.4
Costa Rica -0.0473 -0.0011 0.0054 0.0062 0.0022 3.2
Poland -0.0097 -0.3303 0.1318 0.4869 0.0290 3.1
Syrian Arab Republic -0.1394 0.0025 0.0186 0.1664 0.0016 3.0
Jordan -0.0483 0.0047 0.0048 0.0138 0.0038 3.0
Dominican Republic -0.0164 -0.1481 0.0095 0.0751 0.0004 3.0
Congo -0.0025 -0.0118 0.0000 0.0069 0.0001 2.4
Argentina -0.9621 0.0350 0.1083 0.1632 0.0151 2.1
Lebanon -0.0700 0.0151 0.0457 0.1140 -0.0041 1.9
South Africa -0.2897 -0.0625 0.0465 0.0750 0.0196 1.8
Zimbabwe -0.0108 -0.0017 -0.0003 0.0380 0.0000 1.8
Bolivarian Republic of Venezuela 0.0250 -0.1509 0.0011 0.0159 0.0018 0.6
Liberia -0.0034 -0.0679 0.0000 0.0451 0.0000 -0.3
Kuwait -0.0223 -0.0036 0.0521 0.2684 -0.0037 -3.8
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Annex table A.5 (cont’d)

Primary 
products

NRB 
manufactures

LT 
manufactures

MT 
manufactures

HT 
manufactures

Per capita GDP 
average annual 

growth, 1962-1980
(percentage)

LT manufacture exporters 3.2

Republic of Korea -0.1883 -0.2637 1.0627 0.8899 0.5204 7.5
Taiwan Province of China -0.1824 -0.7865 2.7668 0.8594 1.0397 7.4
Thailand -0.5591 0.0135 0.0796 0.0226 0.0347 4.5
Tunisia -0.0535 -0.0489 0.1661 0.0146 0.0001 4.3
China -0.5081 -0.0081 0.9342 0.0000 0.0170 3.7
Egypt -0.1598 0.0062 0.0814 0.0043 0.0005 3.7
Islamic Republic of Iran -0.0756 -0.0024 0.1344 0.0073 0.0008 3.2
Turkey -0.4577 0.0089 0.1580 0.0084 0.0001 3.2
Morocco -0.0706 -0.0500 0.0372 0.0054 0.0003 2.9
Pakistan 0.1078 -0.0569 0.3190 0.0050 0.0000 2.9
Colombia -0.2820 0.0125 0.0319 0.0051 0.0003 2.8
Hungary -0.0582 0.0040 0.0629 0.0144 0.0205 2.6
Czech Republic -0.0072 -0.0215 0.1352 -0.0381 -0.0031 2.3
Uruguay -0.1063 0.0016 0.0934 0.0068 0.0000 1.7
Mauritius 0.0001 -0.1101 0.0190 0.0003 0.0027 1.7
Haiti -0.0181 -0.0203 0.0776 0.0019 0.0216 1.1
Afghanistan -0.0266 -0.0004 0.0167 0.0002 0.0001 -0.2

NRB manufacture exporters 1.7

Malaysia -1.1617 0.8100 0.0198 0.0195 0.6442 4.6
Indonesia -0.6577 0.9411 -0.0028 0.0010 0.0053 3.3
Ecuador -0.0974 0.0163 0.0005 0.0006 0.0000 3.2
Guatemala -0.0736 0.0105 0.0015 0.0037 0.0084 2.6
Albania -0.0096 0.0090 0.0043 0.0008 0.0001 2.5
Cameroon -0.0756 0.0249 0.0004 0.0000 0.0000 2.0
Sri Lanka -0.0925 0.0086 0.0069 0.0002 0.0000 2.0
Honduras -0.0457 0.0140 0.0006 0.0007 0.0000 1.7
Myanmar -0.0603 0.0641 0.0001 0.0001 0.0000 1.7
Cuba -0.0052 0.1295 0.0000 -0.0002 0.0000 1.4
Guinea -0.0027 0.0860 0.0000 0.0000 0.0000 1.3
Chile -0.2673 0.1695 0.0005 0.0024 0.0000 1.3
Peru -0.1385 0.0352 0.0084 0.0029 0.0001 1.3
India -0.2309 0.2093 -0.2026 0.1113 0.0077 1.2
Jamaica -0.0052 0.0747 -0.0007 0.0009 0.0002 0.8
United Arab Emirates -0.0374 0.0119 0.0086 0.0008 0.0044 0.7
Senegal -0.0184 0.0125 -0.0003 0.0016 0.0002 -0.7
Viet Nam -0.0165 0.0056 0.0013 -0.0001 0.0000 -0.9
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Annex table A.5 (cont’d)

Primary 
products

NRB 
manufactures

LT 
manufactures

MT 
manufactures

HT 
manufactures

Per capita GDP 
average annual 

growth, 1962-1980
(percentage)

PP exporters 1.5

Paraguay 0.1304 -0.0755 0.0004 0.0000 0.0000 3.9
Côte d’Ivoire 0.0774 -0.0814 0.0009 0.0013 0.0001 2.6
Nigeria 0.0542 -0.0166 0.0020 0.0008 0.0008 2.6
Burundi 0.0102 -0.0009 0.0000 0.0000 0.0000 2.6
Bolivia 0.0439 -0.1431 0.0002 0.0001 0.0000 2.5
Bahrain 0.0162 -0.0038 0.0033 0.0021 -0.0022 2.3
Rwanda 0.0588 -0.0147 0.0000 0.0000 0.0000 1.8
United Republic of Tanzania 0.1175 -0.0475 0.0028 0.0000 0.0000 1.3
Sierra Leone 0.0086 -0.0280 0.0000 0.0000 0.0000 1.3
Madagascar 0.0267 -0.0113 0.0011 0.0000 0.0000 -0.4
Ghana 0.0969 -0.0284 0.0000 0.0000 0.0000 -1.1
Angola 0.0313 -0.0251 0.0000 0.0001 0.0001 -1.8

No apparent diversifi cation trend 1.0

Yemen -0.0049 -0.0003 0.0002 0.0010 0.0016 4.9
Seychelles 0.0013 -0.0028 0.0000 0.0000 0.0000 3.5
Mongolia -0.0030 0.0002 0.0002 0.0001 0.0000 3.0
Equatorial Guinea 0.0044 -0.0007 0.0000 0.0000 0.0000 2.9
Malawi -0.0310 0.0045 0.0003 0.0001 0.0000 2.8
Kenya -0.0291 -0.0050 0.0045 0.0008 0.0004 2.1
Mauritania 0.0010 -0.0176 0.0000 0.0000 0.0000 2.1
Togo -0.0020 0.0000 0.0000 0.0000 0.0000 2.0
Mali 0.0037 -0.0006 0.0000 0.0000 0.0000 1.9
Ethiopia -0.0130 0.0007 0.0001 0.0000 0.0000 1.9
Guinea-Bissau -0.0010 0.0000 0.0000 0.0000 0.0000 1.6
Gambia -0.0008 0.0007 0.0000 0.0000 0.0000 1.6
Lao People’s  Democratic Republic -0.0008 0.0019 0.0004 0.0000 0.0000 1.3
Benin 0.0019 -0.0022 0.0001 0.0001 0.0000 1.1
Cambodia -0.0026 0.0006 0.0001 0.0002 0.0000 1.0
Nepal 0.0020 -0.0014 0.0004 -0.0001 0.0000 0.2
Burkina Faso -0.0008 0.0000 0.0001 0.0000 0.0000 0.1
Zambia -0.0283 0.0021 0.0000 0.0000 0.0000 0.0
Nicaragua -0.0255 -0.0020 0.0012 0.0045 0.0003 -0.2
Djibouti -0.0041 0.0006 0.0004 0.0010 0.0000 -0.3
Sudan -0.0298 0.0020 0.0000 0.0000 0.0001 -0.6
Mozambique -0.0104 -0.0084 0.0024 0.0015 0.0000 -0.8
Central African Republic -0.0013 0.0026 0.0000 0.0000 0.0000 -0.9
Uganda -0.0052 0.0000 0.0000 0.0000 0.0013 -1.0
Somalia -0.0058 0.0003 0.0000 0.0001 0.0000 -1.4
Chad -0.0040 0.0000 0.0002 0.0000 0.0000 -3.0
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Annex table A.5 (cont’d)      B. 1980-2000

Primary 
products

NRB 
manufactures

LT 
manufactures

MT 
manufactures

HT 
manufactures

Per capita GDP 
average annual 

growth, 1980-2000
(percentage)

HT manufacture exporters 3.8

Republic of Korea -0.0352 -0.0007 -1.5603 1.0785 1.9362 6.4
China -1.4143 -0.3516 -0.2903 1.2522 1.6077 6.0
Taiwan Province of China -0.0458 -0.0876 -1.5764 0.5384 2.5494 5.3
Thailand -1.3038 -0.2161 -0.0212 0.2251 1.1304 4.6
Singapore -0.0563 -0.1249 -0.0679 -0.3213 3.0904 4.6
Malaysia -0.3625 -1.3909 0.0596 0.3097 3.2395 3.9
Hong Kong SARa -0.0010 0.0213 -0.6424 -0.1129 0.5967 3.6
Israel -0.0502 -0.1001 -0.0236 -0.0009 0.2050 1.9
Costa Rica -0.2958 0.0017 0.0147 0.0015 0.0330 1.2
Philippines -0.1276 -0.3013 -0.0638 0.0116 1.8225 0.0

MT manufacture exporters 0.0

Mexico -0.4989 -0.1397 0.1371 1.0430 0.3755 0.7
Panama -0.0106 -0.0052 0.0015 0.0128 0.0006 0.6
Hungary -0.1341 -0.0725 -0.0253 0.1874 0.1185 0.6
Trinidad and Tobago -0.0001 -0.0309 0.0011 0.0103 0.0000 0.5
Argentina -0.6848 0.0657 0.0015 0.0977 0.0005 0.2
South Africa -0.3654 -0.1239 0.0228 0.1415 -0.0012 -0.3
Jordan -0.0277 -0.0005 0.0003 0.0106 0.0010 -0.5
Bolivarian Republic of Venezuela -0.1041 0.0102 -0.0029 0.0532 0.0004 -0.9
Kuwait -0.0007 -0.0039 -0.0013 0.0159 0.0003 -1.3
Liberia -0.0015 -0.0068 0.0000 0.0133 0.0000 -1.5
United Arab Emirates -0.0686 -0.0021 0.0103 0.0174 0.0054 -2.5
Libyan Arab Jamahiriya 0.0004 -0.0062 0.0004 0.0103 -0.0002 -5.5

LT manufacture exporters

Mauritius 0.0001 -0.0353 0.0373 -0.0002 0.0000 4.6
Viet Nam -0.4771 -0.0195 0.2942 0.0113 0.0006 4.4
India -0.2572 -0.0288 0.1113 0.0397 0.0039 3.6
Sri Lanka -0.1107 -0.0076 0.1716 0.0003 0.0008 3.5
Indonesia -1.0284 -0.5122 0.5319 0.1515 0.0910 2.7
Pakistan -0.1221 -0.0008 0.2596 0.0053 0.0000 2.5
Myanmar -0.0063 -0.0431 0.0125 0.0000 0.0000 2.5
Turkey -0.4061 0.0178 0.2589 0.0644 0.0075 2.5
Nepal -0.0009 -0.0002 0.0051 0.0001 0.0000 2.3
Dominican Republic -0.0317 -0.0260 0.1621 0.0034 0.0005 2.2
Tunisia -0.0123 -0.0228 0.1104 -0.0115 0.0011 2.2
Egypt -0.1319 0.0036 0.0590 0.0063 0.0008 1.7
Lao People’s Democratic Republic -0.0005 -0.0168 0.0097 0.0000 0.0000 1.5
Poland -0.2157 0.0199 0.2472 0.0269 -0.0142 1.2
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Annex table A.5 (cont’d)

Primary 
products

NRB 
manufactures

LT 
manufactures

MT 
manufactures

HT 
manufactures

Per capita GDP 
average annual 

growth, 1980-2000 
(percentage)

Cambodia -0.0194 -0.0048 0.0666 0.0000 0.0000 1.1
Colombia -0.5507 0.0271 0.0295 0.0284 0.0010 0.9
Morocco -0.2085 -0.0298 0.1037 0.0022 0.0080 0.8
El Salvador -0.1214 0.0001 0.1183 0.0000 -0.0009 0.7
Syrian Arab Republic -0.0232 -0.0005 0.0052 -0.0001 0.0000 0.7
Jamaica 0.0001 -0.0957 0.0175 0.0014 0.0000 0.6
Albania -0.0023 -0.0040 0.0157 -0.0003 0.0000 0.6
Czech Republic 0.0037 0.0878 0.2209 -0.4605 -0.0083 0.4
Honduras -0.2374 -0.0066 0.1850 0.0000 0.0000 0.1
Guatemala -0.2191 0.0003 0.0770 -0.0001 0.0000 -0.4
Bulgaria 0.0130 0.0069 0.0415 -0.0318 -0.0051 -0.6
Romania -0.0026 -0.0075 0.1240 -0.0612 0.0004 -1.6
Nicaragua -0.0587 0.0007 0.0119 0.0000 0.0000 -1.6
Russian Federation -0.2930 -0.1573 0.1433 0.1237 -0.0257 -1.9
Madagascar -0.0483 0.0001 0.0119 0.0000 0.0000 -2.0
Haiti -0.0007 0.0000 0.0094 -0.0002 -0.0001 -2.3
Saudi Arabia -0.0121 -0.0141 0.0085 0.0009 0.0014 -2.5

NRB manufacture exporters 0.5

Equatorial Guinea -0.0033 0.0097 0.0000 0.0000 0.0000 8.8
Chile -0.5230 0.1379 0.0023 0.0072 0.0001 2.7
Oman -0.0092 0.0086 0.0049 -0.0061 -0.0020 2.7
Seychelles -0.0093 0.0105 0.0000 0.0000 0.0000 2.0
Islamic Republic of Iran -0.0333 0.0219 -0.0286 0.0083 0.0001 0.9
Uruguay -0.0346 0.0144 -0.0155 0.0068 0.0003 0.9
Bahrain 0.0157 0.0065 -0.0017 -0.0008 -0.0006 0.7
Ghana -0.1081 0.0482 0.0000 0.0000 0.0006 0.5
Brazil -0.5208 0.1645 -0.0046 0.1424 0.0146 0.3
Mongolia -0.0194 0.0287 -0.0001 0.0000 0.0000 0.1
Lebanon -0.0116 0.0103 0.0026 0.0001 0.0000 -0.2
Cameroon -0.0812 0.0571 0.0000 0.0000 0.0000 -0.3
Congo -0.0007 0.0189 0.0000 0.0000 0.0000 -0.4
Cuba -0.0108 0.0394 0.0000 0.0001 0.0002 -0.5
Paraguay -0.0508 0.0075 0.0007 0.0000 0.0000 -0.5
Gambia -0.0088 0.0192 0.0000 0.0000 0.0000 -0.7
Central African Republic -0.0050 0.0183 0.0000 0.0000 0.0000 -0.9
Angola -0.0050 0.0429 0.0000 0.0000 0.0000 -1.0
Ecuador -0.1123 0.0071 0.0006 0.0006 0.0000 -1.4
Zambia -0.0712 0.0113 0.0002 0.0000 0.0000 -1.5
Gabon -0.0004 0.0526 0.0000 0.0000 -0.0010 -2.7
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Annex table A.5 (cont’d)

Primary 
products

NRB 
manufactures

LT 
manufactures

MT 
manufactures

HT 
manufactures

Per capita GDP 
average annual 

growth, 1980-2000 
(percentage)

PP exporters -0.1

Mozambique 0.0228 -0.0011 -0.0006 -0.0005 0.0000 0.8
Benin 0.0126 -0.0004 0.0000 0.0000 0.0000 0.8
Senegal 0.0081 -0.0030 0.0000 0.0000 0.0000 0.5
Mauritania 0.0106 -0.0099 0.0000 0.0000 0.0000 0.1
Zimbabwe 0.0183 -0.0001 0.0026 -0.0057 0.0000 -0.1
Peru 0.0569 -0.0422 0.0047 -0.0002 0.0000 -0.7
Côte d’Ivoire 0.0473 -0.0098 -0.0001 0.0000 0.0000 -2.3

No apparent diversifi cation trend 0.0

Uganda -0.0037 0.0000 0.0000 0.0000 0.0000 1.6
Burkina Faso -0.0043 0.0001 0.0001 0.0000 0.0000 1.3
Chad 0.0009 0.0000 0.0000 0.0000 0.0000 1.1
Mali -0.0029 -0.0001 0.0000 0.0000 0.0002 0.7
Yemen -0.0023 0.0003 0.0000 0.0001 0.0000 0.6
Sudan -0.0126 0.0009 0.0001 0.0000 0.0000 0.3
Malawi -0.0008 -0.0008 0.0005 0.0000 0.0000 0.3
Guinea 0.0013 -0.0113 0.0000 0.0000 0.0000 0.2
Bolivia -0.0084 -0.0120 0.0033 0.0000 0.0000 0.0
Kenya -0.0156 0.0006 0.0003 0.0000 0.0000 0.0
Ethiopia -0.0123 0.0000 0.0002 0.0001 0.0001 -0.1
Burundi 0.0016 0.0000 0.0000 0.0000 0.0000 -0.4
Guinea-Bissau -0.0032 0.0000 0.0001 0.0000 0.0000 -0.5
Algeria 0.0023 0.0034 0.0000 -0.0032 0.0000 -0.6
United Republic of Tanzania -0.0076 0.0006 0.0001 0.0000 0.0000 -0.6
Rwanda -0.0028 0.0002 0.0000 0.0000 0.0000 -0.7
Somalia -0.0019 0.0000 0.0000 0.0001 0.0000 -0.9
Nigeria -0.0481 0.0044 0.0041 0.0001 0.0000 -1.0
Afghanistan 0.0015 0.0002 -0.0006 0.0000 0.0000 -1.4
Djibouti -0.0003 0.0001 0.0000 0.0001 0.0000 -2.0
Niger -0.0001 0.0001 0.0000 0.0000 -0.0003 -2.7
Togo -0.0064 0.0001 0.0000 0.0001 0.0000 -3.0
Sierra Leone -0.0024 -0.0008 0.0001 0.0003 0.0000 -5.3
Iraq -0.0003 0.0002 0.0000 0.0000 0.0000 -7.9

Source: UN/DESA, based on World Development Indicators 2005 database and Feenstra and others (2005).
Note: See appendix to chapter III for defi nitions and methodology.
Abbreviations: NRB, natural resource-based; LT, low-tech; MT, medium-tech; HT, high-tech; PP, primary products. 
a Special Administrative Region of China.
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Annex table A.6.
Service exports, by sector and subsector, developing countries and world, 1980-2003

Millions of dollars
Average annual growth rate

(percentage)

1980 1985 1990 1995 2000 2003
1980-
2003

1980-
1990

1990-
2003

Total services World total 366 118 393 832 803 747 1 195 501 1 527 264 1 836 861 7.3 8.2 6.6
Developing 
countriesa 64 194 73 519 135 145 254 455 359 259 423 686 8.6 7.7 9.2

Transport World total 121 844 104 946 191 065 288 196 340 790 397 346 5.3 4.6 5.8
Developing 
countriesa 19350 22 159 33 991 64 375 90 845 108 416 7.8 5.8 9.3

Travel World total 95 302 109 771 250 410 385 792 463 790 520 437 7.7 10.1 5.8
Developing 
countriesa 22 730 24 556 52 724 94 239 127441 147 394 8.5 8.8 8.2

Other services World total 148 972 157 468 320 883 521 509 719 982 919 078 8.2 8.0 8.4
Developing 
countriesa 22 114 26 804 48 426 95 837 138 271 167 876 9.2 8.2 10.0

Communications World total .. .. 7 923 23 419 32 351 39 976 .. .. ..
Developing 
countriesa .. .. 1 173 6 852 8 714 9499 .. .. ..

Construction World total .. .. 12 294 35 037 28 942 36 954 .. .. ..
Developing 
countriesa .. .. 818 2 775 4 553 6264 .. .. ..

Computer and 
information services World total .. .. 2 188 11 297 45 596 71 524 .. .. ..

Developing 
countriesa .. .. 9 465 6 285 14634 .. .. ..

Insurance World total .. .. 17 450 24 380 28 421 52 382 .. .. ..
Developing 
countriesa .. .. 2 508 5 374 6 147 5972 .. .. ..

Financial services World total .. .. 27 500 45 990 95 899 95 391 .. .. ..
Developing 
countriesa .. .. 87 3 517 7 937 8861 .. .. ..

Royalties and 
licence fees World total .. .. 27 444 54 243 79 725 94 231 .. .. ..

Developing 
countriesa .. .. 398 1 068 2 267 3300 .. .. ..

Other business 
services World total .. .. 178 448 270 779 348 104 451 484 .. .. ..

Developing 
countriesa .. .. 36 082 66 040 90 978 103 998 .. .. ..

Personal, cultural 
and recreational 
services World total .. .. 3 266 10 557 20 708 24 637 .. .. ..

Developing 
countriesa .. .. 18 2 466 3 609 3 995 .. .. ..
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Annex table A.6 (cont’d)

Millions of dollars
Average annual growth rate

(percentage)

1980 1985 1990 1995 2000 2003
1980-
2003

1980-
1990

1990-
2003

Government 
services n.i.e.

World total
.. .. 45 346 46 136 40 309 52 500 .. .. ..

Developing 
countriesa .. .. 7 334 7 324 7 785 11 353 .. .. ..

Memo item: 
    Commercial services World total .. .. 758 401 1 149 365 1 486 956 1 784 362 .. .. ..

Developing 
countriesa .. .. 127 812 247 131 351 474 412 333 .. .. ..

Sources: UNCTAD Handbook of Statistics on CD-ROM (United Nations publication, Sales No. E/F.05.II.D.30); and UN/DESA.
Note: Average annual growth rates for the components of the other services sector were not refl ected owing to lack of uniformity in reporting information during the 
period.
a Including the group of non-developed countries in transition.
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Annex table A.7.
Computer and information services exports, selected economies, 2000-2004

Millions of dollars

2000 2001 2002 2003 2004

India 4 727.4 7 407.4 8 889.3 11 365.7 ..
Israel 4 246.1 3 470.8 3 143.3 3 656.5 4 321.8
China 355.9 461.0 638.2 1 102.2 ..
Singapore 247.2 311.6 315.7 318.6 ..
Hong Kong SARa 59.7 154.0 297.6 245.4 ..
Malaysia 81.6 176.3 181.6 216.0 ..
Russian Federation 59.0 128.0 137.3 175.0 255.8
Costa Rica 59.7 124.7 153.4 166.8 200.3
Argentina 138.4 188.8 115.6 153.2 176.9
Taiwan Province of China 117.0 154.0 115.0 110.0 110.0
Romania 44.0 50.0 78.0 108.0 143.0
Cyprus 57.8 86.8 104.0 92.1 249.8
Slovenia 53.9 64.1 79.8 88.4 97.5
Chile 33.4 42.8 62.9 81.4 70.5
Sri Lanka .. 66.0 50.0 80.0 ..
Croatia 33.5 43.8 45.7 62.2 65.0
Syrian Arab Republic .. .. .. 50.0 1.0
Jamaica 40.4 36.6 34.1 36.0 ..
Pakistan 22.0 19.0 21.0 34.0 37.7
Latvia 20.2 21.9 24.8 32.7 43.6
Estonia 21.2 23.3 24.3 31.1 38.8
Republic of Korea 10.6 16.1 19.5 29.7 23.3
Brazil 34.0 27.0 36.4 29.1 53.4
Lithuania 15.5 24.2 18.8 28.6 31.0
Philippines 76.0 22.0 21.0 28.0 33.0

Memo items:

Ireland 7 489.7 8 925.7 10 447.1 14 372.4 18 316.5
United Kingdom 4 321.5 4 682.8 5 770.1 7 892.5 10 549.9
Germany 3 798.2 4 805.0 5 491.3 6 679.9 7 877.5
United States 5 622.0 5 457.0 5 431.0 5 431.0 5 436.0

Sources: UNCTAD Handbook of Statistics on CD-ROM (United Nations publication, Sales No. E/F.05.II.D.30); and UN/DESA.
a Special Administrative Region of China
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