The Jwaneng diamond mine in
Botswana is the richest
in the world: It produced
11.5 million carats of diamonds
in 2009. Diamonds are about
one-third of Botswana’s GDP.

Economists have long studied how countries develop,
but that work hasn’t led to growth for much of the world
BY J E S S I E RO M E RO

he numbers are disheartening. As of 2005, according to the World Bank, 2.6 billion people were living
on less than $2 per day. Of those, 1.4 billion live in
severe poverty, on less than $1.25 per day, without access
to electricity, clean water, basic medicines, elementary education, or even enough food. Millions of children and adults
die each year of AIDS, malaria, pneumonia, diarrhea, and
other easily preventable diseases. In Sierra Leone, for
instance, the infant mortality rate is 284 deaths per 1,000
live births, compared to seven per 1,000 in the United
States.
There has been progress during the past 30 years:
The share of the world’s population living below the $1.25
poverty line declined from 52 percent to 25 percent, owing
largely to the economic growth of China, where the rate
dropped from 84 percent to 16 percent. But during the same
period, the number of poor people in Sub-Saharan Africa
nearly doubled, and only three countries out of 51 graduated
from the United Nations’ “least developed country” list
(defined as having a gross national income per capita of less
than $900 per year, among other criteria).
Why do some countries thrive while others fail?
Economists have pondered that question since Adam Smith
published An Inquiry into the Causes of the Wealth of Nations in
1776, but there is still considerable debate about what poor
countries should do to become rich and what rich countries
should do to assist them. It is clear that sound legal, political, and economic institutions are essential to economic
growth, but it is less clear how countries can acquire them —
and how to feed and educate their citizens in the meantime.
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Producers versus “Grabbers”
Rich countries got that way for one of two reasons: Either
they have more resources than poorer countries do, or they
have institutions that allow them to put their resources to
effective use. Development work in the 1950s and 1960s was
driven by the former belief, but the evidence suggests that
institutions are what matters.
Economic growth requires cooperation; individuals and
firms must come to agreements about how to organize

themselves in order to realize the gains of specialization and
trade. Such cooperation requires incentives, and those
incentives require legal systems that enforce contracts and
property rights, and economic policies that limit predatory
behavior by governments and firms. If a country’s growth
were determined by its original endowment of labor, land
(including natural resources), or capital, there wouldn’t be
extreme divergence in countries in close proximity, such as
North and South Korea or East and West Germany, as the
late Mancur Olson, an economist at the University of
Maryland, College Park, noted in a 1996 article. The difference is the national border, which marks the boundary
between one set of institutions and another. Unfortunately,
Olson notes, “the intricate social cooperation that emerges
when there is a sophisticated array of markets requires far
better institutions and economic policies than most countries have.”
Abundant resources may actually lead to a “resource
curse,” the paradox that, on average, countries with a wealth
of natural resources lag far behind countries with fewer natural resources. Despite having an estimated $24 trillion in
untapped mineral deposits, for example, the Congo is one of
the poorest countries in the world.
One explanation for the curse is so-called Dutch disease,
whereby a boom in a commodity export (in the case of the
Dutch, natural gas) leads to declines in other sectors of the
economy such as manufacturing and agriculture. The volatility of commodity prices may also make countries that
depend on exporting those commodities vulnerable to foreign shocks and create large deficits as governments
overspend during the upswings. In the Congo, as in other
countries, these problems are exacerbated by civil war and
ethnic strife as different groups vie for control of the wealth.
Institutions can help countries escape the resource curse.
For instance, diamonds have made Botswana one of the richest countries in Africa. Its strong democratic government
developed a productive relationship with the diamond company De Beers, in contrast to the exploitative relationships
that often exist when governments are weak or corrupt.
Botswana exemplifies the difference between producer-
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incentives and save for the future.
During the 1970s, the “dirigiste dogma,” as the big-push
approach was dubbed by Indian-born economist Deepak
Lal, came under increasing criticism, particularly as cracks
appeared in the centrally planned Communist economies.
“Imperfect markets are superior to imperfect planning,”
Lal wrote in the 1983 book The Poverty of “Development
Economics.”
This belief was borne out by Latin America, where the
debt crisis in the early 1980s revealed that state-directed
industrialization had created uncompetitive industries,
widespread corruption, price distortions, and hyperinflation. On the other side of the world, however, the
Asian Tigers — Hong Kong, Singapore, South Korea,
and Taiwan — were growing at unprecedented rates
with market-friendly policies and trade liberalization.
Development economists advocated “getting the prices
right,” and the World Bank and the IMF began encouraging
countries in Africa, Latin America, and the Middle East to
privatize industry, eliminate barriers to trade and foreign
direct investment, and stabilize their currencies.
Encouragement came in the form of “structural adjustment
loans” (SALs), which were conditioned on countries enacting a host of policy reforms prescribed by the lenders. This
approach was known as the Washington Consensus, after a
list of 10 reforms published by economist John Williamson
of the Peterson Institute for International Economics in
1989. The original Consensus was relatively moderate, but
the term came to be popularly associated with an aggressively capitalist and pro-market approach.
Today, the structural adjustment era, like the big push era
before it, is largely viewed as a failure. Between 1980 and
1999, 12 countries received 15 or more SALs, but had an average per capita growth rate of -0.5 percent, according to
William Easterly, an economist at New York University. The
countries that received the most loans also had persistently
high inflation. And although many countries in Latin
America made progress on policy reforms, growth was slow
or nonexistent in these countries as well.
The reasons why SALs didn’t work are varied:
Developing countries were asked to do too much, too soon;
institutions weren’t in place to support the new policies; and
loans kept being given out even when the conditions weren’t
met, creating moral hazard and corruption. Easterly, a vocal
critic of foreign aid, views SALs as just a variation on the “big
push” of the 1950s and 1960s, with outside organizations
imposing rapid, top-down change. Jeffrey Sachs, a proponent of aid, also is critical of structural adjustment, although
he believes that the problem was a narrow focus on policy
reform that actually led to too little aid being given.

Everything Old Is New Again
Some economists and international organizations now advocate ideas that hearken back to those of the 1950s and 1960s.
Citing the recent global financial crisis and subsequent
downturn, for example, the United Nations’ 2010 Least

26

Region Focus | Second Quarter | 2011

Developed Countries Report advises against dependence on the
market system and calls for a development strategy based on
“country ownership, structural changes, capital accumulation, and the developmental State.” In 2005, Britain’s
then-Prime Minister Tony Blair gave a speech calling for a
“big push” to save Africa. Also that year, Sachs published The
End of Poverty, in which he outlines an ambitious agenda to
meet the Millennium Development Goals (MDGs) established by the United Nations in 2000. Drawing on financing
gap models of growth, Sachs calls for a dramatic increase in
foreign aid to help poor countries increase their capital
stock and thus escape the poverty trap.
A number of studies estimate that achieving the MDGs,
which include reducing global poverty by half, reaching full
employment, and reducing infant and maternal mortality,
among other goals, would require increases in foreign aid
(excluding loans) of between $40 billion and $70 billion per
year. One problem, however, is that such estimates don’t
take into account the capability of recipient countries to
absorb and spend the funds. The pressure to achieve the
goals could lead to “premature load bearing,” according to
Lant Pritchett and Matt Andrews of Harvard’s Kennedy
School of Government and Michael Woolcock of the World
Bank. “There is at least a risk that pressuring countries to
appear as if they are fully ‘modern’ and take on difficult tasks
before they have the capability to do so actually creates a
negative dynamic in the evolution of capability,” they write
in a 2010 working paper. If a new institution collapses under
the pressure, they contend, the country is worse off than if it
had progressed more slowly from the beginning.
What the MDGs have in common with central planning
in the 1950s and 1960s and structural adjustment in the
1980s is the attempt to find a universal solution to an important problem. But development experts increasingly
emphasize the importance of tailoring efforts to the needs
and culture of individual countries, rather than aiming for
“accelerated modernization via transplanted best practices,”
as Pritchett, Andrews, and Woolcock call it. Nearly all economists would agree, for example, that property rights are
essential to economic growth. But attempts to impose
Western-style land titling programs in Africa and Cambodia
have not been successful. That’s because institutions are
idiosyncratic to the country where they develop, explains
William Savedoff, a senior fellow at the Center for Global
Development, a think tank in Washington, D.C. “Even procurement systems in Sweden and Norway are different.
They developed to respond to the particularities of their
behavioral, linguistic, and political systems,” he says.
Accordingly, many are turning to projects at the micro
rather than the macro level such as distributing water purification tablets or paying individual families to send their
children to school. Healthier, better-educated people, it is
hoped, will be able to participate in their own development.
One project that shows promise is increasing cell phone
distribution, bypassing the large-scale infrastructure investment required for land lines. Cell phones improve market

efficiency by making it easier for farmers and traders to get
information about prices, which reduces price dispersion
and increase the availability of goods, according to Jenny
Aker, an economist at Tufts University who has studied the
impact of cell phones on grain markets in Niger. Cell phones
are also being used to teach literacy classes and enable
mobile banking, among other projects. Many hope that such
bottom-up efforts will add up to long-term growth. Cell
phones, Aker says, are “a great tool. But we still need to have
investment in basic public goods that allow people to grow.”
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Paying for Change
Funding for those investments comes from the World Bank,
bilateral aid agencies such as USAID in the United States,
and private sources such as the Gates Foundation.
Developing countries received about $130 billion from nonprivate sources in 2010, in addition to $72 billion in loans
from the World Bank. Many studies show, however, that aid
has at best a negligible effect on growth.
Some development experts believe this is because there
hasn’t been enough aid — U.S. assistance is only 1 percent of
the federal budget, and only 0.21 percent of GNP — but
others see the problem in the nature of aid itself. Donors
face pressure to disburse their funds before next year’s
budget is written, and thus have an incentive to keep giving
even if conditions required of the aid haven’t been met;
recipients know that funds will arrive regardless, and thus
have no incentive to meet the conditions. A lack of accountability and transparency on both sides can create waste and
corruption, and a lack of rigorous impact evaluation makes
it hard to know what really works.
The influx of foreign experts that comes with most aid
projects also may discourage local learning and investment.
“People and organizations and countries really learn by
doing,” Savedoff says. “The dynamic where they turn around
and say, ‘Tell us how to do it, send us your consultants and tell
us your way of doing it,’ just doesn’t strike me as the way that
any country that’s rich today got there.” Recipient governments also have to devote significant time and resources to
the business of receiving aid, instead of to governance.
“When you have a lot of donors and foundations coming in,
they can actually undermine the ability of the local government or district to function,” Savedoff says.
Reforms to aid practices are under way. More than 100

A cell phone charging station in Uganda: There are 10 times as many
cell phones as landlines in Sub-Saharan Africa.

countries and aid agencies signed the Paris Declaration in
2005, which calls for greater transparency, better measurement, and local ownership of projects. One U.S. initiative is
the Millennium Challenge Corporation (MCC), created by
Congress in 2004, which funds specific projects only in
countries that meet established criteria for governance and
economic policies. The World Bank now encourages countries to develop their own Poverty Reduction Strategy
Papers rather than imposing conditions for lending from
outside. But actually changing the bureaucratic structure of
aid is difficult. The MCC has made a number of exceptions
to its own rules, aiding countries that don’t meet their criteria. And a group of African countries described the strategy
papers as “structural adjustment lending in sheep’s clothing,” since they are written with significant input from the
World Bank and subject to its approval.
The solutions to poverty will be as heterogeneous as the
causes; countries need both vaccines and property rights,
and the complex links between people, communities,
governments, and nations make it difficult to tease out cause
and effect. But economists and policymakers on all sides of
the debates continue to search for answers, motivated by the
same thing: making life better for 2.6 billion people.
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