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Abstract.

Two key unanswered questions in theories of growth are (a) why some countries successfully
initiate episodes of rapid growth while others suffer extended stagnation and (b) why some
countries are able to sustain growth episodes over many decades of rapid (or steady) growth
while other growth episodes end in reversion to stagnation or collapse. We create an analytical
model that is capable of generating both transitory and sustained episodes of accelerated
growth. The new feature is a feedback loop from existing economic conditions the pressures on
policy implementingéi nsti tutions. & This f eeddnaniclgrowtto op can
leading to improved institutions for inclusive growth) or negative (with economic growth leading
to worse conditions for further growth by shutting off the inclusiveness of growth and limiting
economic opportunity to existing successes). Whether economic elites use their influence
activities with political and bureaucratic elites to create more possibilities for economic structural
transformation or, conversely, use their power to entrench their privileged position will, to a
significant extent, determine whether episodes of rapid growth can be sustained or will peter
out, or even be reversed. The mechanisms for elite commitment to sustained inclusive growth
are discussed.
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Introduction

This paper addresses the question: fiwhat role do
inclusive growth?59 Tishgaestiprrisaobvioliisc Ehé commoh seesa c e of t h
noti on oovérlapd withiit B o s e wiahdundprstamding bow the interests of those

with power are arrayed, and could be arrayed, in favor of inclusive growth is key to promoting

inclusive growth as an objective. Recent research on the long-run of economic growth

emphasizes that the historical emergence of sustained and broadly shared prosperity is a shift

to institutions that support inclusion. (North, Wallis et al. 2009) call this a transition from

icosedod t o A ope nMAcenoglueasdsRobingon 20&2) call this the shift from
fextractiard @obdmadimical or dpelitical and econdrnicocdersL s i v e 0

This question poses an obvious puzzle: built into the very definitions of development and
inclusive development are, at best, an erosion of elite privileges (e.g. extension of equal
treatment) and at worst the elimination of a previous elite in favor of a new one (e.g. landowners
for industrialists, hereditary power for democracy). The puzzle is not just why would an existing
elite ever allow that to happen, but why might an elite be committed to it happening?

The impossibility of this broad question when posed as a research agenda is equally obvious,
on at least three levels.

1 Whichiiel iteo? Ther e ar ed spoetd, madie, acadernia, businessy vy d omai
politics, religion, entertainment, bureaucracyd and only the crudest of social science
would | ump those i nto awithhomggenmus mativatiogse nous #Acl a

interests, and ideas. Almost certainly conflict across types of elites (e.g. political versus

economic), within elites (e.g. across ethnicity or region or ideology) and in the dynamics

of elite formation (e.g. the rise of new domains with new elites) all play a role in

development dynamics. Met hodol ogi cally we want to avoid i
which the only construction of the elite is economic interests while basic social and

political alignments are ignored.

T What fcommi t ment 0°? , cdmmigdd to indusive groveh, themo r are not
certainly this is the outcome of some other confluence of interests and objectives, not a
primordial objective. Without resorting to crude ideas of interests formed strictly on the
basis of material interests, any commitment to inclusive growth by the elite is either
instrumental to some other set of deeper interests of the elites (e.g. national integrity or
legitimacy sufficient to maintain the existing order) or as a compromise with other forces.

T What i s efiigmolwd $iow Do epso arhd sy irnteelmatnifi pfioporroo def i ne
narrow (e.g. A?Equallish) oppatunidyd meguaktyargduction? Or can
Ainclusived growth be defined as only incremen



Developing the guts of a Development GUT (Grand Unified Theory):
Elite Commitment and Inclusive Growth

eltesareal | owed greater access to economic opportu
disproportionately benefit).

Given the difficulty of the question, we will begin by asking: fAWhat are the el ement ¢
Unified Theory (GUT) of Growth? 0

Our specification of a GUT of inclusive growth has the following elements.

1

What are the basic facts about the dynamics of growth thata figr owt h t heoryo s
explain? (Section 1)

A minimally adequate and practically useful general theory of growth must take the
fomofequati ons of motion for output with fAgrowt
across growth states (Section 2)

iDevel op me nfoldtransfermationfthatunvolves the economy, the polity,

institutional capability, and social identities. Clearlysomethi ng | i ke Ainstitut.i
central to growth but the different dynamics
be a complex relationship in which at the sam
very high and very low growth is possible. Akeyquesti on in the fAphase |

the feedback loop from growth states to institutions (Section 3).

Examining how Ainstitutionso and particularly
affect the conditions for inclusive growth leadstothe distn ct i on bet ween fAdeal
Arul esd institutional envir olegaleondejsrepolicksn a Ade
are of only minimal relevance to business decisions. (Section 4)

Growth transitions are affect edlimdtgjnosbhia f t s wit
shift from fidealsodo to firulesd but rather by s
bet ween Aorderedo and Adi sorderedo deals or a
(Section 5).

Therefore the dynamics of inclusive growth are determined by the feedback loop

Agr ostatesdt o Ai nstitutionso in a contingent way.
shockre-e nf orces a fAcl osed or de elitedusabeteedgoodth envi r on
to consolidate political power and weaken autonomous institutions or organizations

and hence create the conditions in which a shock to growth or a political transition will

cause a collapse or stagnation. The conditions for positive feedback from growth to

better institutions, that is, that the elite want better institutions for inclusive growth is

the key research question to be answered. (Section 6).

Section 7 combines these pieceswithd ef i ni t i ons of t hpopdsgsr oduct
paths for a research agenda.
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1. What are the basic facts about growth that a unified growth theory should
explain?

Before discussing any theory of growth, we review the
capable of explaining. Many current growth theories achieve elegance and apparent parsimony by

attempting to explain only certain features of the process economic growth. We wish to emphasize the

dynamicsof growth over the fimedi umdo run r at hmeoccuplesan just @
policy makers and business-people is not the infinite horizon level but the immediate (quarter to quarter)

and up to medium-run (five to ten year) growthd and, as we see, the medium run and steady state have

completely different dynamics.

Fact 1. Steady, moderate, constant growth for a century or more

First, nearly all of the currently rich countries are rich because they grew at a modest pace for more than
a hundred years. The GDP per capita in OECD countries typically grew at around 2 percent per annum
(some modestly higher, some modestly lower) from 1870 to today. This is roughly the average pace of
growth of all countries since 1960.

The reason behind the differing levels of economic success across countries such as Denmark and
Somalia is not due to Denmark having grown particularly fast, just that Denmark has grown steadily for a
long time. This would suggest a theory that would explain levels of income must invoke features and
characteristics that are persistent across countries over time.

One of the most striking economic facts is thatonecanpr e di ¢t OE C Devel @ incorne 100e s 6
years ahead with remarkable accuracy. Figure 2 shows that using just data from 1890 to 1901 one can
predict Danish GDP per capita in 2003 to within a few percentage points. One important implication is
that Denma r k 6 s has notwdcdierated or decelerated in over 100 yearsd its average growth from
1870 to 2003 was 1.94 percent, its growth from 1890 to 1915 was 1.93 percent, its growth 1980 to 2003
was 1.91 ppa. This lack of long-run growth acceleration across a century is true of the (old) OECD
countries™.

!By fioldo OECD | mean the OECD before the recent additions of
AOECDO to be roughly interchangeapbelded wi tnhe afind ehvaevl i onpgioldcoo nnphl eertee d
modernization transition and having attained: high productivity economies with prosperous citizens, capable

institutions and organizations generally but including a high capability state, stable democracy and freedoms, and

practiced social equality.
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Figure 1: Rich countries have had stable growth rates for more than 100 years i with neither
deceleration or acceleration i Denmark, for example.

Eest pre—depressian prediction of 2003 for Denmark
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Source: Aut h caflcidations with Maddison (2009) data.

This fact of long-run stable growth of the leaders itself rules out models that explain steady state

growth as a linear function of anything that has grown steadily over time. As (Jones 1995)

pointed out early on in the debate over endogenous growth models the fact that measures of

education or knowledge or R&D have growth many fold over time while growth has been stable

itself rules out many #Afirst generationodo endogeno
growth and scale very difficult (Jones 1999; Jones 2005).

Fact 2: Poverty (or Al ow growtho) traps

The second big fact is that there are a set of countries that are, even today, very near the lowest

level that income per capita ever was in all of history (a level that could becalledfisubsi st enceo
This low level of income today implies that the long-run average rate of their growth must be

very low, well below the long-run rate of the developed economies causing massive historical

divergence in per capita incomes (Pritchett, 1997).
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Fact 3. Accelerations to spectacularly rapid, extended periods of growth, rarely

Third, a very small number of countries have improved their economy very fast by historical or

cross-sectional standards. South Koread &DP per capita was similar to Ghanad & 1960 but

had a level of GDPPC similar to Portugal by 2005. But since South Korea was so poor in 1960

its cumulative historicalgr owt h rate up to 1960 must have been s
growth (along all other countries that begin episodes of rapid growth from low levels of income)

must invoke something than caused an acceleration in growth rates from a previous low level,

an acceleration to a very high level which then persisted for decades (as opposed to the long-

run persistence of moderate growth of the OECD countries).

Fact 4. Non-persistent growth with episodes of boom, stagnation, and bust

The principal fact about growth rates of countries over the medium-run (5 to 10 to 15 year)?

periods is volatility in the growth rate 7 with acceleration and deceleration i and hence a lack of
persistence(Easterly, Kremer et al. 1993; Ben-David and Papell 1998). There is massive
Airegression to the meano in growth rates, such th
expected to decelerate substantially towards the average growth rate. There is almost zero

predictive valuefora count r y 6 s netrdecadefromit hi shedecadeds gr owth

Over the medium- to long-run most countries growth is episodic and has many, apparently

discrete, transitions between periods of high growth, periods of negative growth, and periods of
stagnation(Pritchett 2000; Hausmann, Pritchett et al. 2005; Jones and Olken 2008). For

instance, Hausmann, Pritchett, Rodrik (2005)e x ami ne cases of figrowth acce
countries that experienced a growth episode at least seven years long that was (a) at least 2.5

percent per annum faster than previous growth, (b) growth after the acceleration was positive

(to rule out Oaccelerationsé that are just sl owin
output than previous peak (to rule out accelerations that were only recoveries). They find that

there are many accelerations, but with very different outcomes.

2By i me-diinwm | mean | onger than Abusiness cycle frequencyo fl u
decomposition of the evolution of output into Atrendod and dc
because, unli ke the OECD countries, there i s no stable fAtren
ficycl edo c oulAduinareM. and &. Gopmath (20d7). "Emerging Markets Business Cycles: The Cycle is the

Trend." Journal of Political Economy 115: 69-102.

®The conventional wisdom of course nearly al ways gets this e

growth rate into the (far) future.
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2. A Aiphase transitiono theory to unify growt

It can scarcely be denied that the supreme goal of all theory is to make the
irreducible basic elements as simple and as few as possible without having to
surrender the adequate representation of a single datum of experience.

Albert Einstein

A unified growth theory would seek an encompassing model capable of explaining the dynamics
of growth rates, both the persistence and the transitions. We are emphasizing this because we
are creating a theory of the determinants of inclusive growth.

I's a theory of fAgr owt hiidwhayn saweer isnogmlea mpabwbepsdtachol ne fiti k e
a theory can invoke determinants (like genetics) that are themselves persistent characteristics

of people since left-handedness is itself persistent. Or i s t he question of figr o)
ikeAiwhdyoes Mary have t hethdrtumrentconditiolywhizch candifion (or it s

onset) is unlikely to be explained by permanent characteristics. Some people might be more

genetically susceptible to the flu than others but this almost certainly explains almost none of

the existing variation in who has the flu today.

One strand of research ihdbo(bohewHethr&d@inahusi o€ §
has been a single, linear, equation of motion, so
a Aconditional Conver ge nanedetailtt s claar.that aWonistate ut goi ng

dependent, linear dynamics with conditional convergence do not and cannot explain any
significant part of the observed variation in medium-run growth rates across countries®.

We are therefores ear ching f or a modelacwiotshs fipgh arsweidm rsat nastietsi
countries shift not only their growth rate, but the relationship between their growth rate and

various fidet er nalsoshifist The easyfphygical analbgy with a phase transition

is water. The dynamics of water change dramatically across 0 Celsius. The answer to the

guestion What will happen if | turn a bucket of wateru p s i d e d o w redtirelg @npvieether s

the water is in the physical state of being a liquid or a solid as the equations of motion of water

are completely different across its physical states.

A second metaphor is to think of a model that exp
RPM of the motor has a tight link with the speed of the car and hence causal mechanisms
connected to RPMs (like pressing the gas pedal) explain speed. However, the RPMs of the

* Thereis a very simple econometric principle that very smooth lines cannot explain very squiggly lines. That is,

nearly all of the factors that have been argued as associated with longer run growth rates (e.g. 30 years) are very
persistent. Take f o ro theaccumalationef addgianal gears of sthgpolingafaipapaldtian.

While it is strongly associated with the levelo f i ncomes across countries since fischool
evolves very smoothly over time it can explain almost none of the differences in growth rates across countries over 5

to 10 year periodsd not matter what dynamics or specification of schooling capital are usedPritchett, L. (2006). Does

Learning to Add Up Add Up: The Returns to Schooling in Aggregate Data. Handbook of Education Economics,

Elsevier. 1: 635-695.
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engine are intermediated by a transmission, which
relationship between the gas pedal and car speed.
pressing on the gas pedal will increase speed (even though it affects RPMs). If a carisin

AfReverseo then pressing the pedal wil!l affect car
the car is in ADrive. o An empirical study that s

position, engine RPMs and car speed would work well in some circumstancesd really, really,

well if all of the measurements happened to be done with cars in the same gear. But this

empirical relationship between gas pedal pressure and speed would not provide any guidance

for a car with its transmission in APatrgioe as, al't
RPMs the fstateoof the transmission being in Park prevents these engine RPMs from being

translated into speed.

2a The empirics dofesfdgrowth st a

For illustrative purposes suppose that thefre are

a car (reverse, neutral, first, second, third, fourth). In any given period a country is in one of

those fistatesd of growtdds OAfv etriame da ooveeu n tl royndgs peerrc
average of the portion of the time the country spent in that growthstate ( ") ti mes t he gr ov
while in that state (g).

Butacountry®9 fiaver ageo ¢gr summmdry statstic ef its uaderlyingtgrowth
process. Countries with the exactly the same rate of average growth over 30 years may have
had completely different growth dynamics in the sense of being in different growth states.

A set of graphs illustrate the dynamic nature of growth episodes and the inadequacy of

faverageodo growth as a summary st atWesealculatealbfife a coun
year growth rates starting from each year in the same for all countries of the world. We then

fi bd nt hese e phesioodtegeries ohgromth rates, from collapse (g<-2ppa) to negative

stagnation (-2<g<0) up to rapid growth (g>6ppa) to show the histogram of all growth episodes.

The Abinsod ar e maisnaldistribuiionbflyewticrates wbach has an average

around 2 and a standard deviation around 2 (so th
more than two standard deviations below the cross-national mean).

We then compare a given count r ythedistdbutonof growtht i on of
rates comparing all countries in the world.

Figure 2a shows five year growth episodes for the United Kingdom. All of the episodes are

concentrated in two categories (slow and moderate growth). This is a typical OECD industrial

country growth rates, nearly all steady growth with no boom, nobust( and modest #Abusi ne
cycl eo f I Thistisdraratically mdre centered than the world distribution with shows

countries with booms and collapses.
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Figure 2a: Steady growthd most growth concentrated in a narrow range

Distribulicon of growth rates, world versus cne country
(growth of 5 (overlapping) yeor periods)
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Source: Aut h caflcidations with PWT6.3 data (Heston, Summers, Aten, 2009).

Figure 2b shows the same graph for Ghana. What is striking is that Ghana has more variation
in its growth episodes over time than the variation in growth rates across all countries in the
world. Ghana spent more time in super-rapid growth (the rightmost category, growth above 6
ppa) and more time in collapse (growth less than negative 2 ppa). Ghana made lots of
transitions across growth episodes, from very fast to very slow so that Ghana had more
variance in its growth over time than the world average across all countries.

10
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Figure 2b: Unstable growth: Countries with boom and bust have episodes of both rapid growth

but also of collapse

Distributicon of growth rates, world versus cne country
(growth of 5 (overlapping) year periods)
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Source: A u t h cafcidations with PWT6.3 data (Heston, Summers, Aten, 2009).

Figure 2c shows that the average growth of the UK and Ghana over the period since 1950 to
2007 is almost exactly the same, but with entirely different dynamics. The UK grew quite

steadily. Ghana has a massive boom 1965-1972, followed by a massive collapse in the mid
1970s, followed by an extended stagnation, followed by reasonably rapid growth since 1999.

11
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Figure 2c: Countries may have the same average growth rate but very different dynamics

Evolution of GDP per capita for GBR and GHA
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I
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0.94
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Source: Aut h caflcidations with PWT6.3 data (Heston, Summers, Aten, 2009).

Germany and Cambodia (KHM) had similar growth rates from 1970 to 2007 (1.6 ppa versus 1.9

ppa). As seen in Table 1 Germany spent 100% of five year growth episodes between 0 and 4

percent (in the middle two categories). In contrast, Cambodia spent 30 percent of the time with

negative growth and 40 percent of its time with rapid growth (above 4 ppa) and 30 percent in the

middle. Figure2d s hows t hat Cambodi ads experience i s wave
followed by waves of growth (with pauses) from 1982 to 2007.

12
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Figure 2d: Germany and Cambodia have the same average growth since 1970, but completely
different growth experiences

Evolution of GDP per capita for GER and KHM

In(GDPPC), PWT6.3, initial year=1
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~N
| |

| |
1974 1978 1982 1986 1990 1994 1998 2002 2006 2010

Years

Source: A u t h ocafcidafions with PWT6.3 data (Heston, Summers, Aten, 2009).

This comparison between UK and Ghana and Germany and Cambodia, showing that similar

growth rates when averaged over long periods of time can be the result of very different

underlying dynamic pattern of growth, holds more generally. Table 1 shows the proportion of

time spent at various rates ofgrowthd f r om ficol | apsed to Aboomd for co
average rates of growth over the entire period 1950-2007 of between 1.5 and 2.5 ppa°. The

table is sorted by the percent of 5 year episodes
6stagnationd) . Guiargeriot the tinoelexperienicirg 1egatipeaymowthd and

yet had fimoderateo overal/l growth rates because t
periodsd while five countries with average moderate growth had no five year episodes of

negative growth.

® Unless otherwise specified calculations are for all the available data country by country.

13
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Table 1: Countries with very similar average growth rates (between 1.5 and 2.5 ppa) have
completely different growth dynamics: steady growthd no boom, no stagnation (e.g. USA,
UK, Denmark) versus episodes of boom/rapid growth and stagnation/collapse (Papua New
Guinea, Paraguay)

Country Propotion of all 5 year (overlapping) growth rates in the growt| Average| Average
categories: GDPPC | growth
('000) (all
<2 2<g<0 0<g<2 | 2<g<4 4<g<6 | 6<g countries
(collapse)| (stagnation) Slow Moderate| Rapid | Boom in the
growth | growth growth range
15to
Sorted on sum of 2.5 ppa)
proportion
or 6stagnat
COG 0.140 0.279| 0.140 0.116| 0.093| 0.233 2.98 2.4%
PNG 0.116 0.233| 0.186 0.256| 0.093| 0.116 1.84 1.8%
PRY 0.019 0.308| 0.385 0.192| 0.038] 0.058 3.83 1.5%
POL 0.182 0.121] 0.030 0.273| 0.394 0.000 8.66 1.8%
KHM 0.273 0.030| 0.121 0.182| 0.212| 0.182 1.50 1.6%
SYR 0.116 0.140| 0.233 0.279| 0.186| 0.047 1.97 1.8%
SVK 0.250 0.000| 0.063 0.313] 0.313] 0.063 12.05 1.9%
ECU 0.019 0.231| 0.423 0.192| 0.058| 0.077 4.27 1.7%
MAR 0.019 0.170| 0.340 0.283| 0.113 0.075 3.46 2.3%
MLI 0.093 0.093] 0.372 0.419| 0.000] 0.023 0.85 1.6%
TTO 0.132 0.038| 0.132 0.245| 0.151| 0.302 10.54 2.2%
CHL 0.115 0.038| 0.308 0.269| 0.173| 0.096 8.74 2.1%
HUN 0.091 0.061| 0.333 0.182] 0.333] 0.000 11.28 1.7%
MEX 0.038 0.113| 0.264 0.415| 0.170 0.000 7.31 2.0%
CHE 0.000 0.151] 0.377 0.415| 0.057| 0.000] 25.96 1.7%
LSO 0.023 0.116| 0.279 0.326| 0.209| 0.047 1.28 2.3%
TUR 0.000 0.132] 0.189 0.585| 0.094| 0.000 4.28 2.3%
CRI 0.075 0.038] 0.264 0.566| 0.057| 0.000 7.11 1.6%
PHL 0.075 0.038| 0.472 0.340| 0.057 0.019 2.99 1.5%
COL 0.000 0.094| 0.472 0.434| 0.000] 0.000 4.93 1.9%
CAN 0.000 0.075| 0.321 0.585| 0.019/ 0.000{ 20.90 2.2%
SWE 0.000 0.057| 0.245 0.660| 0.038] 0.000 19.11 2.0%
NLD 0.000 0.038] 0.321 0.509| 0.132] 0.000] 20.22 2.4%
AUS 0.000 0.000| 0.377 0.604| 0.019| 0.000] 20.12 2.2%
DNK 0.000 0.000| 0.377 0.491] 0.132| 0.000 19.53 2.5%
GBR 0.000 0.000| 0.358 0.642| 0.000/ 0.000 17.78 2.2%
GER 0.000 0.000| 0.576 0.424| 0.000f 0.000] 23.29 1.9%
USA 0.000 0.000| 0.491 0.491] 0.019] 0.000] 25.31 2.2%

Source: A ut h cafcidafions with PWT6.3 data (Heston, Summers, Aten, 2009).

14
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In thinking about what a theory of (inclusive) growth might be it is important to start with the
notion that the growth rate over any given period is not a summary statisticofacount r yos gr owt
experience®.

2b Phase transitions across growth states

The time countries spend in any given growth state (collapse, moderate growth, boom) over an

extended period can be thought of as determined by the realization of a sequence of phase

transitions, where in any given year there is a set of transition probabilities of moving from one

growth state to another (including of course remaining in the same growth state). The transition

matrix across growth states in Table 2 is the array of probabilities of transiting from any given

growth category in one period into another growth category (including staying in the same

category)i n t he next period. T h e bfremaimng id thesgmen al 6 i s t
growth state, while off-diagonal elements are the probabilities of transiting into better or worse

growth states.

® Most economists have faulty intuition on this because they work with OECD data for which this is true. Thatis, a

linear trend through (In) GDP per capita really does have an R-squared of .95 or more in most OECD countriesd the

single number of the trend does encapsulate the time evolution of the variable . This is obviously not true of countries

|l i ke Ghana or Cambodi a wh er @ritdhdttH e(@000). tUnderdtanding Pdtterrisnfs very | i tt |
Economic Growth: Searching for Hills Among Mountains, Plateaus, and Plains.” World Bank Economic Review 14(2):

221-250.
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Table 2: Transition matrix of probabilities across growth states
Current growth condition
1 2 3 4 5 6
Collapse| Stagnation| Slow | Moderate | Rapid | Boom
growth | growth | growth
g<-2 -2<09<0 0<g<2 | 2<g<4 4<g<6 | 6<g
g<-2 Pcc Pstc Pscc Pve.c Pre,c Psc
(remain in
collapse)
-2<g<0| Pc st Pst st Psc st Pvc st Pra,st Pg st
(remain
stagnation)
5 0<g<2 | Pcsc Pstsc Psesc | Pvc.sc Presc | Pssc
% (remain in
g slow
é growth)
s 2<g<4 | Pcmc Pstme Psemc | Pmc Mo Premc | Pemc
% (remain in
1) moderate
_§ growth)
T 4<g<6 | Pcrc Pstre Pscre | Pvcre Prerc | Pero
(remain in
rapid
growth)
6<9g Pcg Psts PscB Pvc B Pres Pss
(remain in
boom)

Source: Authar

The time each country is in each growth category ( ') in equation 1 and empirically in Table 1 is
the result of the results of the initial state for each country plus a transition matrix, which gives

the probability of makingt h e

transi

ti

on

growth category (e.g. downwardto 6 st a g n aupwaa to® b @ owhére the transition matrix
probabilities contain elements which are country specific and elements which are dynamic (e.g.
terms of trade, policies, civil wars).

Table 3 gives examples of various types of dynamics that could exist in the growth transition
table using the proportion of time spent in various growth categories, this time using 10 year

growth ratesd wh i ¢ h
Obusiness

T AStabl e
mean t hat

provides
cycl ebd

moder at e

t he

mor e
l uctuatii

grower so
probabilities

even

ar e
of

fi s thadbitisindotheg outtheh a n  f
ons

mor e.

sl
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(that is, the sum of Psg sc, Pume me: Pseme and Pys se must be near 1). Nearly all OECD
countries are in this category, plus a very few other stable growers (e.g. Colombia,
Turkey) among the developing countries.
T ACol |l apseso are countr i e beirentiraperiodipeithet mor e t han
6col | apse6 olhereae Rlaofil@0acountien in this category, nearly all in
Africa, but also oil producers (e.g. Saudi Arabia, Kuwait) and/or persistent conflict (e.g.
Lebanon, Afghanistan, Iragq) and Haiti. These countries have a transition matrix with
high probabilities of staying in the low categories (Pcc, Pstst, Pc.st and Ps;c) and when
they are in the higher growth categories they have low probabilities of persistence in
those categories (or transitions to better growth rates) and relative high probability of
shifting from moderate or rapid growth states to stagnation or collapse.
1T ARapid growtho are countries that spent more t
(ei trrmepri dé gr o wt. Miis categondoblpimcindiey 8 of 120 countries, all East
Asian with the exception of Botswana. Obviously these countries managed to create
high probabilities of sustaining booms and/or rapid growth (e.g. Pgg 0Or Pgrs are high).
1 The mostinteresting catego r y i s anditb 1o 9 tasuntries that spent more than 10
percent of their time in both stagnation or collapse and rapid growth or boom. Even
with 10 year periods a quarter of all countries (30 of 120) are in this category.
1 The rest of the countries are sprinkled around, with movement among the growth states.
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Tabl e 3: Exampl es of var i oustg 1D yearfoveslapping)f t
growth rates
Country Proportion of all 5 year (overlapping) growth rates in the growth categories:

<2 2<g<0 0O<g<2 2<g<4 4<g<6 6<g

(collapse) (stagnation) Slow Moderate Rapid Boom

growth growth growth
Steady Moderate Growers (sum of category 3 and 4>.9) (27 of 120 countries)
TUR 0.000 0.000 0.417 0.583 0.000 0.000
GBR 0.000 0.000 0.208 0.792 0.000 0.000
COL 0.000 0.000 0.708 0.292 0.000 0.000
Growth collapses (sum of categoryl and 2 > .5) (21 of 120 countries)

HTI 0.184 0.474 0.211 0.132 0.000 0.000
LBR 0.571 0.179 0.036 0.036 0.071 0.107
SOM 0.643 0.357 0.000 0.000 0.000 0.000

Boom and Bust (time in both growth states 1 and 2 (collapse and stagnation) and in growth states 5
and 6 (rapid growth and boom) above .1)
(30 of 120 countries)

(not mutually exclusive with above, can i
BRA 0.000 0.104 0.417 0.063 0.354 0.063
GHA 0.070 0.209 0.419 0.163 0.023 0.116
PNG 0.000 0.316 0.263 0.263 0.132 0.026

Rapid growth (sum of 5 and 6 above .5) (8 of 120 countries)

BWA 0.000 0.000 0.132 0.184 0.342 0.342
KOR 0.000 0.000 0.022 0.244 0.356 0.378
TWN 0.000 0.000 0.000 0.128 0.298 0.574

Table 4 from Hausmann, Pritchett and Rodrik (2005) shows that episodes of acceleration into
rapid growth start and end in very different ways: some continue rapid growth (the bottom row),
some suffer a slow-down (the middle row), some implode into negative growth (the top row).
And countries come into episodes of rapid growth from various starting points. Indonesia had
negative growth before the growth acceleration episode that began in 1967 and continued
growth above 2 ppa in the ten years after the episode (1977 to 1987). Ghana has a positive
growth episode from 1965 from 1972, but has negative growth before and negative growth after
(see Figure 2c above). Countries that had overall rapid growth are those that had growth,
accelerated to even faster growth episode and then continued growth (e.g. Singap or e 6 s
acceleration in 1969).

Brazil was one of the most rapidly growing economies in the world from 1966 to 1980 but then
had less per capita growth in the two decades from 1980 to 2000 than it had had in a typical
year from 1966 to 1980. The episodic nature of growth also includes countries that go from

extended boom to extended bust. Cote dolvoire
over the next 18 years fell at .7 ppa. Venezuela grew at 2.8 ppa from 1950 to 1974, then over
the next 29 years fell at an average of 1.5 ppa. This implies that, at least for many developing

gr
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economies, the probabilities of transitions into states of rapid growth or into collapse are non-

trivial.

Elite Commitment and Inclusive Growth

Table 4:

Episodes of rapid growth classified by growth rates before and after the episode

Growth rate in the seven years before the initiation of the episode of rapid

growth (t, t-7)

Negative before
(<0)
(15/69)

Slow before
(>=0 & <2)
(32/69)

Above average before
(>=2)
(22/69)

Negative
<0
(after)

(16/69)

GHAB5

GNB69

JOR73

NGA67

TCD73

(slow to growth
episode back to
slow)

ECU70
MLI72
MWI70
RWA75
TTO75

COG78 DZA75
IDN87 PANT75

ROM79 SYR74

(fast to growth episode to slow
growth)

Slow
=<0 & >2
(after)

(16/69)

DOM69
PAKG62
UGA77

ARG63 ZWE64
AUS61 COL67

GBR82 LSO71
NIC60 NZL57

URY74

BRAG7
ISR67
PRY74
THA86

Above
average
>=2
(after)

(37/69)

Growth rate in the ten years from seven years after the initiation of the growth episode (t+7 to t+17)
(with at least 7 years of datad no episodes after 1986)

CHL86 CMR72
EGY76 IDN67

MARS58 MUS71

THAS7

(slow to growth
episode and
stays rapid)

CAN62 ESP84 PER59
IND82
PRT85 IRL58

SYRG69 IRL85

USA61 KOR62

LKA79 MUS83

CHN78 NGA57
COG69 PAK79
DNK57 PAN59

BEL59 TUNG8
BWAG9 TWN61
ESP59 FIN58
FING67 ISR57
JPN58 KOR84

MYS70 SGP69
(fast to growth episode (even
faster) to fast)

Source: Hausmann, Pritchett, Rodrik (2005), table 2.3.
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2c Posing the right questions about inclusive growth

Suppose we are interested ireasogs thans, suppesapwawantc s f or
to provide guidance to real world actors (weareav oi di ng t he term fipolicy ma
that will become obvious). Then what would be ofgreati nt er est i s the fii mpul se
functiono of the |l evel of o uThais tsuppose actoessver®@ nse t o f

able to change at time t through some feasible actions some feature of the economy (terms of
trade, policy, institutions,etc) from X to X6 such that that <change
be the path of the level of output per capita relative to the counter-factual of X having remained

constant ? This entire path is t he Figurefpouthreee r espo
possi ble actions A, B and C. AAO0O has adjust ment
short-run but has massive long-r un ef f ect s. ABO0 has i mmediate 1 mp

positive short-run impact but no long-run impact.

Figure 3: lllustration of the impulse response function of actions/events A, B, C on the level of
output

&)

utput per
apita

(@)

t=0 (change) Time

Source: Authors.

A huge empirical literature on the theory and empirics of growth has focused on a simple
Afconditionalb egomnaéigence which growth (-gtothr chang
in a period is a function of its previous | evel (

W W [ Fo
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The problem with the single equation representations of growth of the typical kind is that they

i mpose that the Aimpul se response functionso to t
all growth states (and all countries), (b) the dynamics are constant across all variables, and (c)

constant over time. These assumptions are problematic for three reasons. First, they are all

demonstrably false.” Second, it is almost impossible to think of a plausible model of an

economy in which this would be an adequate representation of the impulse response functions

of the variables of interest. That is, just i mag
its terms of trade and level of human capital. There is no plausible situation in which we would

expect changes in those variables to have the same impulse response dynamics on the level of

output.

Finally, and more importantly, this representation just has not been very useful in explaining the

actual dynamics of growth over time in a way that could inform what actors engaged in

promoting economic growth could actuallydo. One stri king example is of ¢
decadesdo of growth in Latin America in which near
economic reform and yet had extremely slow growth for nearly two decades ((Easterly, Loayza

et al. 1997)). That is, recent decades have seen massive changes in growth rates of different

countriesi e.g. the accelerations in China, India, Vietnam, the stagnation in Latin America, the

transition depression in the former Soviet Union i and the standard growth models has been

able to explain almost none of those shifts ((2005; Rodrik 2006).

A Agrowth anatesoasd t ep ewetedgtoathinamuntryikésat hat

function of the transition probabilities between its current state, s, (e.g. boom, stagnation, slow

growth) to all other possible states, j, (including remaining in the same state) and the countries

growth in state j (to al |l owhi¢haould imcludetbbth business at eo gr
cycle and longer frequency differences).

0'Q 270 &

Cx
¢

Es
¢

At the most general level each of these transition probabilities might be different functions in

each state. That iostcomed W@aoli iadbdnagnitlde dfthefitfhiescal def i cit o
have different i mpacts on the probability of tran
than on the probability of a t r ainmsfactaimoshnomaodelm fAc ol |

grounded in economic fundamentals would predict constancy.?

! Nearly all growth regressions show instability across nearly all these dimensions. That is, the coefficients in growth

regressions are not stable across decades (e.g. regressions in the 1970s versus 1980s) nor across country groupings

(e.g. O6developedd versus fAdevelopingo). Since parameter ins
this specification as adequate.

. Think of a growth regression as kind of AsPritehatr(2008ghds t he cor r ¢

shown even a statistically robust coef f i -patiena tegressionsa fpol i cy o
neednoé6t have universal application as it is just some compl e
example, suppose that in a period of fAslowd or fAmoderateo gr
of a macro crisis while in a Astagnationo state a fiscal def
staséowd or fimoderateo). In this case reducing the fiscal d
section if the sample is dominated by countries in the state
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Moreover, some of the features of the model that determine shifts across growth states might be

characterized as fAregimeso that i s, broader confi
condition the impact of other vari ablfeosr neon wjirlolwt h
have very different impacts in fAregimeso of HAweak
institutions. 0 I n some sense we are using the wo

growth factorsi like politics, social configurations, organizational capability. As we will show

there are short to medium run dynami tthatig f shifts
countries that are autocracies with weak institutions have shifts between episodes of rapid

growth and collapse withoutshi f t s i n firegi mes. 0 ‘Funm dynaenicsaof e al s o r
how shifts in growth states determine or conditio

In this formulation the practical questions for which growth theory of interest can be framed as:

What are the feasible actions to raise the probability of an acceleration from a state of
slow growth to a state of more rapid growth?

What are the feasible actions that will sustain a favorable growth state and avoid a
growth deceleration via a transition to a negative growth state (including the feedback

from growth to other characteristics of the society, polity, or capability)?

I n the fAstat es an dtheteiisampseijudgmen thadtheaempswarsandl he

constant (e.g. fAfrdkeeadrroadse 0gr cowt gy esnteatads z(ee. g. Ar e
or generalized acrossfii nst i t ut is.oThigmrheans therenig ne preasumption that generic
policy advice 1i ke #fi mpevenifeffettiteén some goatexts imwilhbe c 1 i mat

effective in all contexts.

3. Institutions and growth: linking the medium- and long-run dynamics

Thereisbynowa | arge body of empirical |l iterature sugge
long-run economic prosperity.’ Studies that examine levels of GDP per capita (which are the

result of very long-run growth rates) find an important (and arguably causal) role for

institutions(Hall and Jones 1999; Acemoglu, Johnson et al. 2001). Even works that examine

l ong term growth r at dEasterly &ldving, 2003 (RodtikuSubraonansan,r ul e 0 (

with a switichn.t® fABhergenfadr e, in a state of Amoderateo growth
to give that advice to a country in a state ofnatinalt agnati ono
association of growth and fiscal deficitsis (and even i f one can use rigorous stati st

relationship is causal in the cross-section).

°For give the pedantry of 0 jasitsudadecuréentyrstandls, theermeaningof teiswprdist e s but
toobroadforus e so for now wedl |I. Themoreialstract thé nounahs higher theriskeoh c e

ambiguity and hence confusion while the benefit of abstraction is parsimony as, in principle, in hierarchical

classification schemes one could replace each instance of an abstract noun with a list (e.g. each instance of the word

Afuroi taouked be replitaencsefdurniuie) t heTheé swomod fAfurnitured for instal
requPBPbease bring meisusligely¢o lehdua satisfactony @uttomes. Since in common usage

marriage, slavery, banking, civil service and parliaments are all finstitutionsothe use ofthenoun @i n dasat ut i onso
risk of ambiguity high relative to the gain in parsimony.
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& Trebbi, 2004) (Acemoglu, Johnson, & Robinson, 2003)) i n t hat Ainstitutionso
in explaining economic growth than are fipolicies.

3a Al nst it utvalavilitysobgrawthdates h e

One key fact that differentiates ot ceougrtawtets e rofnmo
Afdevel opingd countries is that developing countr.i
growth and suffer serious reversals in those negative shocks. Table 5, adapted from North,

Walllis and Weingast (2009), shows that when developing countries are growing they grow

considerably faster than developed countriesd about 1.5 ppa faster (5.37 versus 3.88). But

during periods of negative growth the growth is much slowerd 2.3 ppa slower (-4.61 versus -

2.33)0 and the slowness when slower is slower than fastness when fast.

Table 5: The AAidevel opingdo countries spend more

advanced industrial countries

Per capita income | Number of Percent of Years | Growth rate, Growth rate,

in 2000 countries with positive when positive when negative

(PPP) growth

>20,000 (non-ail) | 27 84% 3.88% -2.33%
ADevel opingd countries

15,000 to 20,000 | 12 76% 5.59% -4.25%

10,000 to 15,000 | 14 71% 5.27% -4.07%

5,000 to 10,000 37 73% 5.25% -4.59%

2,000 to 5,000 46 66% 5.39% -4.75%

300 to 2,000 44 56% 5.37% -5.38%

Average of

<20,000 5.37% -4.61%

Source: Adapted from North, Wallis, Weingast, 2009, table 1.2

AWak i nstitut i oinitating episogles ofaapiddrdn@micgrowth. But it appears

Aweak imssd icdauuseo t hose growth episodes to not be s
or extended stagnation. As we saw aboveinTa bl e 1 t he probability that f
(those with Astrong institutionso)yzed Inftantrast,r om gr o
even countries as large and sophisticated as Brazil have episodes of rapid growth but are

susceptible to long periods of stagnation. Poorer countries like Ghana have had episodes of

both boom and bust.

What makes the finstitutions @nd medium-run economic growth link difficult to tease out
empirically is that e mpiarehighylpersiserd.sThigisatmoshlfy fi nst i t
the definition,asii nst i t wefihedasshein aukees of the gameodoror fi huma
asinor mso or Aconventionso that cr Ehafamousst abl e expe
Acemoglu, Johnson, Robinson (2001) paper on institutions argues for the causal identification of

the impact of institutions on growth by using features of the world hundreds of years ago, death
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rates of settlers, that are correlated with measures of ¢ 0 u n t institetisndotofiay. Obviously if
the cross-national ranking of countries by fquality of institutionsowere not very persistent this
empirical strategy would not work.

But the i mport amddineudingfmedsiraes sftpadliticaot theaapabiity of the

stated is hard to reconcile with the strong episodic nature of growth (Hausmann, Pritchett,

Rodrik 2005) as economic growth changes massively over time scales too short for changes in
6institutionsdé (which are typically not Theol ati |l e)
real issue appears to be that weak institutions create the conditions for both boom and collapse.

This means that there is often a very strong connection between levels of prosperity and levels

of the quality of #Ainstitutionso but the connecti
institutions and subsequent growth or between economic growth and changes in institutions is

oftenveryweak. What fAweak instituti onaiancerofbgrowthmtespr edi ct i
Figuredi | l ustrates this using a measure of HAgovernan

The figure shows across t he cgeud nbtobavenagstgrmeth rafied e mocr a
for countries in that category but also the variability across countries. For countries in the

lowest quintiles the average growth is significantly lower than for those in the middle quintiles.

But even for countriesint he f ourth quintil e i thevadaBomistwiceat i ¢ acc
as high as for the highest quintile (or the OECD countries) (2 ppa vs 1ppa). The obvious point

is that many of the highest growing countries in the worldd India, China, Viethamd only have

middling |l evels of fAinstitutionsd by any measur e
stagnation or with declining economies also have (or had middling governanced Brazil,
Jamaica, Cote dolvoire).
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Figure 4: There is wide variability in growth in countries, even with quite strongfii nst i t ut i onso

2 504 2.5%
2.0% 2.0% -
1.5% - 1.5% -
1.0% - 1.0% -
0.5% - 0.5%
0.0% - 0.0%
| Il 1 v V OECD R | I " NV V OECI
old
(old) (old)
m Std. Dev. Across countrie m Average growth, 1982005
Source: Aut horso6 calculations with PWT6.3 data and | CI
The same is true of a number of ot her measures of

Table7. The interesting thing is that the fAnext to be
have growth that is on average twice as high as the worst countries (QI) and only about 20

percent higher than the (old) OECD. In contrast, the variability of the growth rates of countries

with the next to best governance is, for a typical indicator, twice as high as the OECD and

actually as high or higher than countries with the worst governance.
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Table 7: The variability of growth across countries with the same rating of the quality of
Ainstitutionsd or fAgover nanc e 00 whereabaverdyge geowth is |
about the same
Indicator of Quintiles of countries by indicator OECD Quintile | Ratio of
fgoverna (old) IV (nest | OECDto
Ainstitu to best) | Quintile IV
| T T v Y; to (next to
Quintile | best)
| (worst)
Average growth rates of GDPPC 1985-2005 for countries in Ratios
each category
Quality of 0.7% 0.9% 1.8% 1.7% 2.4% 2.3% 2.5 1.3
Government
Bureaucratic 0.8% 1.0% 1.9% 2.0% 2.2% 2.3% 2.5 1.1
quality
Corruption 1.0% 0.9% 1.3% 2.2% 2.4% 2.3% 1.3 1.1
Law and Order 1.2% 1.3% 1.8% 1.8% 2.5% 2.3% 15 1.3
Democratic 0.9% 1.5% 2.1% 2.0% 2.2% 2.3% 2.2 1.2
Accountability
Average 2.0 1.2
Standard Deviation of growth rates of GDPPC across countries Ratios
in the category
Quiality of 2.0% 1.5% 2.8% 1.7% 1.1% 0.9% 0.8 0.5
Government
Bureaucratic 1.9% 1.5% 2.3% 2.5% 1.0% 0.9% 1.3 0.4
quality
Corruption 2.4% 1.6% 1.9% 2.2% 1.1% 0.9% 0.9 0.4
Law and Order 1.3% 2.0% 2.0% 2.1% 1.1% 0.9% 1.7 0.4
Democratic 1.8% 2.4% 1.3% 1.9% 1.0% 0.9% 1.1 0.5
Accountability
Average 1.2 0.4
Source: Aut horsdé calculations with PWT6.3 dat 3

This distinction between the average and the variability of growth has been pointed out in the

literature for instance on growth and democracy. The main difference in the data in the growth

rates of those countrieswhichcur r ent |l y have el ectoralistHtemocr acy a
i a ut o c hawecaihigherovariance of growth rates. The highest and lowest economic growth
ratestendtobei n t he faut oc Figutebshows tharelaignship petween a
countriesé average POLI T-Y0(mume awoeracy)twhlO¢hre r anges fr o
democracy) and their economic growth 1980 to 2008. Countries are divided into four groups:

autocracies (average less than -5), muddle (countries that switched back and forth and have

neither high nor low average), democracy (above 5 but not 10) and always democracyd a score

that was always 10 (mostly the OECD). The average difference in growth between autocracies

and democracy was only .2 ppa but the standard deviation among autocracies was 3.5 versus
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1.4 for the democracies. This means an autocracy one standard deviation above the mean was
growing at 5 ppa (=1.5+3.5) versus a one standard deviation above mean performer for the not
perfect
democracies as a one standard deviation above average growth performer would only grow at
3.1 ppa (2.23+.85). So being an autocracy is associated with a higher likelihood of being in a
state of rapid growth than being a democracyd but it is also true of being in stagnation or
collapses. The main difference is the variability not the average.

democracy

would grow at only 3.

group

Figure 5: Average growth and average polity across countries

Source: Aut h ocatcidafions with PWT6.3 data and POLITY |V scores.

1980—-2008
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This relationship between the levels of indicators of political or administrative institutional quality
is not just true of the variability of growth across countries but is also true of the volatility of
growth rates within countries over time.

Figure 6a and 6b shows the relationship between the range of growth rates for a given country
over time, that is, the simple difference between the highest and lowest 10 year growth rates of
the same country (e.g. Zimbabwe had an episode of growth of 6 ppa and one of collapse of -12

ppa

for a range of 18 bet ween

ppa

ppa but its lowest was 0O for a range of only 2.1). We see the same result for POLITY for
volatility over time as for cross-nationald that autocratic countries have much higher growth

hi ghest

and
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volatility than the (mixed)d e mocr aci es
growth volatility.

and

t he

Aperfect ot democrac

Figure 6a: Biggest range of growth and average Polity
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Figure6b s hows t hi s same

r el a tlawanud srterop afnadr atilihhee
(range) of growth rates within a country over time.

voodi nt i |
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Figure 6b: Biggest range of growth and average Law and Order
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Figure6c s hows this same figure for a measure of Acor
that it is not that Acorruptionod | eaislconsistent per si st

with very high and very low rates of growth and in particular with switches between high and low
growth even while maintaining high levels of corruption.
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Figure 6¢: Biggest range of growth and average Corruption
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3b The dynamics of growth and institutions

One of the puzzles to be reconciled islongrnat al t ho
growth rates, their predictive power for short- to medium-run (5 to 10 years) growth, or for

growth accelerations is very weak. (Khan,2007)makes t he distinction bet we:¢
supporting governanceoO versus fAgrowth promoting g
fgovernanceo0 measur deselsaffGBP perocapitagtheeetisditide oo t h

predictive power of the current level of institutions for future growth rates.

We illustrate this by comparing thelevelof i ncome and a measure of figov:
growth rate and that same measure of governance and the growth rate and the change in the

measure of governance. Whereas the first is strong the second is quite weak and the third near

zero.

Figure 7a compares the (In) leveli n GDP per <capita and a ranking of

from the Quality of Government Institutions which is an average of three indicators: rule of law,
bureaucratic quality, and control of corruption (Teorell, Samanni, Holmberg, and Rothstein
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2011). This shows the tight link between GDP per capita and QOG. Essentially all rich

countries have reasonably high fAquality of govern
government 0 are rich. No country with GDPPC | ess
or higher.

Figure 7a: In(GDP pc) on 'quality of government’
(levels on levels)
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Sour ce: Aut hor sRWT&3adhta and @OGiramking. wi t h

Figure 7b shows that the relationship between economic growth (the change in the (In) level

over 20 years) and the 6quality of governmentdé is
Afconvergenceo ef f ect sgrowmoreslovwy becausettheyHave aooraom tor i e s
Afcatch upo which | eads to the highest déquality of

But among countries with the same governance there are massive differences in growth (e.qg.
China versuisreQoteend édovwnt ri es with rapid growth (e¢
government &6 ranking ranges from .15 (Il ndonesia) t
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Figure 7b: Growth in GDP pc, 'quality of government’
(changes on level)
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Finally, Figure 7c shows there is no link at all between the improvementi n 6 qual ity of
government 6 and economiAcourgry likeddgdndah®s gndssiveo 2 00 4 .

improvement but exactly average growth, China has massive growth and no improvement at all,

Malaysia saw QOG worsen but growth well above average, etc.
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Figure 7c: Growth in GDPPC and change in 'Q0OG’
(changes on changes)
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This is a common feature of the relationship between levels of per capita income and levels of
various indicator s o fdynamics aré relatad teithermshé relationdhiphow t he
betweenthelevelo f A i n st i growth ratesos btweem gtowth of income and

improvementi n Ai nstituti ons -squarddatsimple bbvarate eat®onships e R
between (a) level of GDPPC and the level of the institutional variable, (b) growth of GDPPC and

the level of the institutional variable and (c) growth of GDPPC and the change in the institutional

variable. Even over 20 year periods there is almost zero correlation between the pace of

economic growth and the speed of institutional improvement in any of the four variables. These

very different dynamics raise the question of how economic conditions and the evolution of

A~

6institutionso are related.
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Table 8: Strong correlation betweenthelevelof i nc ome ansdd d&iunts
no connection between growth and institutions and even less of growth and changes
in institutions, even over a 20 year period
Dynamics: Bureaucratic | Corruption | Law Democratic Average

Quality and Accountability

Order
R-Squared of regressing either level or growth in GDPPC 1985-
2005 on the |l evel or chan

Level of income on level of 0.457 0.434 0.464 0.476 0.472
'institutions'
Growth of GDPPC on initial 0.094 0.064 0.077 0.058 0.074
level of 'institutions'
Growth of GDPPC on 0.027 0.001 0.014 0.016 0.016
changes in 'institutions'
Number of countries (non- 92 92 89 89
oil)
Initial Year 1985 1985 1985 1985
Duration 20 20 20 20
Source: GDPPC data from Penn World Tabl es
Iftherear e ficonditionso that facilitate Ainclusive growtho
prosperitypbunn thenlohgarly a priority reseangthh questi
conditions conducive to inclusive growth?0
3c Medium- and long-run dynamics of growth and institutions

North, Wallis, Weingast (2009) take the verylong-r un vi ew and divide societd]i

societies and Anatur al ordero societies.hlytoTheir d
one version of ofrgudoed oifn slitaiww utaisonbsodd h t he f or mal an
gameodo), social equality and equal opportunity, po
principally by the citizenigytieShencéwusiesnool ynop
i ndustrial o countri es: Western Europe, Areas of R

pointin historybecame fiopen orderodo societies and remained
societies which, although some have made more progress than others, and some have reached
Afdoor stepd conditions, none have decisively and

There are three elements to the dynamics of the NWW view, which are illustrated in Figure 8.

First, beingafi dvee | opedo or an fAopen ordero state is stabl
an fAfabsorbing stateo) in that once a society is o
The Aphase dynamicso (the equat i os)ofthsfconditiot i on of
are that positive economic shocks reinforce the quality of institutions and positive institutional

shocks reinforce support higher levels or prosperity things get steadily better and better. These

positive dynamics explain why eventhough t hi ngs are much, much bette!
world now than in 1913 on both productivity and institutions this happened in an enormously
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stable, steady, continuous way (in most cases). Nearly every society that was among the most
developed in 1913 is still among the most developed today'® and vice versa**: very few
countries among the most developed today were not among the most developed in 1913.

I f we talk about Astateso of growth and fAregi meso
absorbing state in that once arrived there are both autonomous pressures within each domain

(e.g. the persistence of Aliberal democracyo has

feedback | oops between states of growth and 06inst
Second, i f countries stay in Anatur al ordero situ
consistent with that relative (or absolute) stagnation. In particular, it must be the case that

income increases do not cause (rapid?) i mprovemehtusi onsdé6i hbat facilit
inclusive growth (positive feedback | oops), at |e
be one in which there are no/weak pressures for 0
positive shocks to income (e.g. terms of trade, technological change, expanding world

economy) do not (on average) lead to institutional improvements. In fact, if positive shocks lead

towe akiemstéi tuti ons6 then positive policy shocks wi
deteriorationof6i nsti tutionsdé (we wil/ g imglet oceuxlatemp | es of w
Again, if a fApoverty trapo is an absorbing state

regimes then there must be dynamics of both autonomous/exogenous forces and feedback

loops that sustain this.

Third, there have to be some countries that cross

which the phase dynamics shift and hence beco

me n

The economic historian Simon Kuznets has a saying AThere are two excepti ol

Japan. o Argentina was wunambiguously amon&)amdlyeiismmbirrtrhedc‘)s
first rank today (ranked 46™3 falling from three quarters of the US level to only a quarter of the US level. This is one

of the many things that make Argentina endlessly fascinatingd what did it lack in 1913 that allowed it to fall from
(apparent) fAopen ibrredaelrloy sfitoantluyso? a Witngatated ke the Gué ail states that are we a
Aricho but B daseddrdwheatahdbpeé rbtil? Was it due to the concentration of wealth or the lack of
immigrant attachment? Or was it just that, unlike many countries far behind it in GDPPC in 1913, it was far from

Europe?

™ The current list of top income country includes a very few East Asian countriesd Singapore, Japan, Korea, Taiwan.
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A

Figure9: Dynamics of OWhy Nations Fail 6
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Political Inclusive ®) —]

Pl

Institutions | Extractive | [— O

Source: Acemoglu (2011) http://econ-www.mit.edu/files/6699

The fAoff diagonal o instability can be resolved ei
becomes inclusive) or deterioration. There are a number of cases of very rapid and nearly
completetransitt on from Aundevel opedd to fidevel oped. 0 I n

countries that have both had sustained rapid growth and now (in 2008) have high indicators

both politics (democracy)and qual ity of (whithaniglet becempirisal indicatorsiofo n s 6
fii nclusi ve pol.'? tinfacgas sdemirs Ttablet9utheie ara @iy Hine countries

since 1950 that meet these three criteria, five are in Europe (and the rapid growth episodes

there were often catch up from the war), and then Japan, Korea, Israel, and Chile.

12Acemoglu and Robinson are clear that simply felectoral demo
fpolitically inclusive institutions. o0
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Table 9: Development success in multiple dimensions has been rare

Country | Region Extended | Growth | Democratic | Good BQ and Above average
high during in 2008 low corruption in | growth since
growth high 2008 1950/data begins
episode growth
(>4ppa)? | episode

Hi gh growth episode, hi(@dounpies) i ty, high

JPN East Asia yes 7.9% | Yes Yes yes

KOR East Asia yes 6.8% | Yes Yes yes

ESP Europe yes 5.8% | Yes Yes yes

PRT Europe yes 5.4% | Yes Yes yes

IRL Europe yes 5.2% | Yes Yes yes

ISR ? yes 4.8% | Yes Yes yes

AUT Europe yes 4.8% | Yes Yes yes

FRA Europe yes 4.2% | Yes Yes yes

FIN Europe yes 4.0% | Yes Yes yes

CHL South yes 4.5% | Yes Yes no

America
High Growth episode, | o(wcokhwmy) i ty, high
SGP East Asia yes 6.4% | No | Yes | yes
Hi gh growth episode, hi(l@bounpries) i ty, | ow

BWA Africa yes 7.4% | Yes No yes

TWN East Asia yes 7.1% | Yes No yes

ROM Europe yes 7.1% | Yes No yes

GRC Europe yes 6.0% | Yes No yes

MYS East Asia yes 5.1% | Yes No yes

BRA South yes 5.0% | Yes No Yes

America

ITA Europe yes 4.8% | Yes No Yes

IDN East Asia yes 4.7% | Yes No Yes

PAN South yes 4.1% | Yes No Yes

America
TTO Caribbean yes 4.6% | Yes No No
Hi gh growth episode, | QuwouRred)i ty, | ow

CHN East Asia yes 7.8% | No No Yes

THA East Asia yes 5.6% | No No yes

VNM East Asia yes 4.6% | No No yes

EGY Middle East | yes 4.4% | No No yes

IRN Middle East | yes 5.1% | No No no

COG Africa yes 4.5% | No No no

MAR Middle East | yes 4.2% | No No no

OMN Middle East | no 4.0% | No No yes

GAB Africa no 4.0% | No No no

Sources: PWT6.3 for GDPPC growth, ICRG ratings of Bureaucratic Quality, Corruption, and Democratic

Accountability.
corruptiono is

low

POLITY dat a

BQ>=2.

on
5 (scale O

6democr a
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But there are many other trajectories of growth besides steady growth or rapid growth. Most
countries have episodes of rapid growth than end in another episode of either extended
stagnation or even collapse.

4, Deals versus rules: de jure-de facto gaps and capability of policy
implementation

Di scussions of fAinclusived or fAextractiveod politi
rules. But in the actual operation of exclusive economic institutions (which are linked to politics)
the extractive nature of economic arrangements i s

However, this section focuses on the fact that in a regime of weak capability for policy

implementationd that is, a weak capability of the organizations for legal and policy enforcement
toenforcerulesdt he act ual practice is fiidealsd and there .
deviations of actual practice from fArul eieed t hat ¢
economic institutions from emerging.

4a Gaps between de jure and de facto

Rules? In a knife fight? No rules!
--Butch Cassidy and the Sundance Kid

Perhaps the key feature that di sdapbetgaenteeloffical, Aidevel
formal, legal, de jurel aws and regul ations and what actwually h
gamed have near zero predictive power ffaur what wi
simple examples.

(Bertrand, Hanna, Djankov, & Mullainathan, 2007) st udy t he process of gettin
in Delhi. The officialrulesf or getting a driverb6s |icense | ooked
prove your age, residence, identity and (b) demonstrate you can operate a motor vehicle and

the agent authorized by the state will issue a legal document allowing you to drive. A simple

mapping from fAstates of the worl do (meet the crit
(granting legal authorization to drive). In reality what happens depends on whether the

applicant hires a tout or not. For those in the control group that did not hire a tout nearly all of

them did have to take the dr didvhizeradostorgyxlZ2pmicemtat i on .
had t o t ak examhSp thd official rilesiprediceed that 100 percent of applicants

would take a driving examination, the reality was that this was entirely contingent on whether

the applicant hired a tout (and hence most did).

(Pritchett & Sethi, 1994) obtained tariff code line data on the ad valorem tariff, the import
revenue and the tariff collected for Pakistan, Kenya and Jamaica which allowed the comparison
of the de jure and de facto tariff for each tariff item. One might, naively, think that the ad
valorem tariff rate times import value might predict tariff revenue collected. In fact, the actual
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ratio of revenue collected to import value was only weakly related to the official ad valorem
tariffd even in the official data (the actual discrepancy due to smuggling, mis-declaration of
category or value, etc. must be even larger). Of the tariff code items all of which had a 60
percent tariff in Pakistan, about a quarter had a de facto tariff of zero, about a quarter had a de
facto tariff rate of 60 percent and the median was 30 percent. Knowing an item had a legal tariff
of 60 percent predicted a distribution of actual tariff payments distributed between zero and 60.

(Banerjee, Duflo, & Glennerster, 2008) examine a program to increase the attendance of nurses
at clinics in the state of Rajasthan in India. At the end of 18 months of the program

implementation,t he attendance of both Atreat mento and

identicald theywerebot h physically present during the
proscribed hours about 1/3 of the time. Not absent a third of the time but present only a third of
the time. The gap between the official rules that required attendance and the actual practice
was massive.

A pioneering study (by Stone, Levy and Paredes, 1996) compared the processes for obtaining
export permits in Chile and Brazil. An initial comparison of the legal procedures would suggest
that it is difficult and time consuming to get permits in Brazil since the law required many steps
and following those steps sequentially as the law specified would take a long time, while in
contrast it was easy and quick in Chile. However, an investigation of the actual practices of
exporting firms in Brazil found that there were professional touts or facilitators and that the
actual time in Brazil and Chile were almost identical, just that Brazilian firms had to pay a fee,

desi

fico

gn

which was not huge, to facilitators to fiexpediteo

Of course these four specific empirical examples just reveal what every in-depth study of nearly
any governmental organization in a developing country revealsd that the gap between what the
official law and policies and actual practice is not a crack but a chasm.

The evidence relative to economic growth comes from recent papers comparing the ®oing
Businessérankings, which include measures of the de jure regulation such as days to get a
construction permit, and the Enterprise Survey data in which firms are asked about their actual
experiences in regulatory compliance ( (Hallward-Driemeier & Pritchett, 2011). This allows
comparison across three indicators: days to start a business/get an operating license, days to
get a construction permit, and days to clear customs between the de jure and the de facto.

Figure 9 is the typical result showing the cross-national scatter plot comparing the doing
Businesséreported figure for the days to get a construction permit for a typical construction like
a warehouse in practice if one were to follow the law and the average number of days that firms
in the Enterprise Survey samples reported that it took them to get a construction permit, with
various non-linear functional form regressions estimated between the two. The doing
Businessésurvey is attempting to measure the time in practice that is, they are not measuring
the maximum time the processes could take, they engage with people on how long processes
typically take for firms that pursue legal compliance. If the Doing Business were actually a good
representation of the types of construction being done and the actual process then the
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observations should line up on the 45 degree line. The three obvious facts (also true of the

other two indicators that can be compared between Doing Business and Enterprise Survey) is

that (a) there is little or no correlation across countries between the Doing Business rankings

and the Enterprise Survey results, (b) over most of the sample the reported compliance times

are much, much, lower than the time that ®oing Businessoéreports is typically needed for

compliance. For i nstance, there is a ghiwipgBodines8d26 days be:
reported number of days to get a construction permit of 411 days and mean reported time by

firms getting construction permits of 85 days.

Figure 9: Doing Business and Enterprise Survey: Construction Permit
(Actual and Predicted Values)
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4b Variations in regulatory compliance across firms

For my friends, anything, for my enemies, the law.

(Attributed to Oscar Benevides, former President of Peru)

The use of firm level data allows the comparison of not only the average reported de facto and

de jure but also the variation across firms in their reported times. Figure 10 shows for each
country the Doing Business reported days but also the 10" and 90" percentiles of the firm
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distribution. These figures reveal several features of the data. First, a substantial fraction of

the firms (both 10™ and 25" percentiles) report essentially no compliance times (and these were

of firms that actually did new construction). This compliance time is almost completely invariant

across the Doing Business measure of de juret i me . The Apredictedd value
nearly identical whether the measured time if one were to comply with the law is 100 days or

400 or 600 days.

Figure 10a: DB versus ES 10th percentiles: Figure 10b: DB versus ES (25th Percentile)
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Table 10 shows the predicted values for each of three indicators. In each the difference in

regression predicted the 25" percentile of the actual firms reports between the country with the

least and most restrictive regulations is at most a few daysd so for construction permits the

difference between the least and most restrictive de jure is 524 days whereas the predicted

difference of the predicted actual values for the 25" percentile firm is only 1.5 days (due to non-

linearity, but even between the 25" and 75" percentile the difference is only 2.1 days for

countries for whom the de jure differs by 130 days). While no one knows how these firms do

this, the data is definitedyytchinegdtiemttewptt dt at iid
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Table 10: Predicted values of various percentiles of the distribution across firms from the
ES at various levels of the country DB value
Ranking in | Country | Actual Percentiles of the distribution across firms in the ES (predicted
the DB DB using two spline regression)
distribution value 10th 25th 75" 90th
across
countries
Imports
Min EST 4 1.1 1.6 4.4 10.5
25th MEX 15 14 2.2 9.8 194
50th NPL 23 1.6 2.8 12.0 23.2
75th BDI 34 1.9 3.7 13.7 26.3
Max uzB 84 3.7 6.3 19.6 37.9
Difference
Max-Min 80 2.6 4.7 15.2 27.4
Construction Permits
Min LBR 77 4.5 7.0 38.7 29.1
25th CHL 155 6.4 16.2 66.3 160.6
50th PER 210 7.7 18.7 77.0 178.7
75th GTM 286 8.7 18.3 81.0 166.5
Max LSO 601 7.9 8.5 65.0 168.3
Difference
Max-Min 524 34 14 26.3 139.2
Business/Operating License
Min GEO 3 3.9 8.6 314 54.3
25th SVK 16 34 8.6 31.3 63.5
50th NPL 31 2.6 6.6 29.1 65.2
75th BOL 50 1.9 3.9 26.5 62.4
Max GNB 183 4.9 11.3 38.5 79.4
Difference
Max-Min 180 0.9 2.6 7.2 25.1
Source: Hallward-Driemeier and Pritchett 2011

The other fact about the data evident from the graphs in Figure 10 is that only at the upper end
the law matters, and then only over a limited range. That is, there is some weak evidence that
the predicted value for the firms that report long compliance times goes up as the official times
goes up, but only up to a point, and then tapers off. This is consistent with an interpretation of
Af or my e ne @ithatss,increasirg thie @estriativeness of the official regulation does
cause the 90™ percentile firms to increase their reported compliance times. This means that as
the official laws/de jure regulation gets tougher the spread across firms in the same country gets
larger.
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Source: Hallward-Driemeier and Pritchett 2011.

This means that while the advent of the @oing Businesséand other ratings of countries has put

alotof attentonon di fferences across countries in the Hfea
Aii nvest ment c¢ | i withih@auntrigsorossvirans in regorited compliance times is

larger than across countries in average actual times. In most countries in the world the time it

will take for regulatory compliance it matters more who you ared your firm specific outcomed

rather than where you are.
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