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This is a consolidated summary of select papers from the Commission on Growth and Development

The Nature of the Growth Challenge
Since 1950, the growth experience of countries across the world has been diverse. Thirteen countries have had successful growth experiences, defined here as achieving at least a 7 percent rate of growth over 25 years or more. These countries are Botswana, Brazil, China, Hong Kong (China), Indonesia, Japan, the Republic of Korea, Malaysia, Malta, Oman, Singapore, Taiwan (China), and Thailand. Figure 1 below illustrates the success stories of these countries.

Figure 1: Success Stories of Sustained High Growth
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Source: Commission on Growth and Development (2008). “The Growth Report: Strategies for Sustained Growth and Inclusive Development”

Two other countries, India and Vietnam, may be on their way to join this successful group of 13. For most of the other developing countries, their growth spurts have been for short periods, faltered and picked up again. Many developing countries, however, have yet to jump in on the growth bandwagon. Studying the growth patterns across these countries, the Commission on Growth and Development, chaired by Nobel Laureate Michael Spence, in collaboration with leading academics and practitioners, have worked to identify the forces that drive rapid and sustained growth in a globalizing world. They have identified six common features in the growth strategies of successful countries that include:
1) Maturation and deepening of the market institutions and reliance of the market system for resource allocation (price signals, incentives, decentralization, and clarity on the definition of property rights to facilitate transactions and investment)
2) Functional investment environment: 
(i) A commitment to sustained growth by the government and the ability to make mid-course adjustments; 
(ii) Effective governance and consensus building; 
(iii) Effective macro economic management to control inflation while promoting domestic and foreign investment 

3) High levels of savings and investment, by both the private and public sector, particularly in physical and social infrastructure (education and health)

4) Resource mobility. High labor mobility and increases in productive capacity led to rapid movement of people from rural to urban areas, leading to structural transformation of the economy.

5) Engagement with the global economy by encouraging inward transfer of knowledge and technology and promoting exports. However, the challenge is in the speed and sequencing of the opening up process which will vary significantly across countries

6) Fast-growing urban areas. There is a strong link between urbanization and increases in productivity in developing countries through specialization, complementarities in production and diffusion of knowledge and mimicry. The challenge is to find potential new centers for economic activity to spread the growth effects of increasing urbanization.
Growth strategies involve formulating responsive and sustainable policy approaches in the context of significant challenges. The experience of many developing countries indicates that there are number of complex issues that have undermined growth strategies and related reform efforts. These challenges include

a. Disconnect between theoretical predictions of simplistic growth models and the reality of their applications in the context of growth in developing countries 
b. Lack of knowledge of the binding constraints to growth 

c. Lack of coherence in the design of policies so that different strategies work at cross purposes 

d. Lack of capacity in building and deepening market structures and supportive institutions in the economic, political, and regulatory space 

e. The derivation and maintenance of national consensus
f. The impact of an uncertain external environment, and the need to adopt strategies that provide a degree of insurance or insulation from external shocks 
While sound macroeconomic management and appropriate legal and regulatory institutions lay a good foundation for a growth strategy, the dynamic growth patterns in the twelve rapidly growing economies point more to the critical role that leadership and political insight play in starting and sustaining growth. Equally important are also the complementary inputs to growth and the responsiveness and openness of policymakers to mid course corrections in the context of risk and uncertainty. 

The Role of Institutions and Governance

Economic institutions play a key role in growth and poverty alleviation. There is considerable evidence that broad institutional differences across countries have had a major impact on economic development. If economic institutions matter, then the question arises as to why some societies maintain dysfunctional institutions? Acemoglu and Robinson argue that reforming economic institutions is not as easy as it seems due to the complex interplay between 
1. economic institutions

2. political power; and

3. political institutions

Economic and political institutions are collective choices of the society though their evolution is determined by the distribution of political power in the society. Not all individuals and groups typically prefer the same set of economic institutions. This leads to a conflict of interest among various groups and individuals over the choice of economic institutions, and the political power of the different groups is most often the deciding factor in the choice of economic institutions.
The key factor in institutional development is political power. There are two aspects of political power: de jure and de facto political power  
· De jure political power refers to powers that originates from the political institutions in society. Examples of political institutions include the form of government, for example, democracy vs. dictatorship or autocracy, and the extent of constraints on politicians and political elites. 
· De facto political power originates from a group of individuals who are not allocated power by political institutions but possess political power by their ability to revolt, use arms, hire mercenaries, co-opt the military, or undertake protests in order to impose their wishes on society.

Pitfalls of Reform
Direct institutional reform in itself is unlikely to be effective unless there is an understanding of the forces that keep bad institutions in place, and a simultaneous attempt to reform these forces. Dealing with symptoms rather than causes may backfire.
· “See-saw” effect in the economy: Reforms of economic institutions may be ineffective if there are many instruments to achieve a specific goal, and the instrument used for reform ultimately does not alter the balance of power in the society or the political equilibrium.
Case study: 

Latin America and the new clientelism: 
Before the policy reforms of the late 1980s and early 1990s (deregulation in trade and privatization), the ruling party redistributed incomes and rents via rationing of foreign exchange and industrial licenses. After the policy reforms, new instruments for redistribution of rent ( for example, organizing privatization by giving privatized assets as favors to political supporters) meant that the political incentive  climate has remained stable over time, and there was little improvement in the economic incentive environment despite policy reforms.
· Persistence of de facto power: An external or internal impetus to change de jure institutions may not be effective if groups that have lost their de facto power can recreate a system similar to the one that had existed before
Case study: 
The reinvention of Cambodian People’s Party (CPP): 
In the 1980s, the CPP reinvented itself as a democratic political machine. However, via its control of the bureaucracy and military, the CPP wins every election and those who oppose it too strenuously, such as Sam Rainsy, are exiled or arrested. Here despite the change in de jure institutions, the huge de facto power of the CPP means that they can dominate democratic politics through superior organization and resources, heavily aided by threats and intimidation.
· The “Iron Law” of oligarchy: Even if de jure and de facto power changes, those who acquire the power in the new political equilibrium may not have the correct incentives for reform either. The institutions that the new elite may wish to adopt could be path dependent, in the sense that if the initial economic institutions extracted rents from society, the new elite may also find it beneficial to do so. This explains why many countries may experience a sequence of one bad leader after another.
Case study: 
Fighting fire with fire in Sub-Saharan Africa: 

Many African countries have experienced changes in the identity of elites and groups in power, particularly during the transition from colonial authority to independence. However, the new leaders did nothing too different. After the Cocoa farmers in Ghana had protested against the policies of the British authorities, they were exploited even more vigorously by the government of Kwame Nkrumah. Zimbabwe fared no better after Robert Mugabe took over from the British. In Zambia too, the 27 years of United National Independence Party rule was replaced by a very corrupt Movement for Multiparty Democracy (MMD).
Successful Reform
Botswana a small, tropical, landlocked country in sub-Saharan Africa has had the fastest average rate of economic growth in the world in the last 35 Years. Botswana benefited immensely from having indigenous political institutions that put constraints on Tswana chiefs and political elites. Thus, at independence, Botswana emerged with political institutions that placed checks and balances on political elites. In consequence economic institutions were good and hence aided growth
The growth in China after 1978 was a result of policy and institutional reforms. Growth did not occur because the culture of the Chinese changed, or because some geographical constraint was lifted. Growth occurred because the political equilibrium changed in a way which gave more power to those who wanted to push through reforms. These political leaders did not have one “correct” policy, but were willing to make continuous mid-course adjustments. 
Growth Paths: 

In 1978, China made a commitment to move from a centrally planned economy to a market based system. Starting in agriculture, the government slowly allowed price signals and incentives to work in markets. The “orthodoxy constraint” did not disappear overnight, nor were there institutions in place to promote private sector investment. However, probably because China’s starting point to move towards a mature market economy was from scratch and in a climate of ex-ante uncertainty about acceptance of the new ideology, the Chinese authorities followed a growth strategy of taking little steps at a time and avoided radical change through continuous experimentation and learning.

India followed a different path to higher growth and poverty reduction. Starting in the 1950s, in a big push effort to break away from stagnation, India followed an industrialization strategy based on import substitution and state control of a large number of industrial enterprises and financial intermediaries. Annual growth rates till the 1970s were about 3.5% and realizing that this strategy had exhausted its potential, the government started experimenting with price liberalization in some key industrial inputs, deregulating road transport and encouraging exports.  The momentum towards deregulation and liberalization continued in the 1990s, and, as in China, was characterized by experimentation, small changes and evaluation of results. In both India and China, the process of growth was a process of “discovery” of how the economy responded to changes in institutions, regulations, incentives and globalization, and the dynamic response of policy makers to these changes. The difference between India and China was that as India is a complex democracy (wide diversity in religion, language and ethnicities), the process of consensus building is more overtly democratic, and more gradual. Studies have indicated that India is on the same growth path as China, but with a twelve year delay.

Growth strategies and Specific Policy Challenges

Successful growth strategies require clarity of objectives, realism of the socio-political buy in and capability and flexibility of policy makers to respond to challenges and formulate responsive and sustainable policies. Specific challenges that arise during the growth process include:

*pace and sequencing for liberalizing internal and external market for goods and services

*how, when and in what order to liberalize the capital account

*management of exchange rate

*the role of industrial policy

*overcoming the constraints imposed by the banking system riddled with NPLs and non-commercial operations

*dealing with surges in capital inflows

*management of national financial wealth

Given these challenges, the standard economic growth models and macroeconomic models generally derived from the experience of industrialized countries will differ in accuracy and predictions about the impact of policies in developing countries. The growth experiences of China and India have demonstrated that a dynamic and iterative approach is more practical that an approach based on static models. The dynamic approach taken by China and India also takes into account distributional concerns, suggesting that reduction in poverty and inequality is an important feature of successful and sustainable growth strategies. The following paragraphs will discuss the similarities and the differences in the growth strategies followed by China and India

Policies to Promote Export and Domestic Diversification

It is first necessary for policy makers to identify sectors that the country has a comparative advantage, or in other words, a combination of domestic prices for non-tradable goods and services and global price for tradables that result in positive risk adjusted return to investing in these sectors. It is important for policy makers to realize that this comparative advantage will keep shifting as a result of changes in relative prices (especially labor), accumulation of human capital, and structural changes in the economy. This evolution is called the dynamics of comparative development

All successful high growth economies have had policies to promote export diversification and structural transformation. These policies included (with the mix varying) 

(i). Tax and other incentives to attract foreign direct investment 

(ii) Special export zones with supporting infrastructure, tax provisions and import tariff relief 

(iii) Exchange rate management to maintain competitiveness in the export sector by inbound and outbound capital controls and reserve accumulation to counteract the combined exchange rate effect of a trade surplus or a large inflow of private capital or both 
China paid particular attention to foreign direct investment to increase the rate in inbound transfer of knowledge and technology to domestic sector. Experiments with tax incentive structures and special economic zones in the 1980s were aimed at luring foreign investors who did not have the knowledge of how to function in a complex economic environment. The demonstration effect of the successful initial investors resulted in more and more foreign direct investment poring into China. Incentives and subsidies to foreign investment, however, create distortions in foreign and domestic investment, and since their useful life has ended, China is now in the process of phasing them out. Again, this is an example of dynamic response to changing circumstances.

China also focused on export processing zones by providing investment incentives and import tariff relief. However, to sustain the competitive edge in exports, it is important to effectively manage the exchange rate, and China provides the clearest example. Rapid exports have resulted in rapidly increasing trade surpluses and, in China’s case, the trade surplus is estimated at 10-12% of GDP in 2007. To prevent a rapid upward revaluation of the currency, the central bank of China constantly intervenes and recycles the foreign currency into investments in safe assets, mainly in the USA. Some of the recycled capital comes back through several intermediate steps in the form of foreign direct investment in productive assets. The result has been a rapid increase in foreign reserves held by the central bank, currently estimated to be about 1.6 trillion dollars. This reserve accumulation has the effect of neutralizing the exchange rate effect of large inbound private capital flows. This focus on exchange rate management has enabled exports to be the driving engine of growth for China.

Monetary Policy and Central Bank Independence

There is widespread agreement that central banks work best if they are independent. However, while it is important to insulate central banks and bank supervisors from potentially irresponsible economic behavior on the part of election-focused governments and legislatures, in a developing economy the issue is more complicated as export led growth and integration into the global economy call for a coherent macroeconomic policy. The experience of China highlights the extent to which an appropriate and responsive monetary policy is needed to balance the surges in capital inflows while limitations are placed on capital outflows. These inflows need to be managed effectively to keep distortions in asset prices to a minimum so as not to increase the risk of a financial crisis.

Opening the Capital Account/ Opening the Current Account
Financial markets in many developing countries lack depth and maturity, and unconstrained openness of the capital account could lead volatility in capital costs and exchange rates, which could in turn affect foreign direct investment, export diversification and growth. Since the linkages between the real economy and the financial sector are complex, it is important to pay attention to the speed and sequencing of these reforms. In China, where a period of sustained growth occurred despite an underdeveloped capital market, discussions are still under way of developing guidelines with respect to the pace and sequencing of financial market opening.

As with the capital account, there is not much disagreement  about greater liberalized trade flows being the final objective,  though the challenge lies in reducing risks of bad economic outcomes (for example, loss of employment in uncompetitive sectors). China developed one way of reducing risks is by selective opening up (export zones of a variety of kinds), but decisions for other developing countries requires careful management.

What other countries should notice (without over-generalization)

Developing economies are not mature market economies, and current economic theories cannot capture the precise dynamics of growth. In addition, countries have different differentiating characteristics and these characteristics within a country itself change over time, making simple cross-border transfer of policies and strategies not very relevant. However, learning from other countries experiences is extremely useful to formulate appropriate growth strategies. The striking feature in the growth experience of both China and India is the extraordinary high level of ongoing policy debate and dynamic shifts in policy. In India, this debate is clearly visible within the country and outside, while in China it is not. In China, while this debate does not spill out into the public domain, there remains a sense of confidence among the people, inherited from the pre-reform period, that the governing structure is attempting to act in the best interests of the people.
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