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l. Introduction

Novelistshave a better track record than econonasteretelling the futureConsider
thenGar y Sh ttiemglycgami tcOb snov el A Supe rRaglandHodse,ue Love
2010), which provides a rather graphision of whatliesin store for the world economylhe
noveltakes place in the near future and is set against the backdrop of a United States that lies in
ecoromic and politicalrun.The countryds bankrupt economy i s
IMF from its new Partheneshaped headquarters in Singapd@éina and sovereign wealth
funds have parceled Americads moerpeoplecaci r abl e
designated as LNWI (Al ow net worth individual
skilled Americans are desperate to acquire residency status in foreign lands. (A degree in
econometrics helps a lot, as it turns outy League collges have adopted the names of their
Asian partners and yudracked dollars are the only safe currency.

This is sheer fantasy of courgeit one that seems to resonate well with the collective
mood Afuture in which the U.S and other advanced economefared to play second fiddle
to the dynamic emerging economies in Asia and elsewhere is rapidly becoming Thifé.
vision is based in part on the very rapid pace of economic growth that emerging and developing
economies experienced in the su to he global financial crisis of 2068009. For once, ti
wasnot just Chi na a nglewbyleaps and hoants. KLasniAmericat i ger s
benefited from a pace of economic development that it had not experienced since the 1970s, and
Africa began talose the gap with the advanced countries for the first time sowgdries in the
continent received theindependence. Even though most of these countries were hit badly by
the crisis, their recovery has also beeiift. By 2010, developing countries (including the

former socialist economies) had grown to constitute half of the world economy, and were
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responsible for the bulk of global growtBiscussion about the developingwa@rld pr ospect s
extended b ey ocanldRussiB Rdia Ghina) {o Eleindgkwbaleconomic dominance
(Subramanianforthcoming) At he next c @0y, SlobgleGrowte GederafoSp e n c e
(Citigroup 201}, and the new African middle clagfrican Development Bank 2011)

Optimism o developing countries is matched by pessimism on the rich country front.
The United States and Europe have emerged from the crisidefifitating challenges. They
need to addresscrushing debt burdeand its unpleasant implications for fiscal andnetary
policy. They also need to replace growth models which were loaseahy instancesn
finance, real estate, and unsustainable levels of borrowing. Japan has long ceased to exhibit any
growth dynamism. Antdl h e e ur o zremamdighly Lincetain +- with the economic and
political ramifications of its unravelinigoking nothing less than scaryn such an environment,
rapid growth in the developing world is the only thing that could propel the world economy
forward and generaiacreasingdemand forrich-country goods and servicéghe only silver
l ining in an otherwise dreary fut dype. Provid
nightmare scenarios too seriously.

The question | address in this paper is whether this gap in performance between the
developed and developing worlds can continue, and in particular, whether developing nations
can sustain the rapid growth they have experienced ofllat#. not have anthing to say on the
prospects for the advanced econontiesnselves, assuming, along with conventional wisdom,
that their growth will remain sluggish at begly focus is squarely on the developing and
emergingcountriesandon thelikelihood of continuedconvergence.

My first point is that growth in the developing world should depend not on growth in the

advanced economies themselves, but on the difference in the produetielsof the two
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groups of countriesi n ot her wor ds, o0n tThhee frcactnev eartg ewnhci ec hc
economies catch up determined byheir ability to absorb ideas and knowledge from the
technology frontier. Tisf r ont i er doesnd6t recede simply beca
developed the technology are growing at a slqveee. Moreover, a | will show below, the
devel opi ng count standss &idecdanay asanr 1§%@verc tieought hgs
closed somewhat over the last decade). Consequentlyptiteittialgrowth rate is as high as it
has ever been since tead of the Second World War.

Yet | find much of the optimismegardinghe prospects for rapid convergence
misplaced.In practicemostof the convergence potential is likely to go to wasjest as it has
since the world economy first got divided into a rich North and a poor Séstthe empirical
literature on growth has documentedneergence ianything but automatic. It is cotiginal on
specific policies and institutional arrangements that have proved hard to identify and implement.
Indeed, the recipes seem to vary from context to context. The experience of highly successful
Asian countries is difficult to transplant in othettengs.

It is true that the policy and institutional setting has improved across the developing
world T at least as judged by conventional criteria. Developing countries have opened up to the
world economy, place greater emphasis on macroeconomititganid are for the most part
better governedThes e changes have | ed many observers
My reading of the evidence is that these are improvementsedhat mainly te@nhancehese
e ¢ 0 n o msiliensedo shocks drelp avercriseswhich ofteninterrupted economic progress
in the past. They do not necessarily stimulate ongoing economic dynamism and growth.

Sustained growth, of the type that a handful of countries in Asiarhanaged to

generate, requires sometty on top ofi and sometimes in lieu défconventional
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macroeconomiand opennegsolicies. It requiresctive policies that promote economic
diversification and foster structural change fromJoneductivity activities (such as traditional
agriculture ad informality) to mostly tradable highg@roductivity activities. It requires pulling
the econom dressources into those sectors that are on the automatic escalafostrking
(and new) stylized fact that | describe in the paper isthiesié is indeednconditional
convergencén individual manufacturing industriesOnce an economy gdts produce electric
generatorssay, ormotor vehicledabor productivity in that industng placedon anautomatic
upward trajectoryThe trajectorys steepethe lower the starting poinfThe trick is to gea
toehold in theeautomatieconvergencéndustries ando expand domestic employmentthem.

The requisite structural transformatisrarelythe productof unassisted market forces.
It is typically theresultof messy and unconventional interventions that range from public
investment to subsidized credit, from domestnitent requirements tondewalued currencies.
Such policies are difficult tmanagéboth forinformational reasonis how do we know where
and how to intervene?andfor political reason$ how do we prevent them from being captured
by powerful rentseekers?

In addition, low growth in the rich countrieseates difficult external envosnment for
the conduct of structural transformation policies in developing econof®@iy makers in the
U.S. and Europe have long stopped viewing subsidies and overvalued currencies in developing
nations with benign neglect. With unemployment studkigtt levels and the economy
stagnating, such policies are likely to attract even more vociferous opposition. Greater push
back from the I MF and the WTO on industrial

expected.
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Sustained convergence walbntinue to bea challenge in this environment, no less so
than in previous periods. Economic performawdk likely remainheterogeneous. Some
countries willhave theability to stimulate structural change and diversificatimut many others
will fail for domestic or external reasons. Some of thosehthadone wellin the paswill run
into new constraints they will find harder to overcome. China, especially, may find itself in this
category, as | will suggest at the end of the pa@eauntries that are further away from the
productivity frontier may find it easier to grow for a while than others who have already pulled
closer.

Sogeneralizedrapid convergence is possiblepnnciple but unlikely in practice Our
baselinescenario has to be one in which high growth remains epis8d&tainedconvergence

is likely to remainrestridedto a relativelysmall number of countries.



Il, A very special decade

The world economy experienced very rapid growth in the deoafdee the global
financial crisis. In fact, once we smooth out the annual variations, growth reached levels that
were even higher than those in the immediate aftermath of World War Il (Figure 1), which is
remarkable in view of the fact that growth in trealy 1950s was boosted by reconstruction and
recovery from the war. The growth pattern of the world economy since 1950 leghapdd: a
downward trend from about 1960 until the late 1980owed by a strong recovery since then.

What this trend hides, however, is the divergent performance of developed and
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Figure 1:Growth trends in world economy: GDP per capita growth rates, 13H18
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developing countriesAs Figure 2 shows, dewaed countries have experienced a steady decline
in growth since the 1960s, from around 3.5 percent per annum in per capita terms during the
1950s to below 2 percent in tearly years of theew millennium. The recent recovery in

global growth is due emely to a remarkable improvement in the performance of the developing
parts of the world. Growth in developing countries nearly tripled from around 2 percent per
capita in the 1980s to almost 6 percent before the crisis of 2088China (and the résf
developing Asia) that accounts for the bulk of this performance. But high growth in East and
Southeast Asia predates the new millennium, and what is especially noteworthy about the recent
experience is that Latin America and Africa were, for once,giahe highgrowth club.

Growth picked up in both regions starting around 1990, and surpassed levels not experienced
since the 1960s (Figure 3As Arvind Subramanian (forthcoming) has documented, growth in

the developing world was both rapid and, doce, very broadhpased.
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As a result, for the first time ever in the pasr period developing countries as a whole

have been growing faster than the rich countries. Put differently, there is economic convergence.

As Figure 2 shows, the gap between the growth rates of rich and poor nations has steadily

widened, and stood at an astounding 4 percentage points in 2008.

Postcrisis prognostications that project rapid global growth on the back of emerging and

developingcounr i es 0

Citigroupeconomists, for example, predict tipati-capita incomes in the world economill
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grow by 3.6 percent in 2012030(very similar to the prerisis levels)even thougleach of the
advanced regions of the woréde projected tgrow at below 2 perceifagain, just as in the pre

2008 period) (Citigroup 201Ejg. 24). Subramanian estimatgobal growth aB.4 percenbver

the same periqdvith emerging and developirmpuntries growing at 4.6 perce20(L1,Table

4.2). The accounting and consulting firm PwC (2011) projects China, India, and Nigeria to grow
at rates exceeding 4.5 percent until 2050. (All these estimatesRiP@and percapitaterms)
Underlying allthese approaches is the supposition that developing countries will sustain very

rapid growth rates and economic convergence will continue unabated.
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Figure 3 Developing country growth trend by region, 195008
Sources:Same as above.

From thestandpoint of economic theory, there is nothing wrong with this suppasition
Developing countries do not need to develop from scratch technologies that are already
available; they simply need to adapt and adopt them. Their investment in physical and human
capital need not be constrained by domestic saving; they can borrowl&bai financial
markets to finance their accumulation. Their production need not be limited to small domestic
mar kets; they can access IStaddrd goowth madelsithersf@e mu c h
predict rapid catclup for countries behind thechnology frontier. @nvergence ought to be the

normal state of things.
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Figured: Convergence gaps by region, 19818 (difference in income levels, as percent of
developed country incomes)

Sources:Same as above.

The convergence potential aduntries is typically measured by the income gap that
separates them from rich countries. For developing countries as a group, this gap has steadily
increased since the 1950s until 2000, and has precipitously dropped over the last decade,
bringing it backio levels that prevailed in the early 1950s (Figure 4). Asia has been closing the
gap steadily since the late 1970s, while Africa and Latin America have only recently experienced

what appears to be, over a long time horizon, a comparatively small tliersame direction.
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(The trend for developing countries as a whole is heavily influenced by the growing share of
fastgrowing China in the total.) The basic conclusion from Figure 4 is that the potential for
catchup growth remains huge, especially iatin America and Africa where the convergence
gap is wider than at any time before the 1990s.

Yet the fact that widespread convergence is a relatively recent phenomenon should give
us pause before we accept these points uncriticBNgr since the Indaisal Revolution
propelled Western Europe forwardst developing parts of the world have experienced
divergence rather than convergence (Pritch@®7). Rapid growth of the kind that the optimists
expect has been very rarely sustainedtin America ha experienced periods of convergence
that have proved shelived, as in the 1970&igure 4).

A look at economic history is soberingable 1 shows the list of countries that have
sustaineger-capita growth exceeding 4.5 percent per anouar aperiod of three decades
more at any time since the early part of the nineteenth century. This is a short listfewith a
features that stand out. First, such rapid and sustained growth almost never took place before
1945. The only exceptions are Awadia and New Zealand in the nineteenth century and
Venezuela (off the back of an oil boom) in the early decades of the twentieth. Second-the post
1950 episodes come in three clusters. There are the countries in southern Europe and its
periphery in themmediate aftermath of the Second World War (Italy, Spain, Portugal, Greece,
Israel, and Yugoslavia). There dhe oil boom countries (Saudi Arabia, Iraq, Libya, and

Oman). And then there are the tigers of East and Southeast Asia.



Countries that have grown at 4.5 per annum per capita

(or faster) over 30 years or more

fastest growth
rate achieved

over three
Country decades (%) period
Before 1900
Australia 5.8 1823-1853
New Zealand 7.1 1840-1870
Between 1900 and 1950
Venezuela 5.5 1907-1939
Since 1950
Italy 5.9 1945-1975
Spain 4.9 1949-1980
Portugal 4.6 1950-1980
Greece 7.3 1945-1975
Israel 4.7 1953-1983
Yugoslavia 4.9 1952-1982
Iraq 5.3 1950-1980
Saudi Arabia 6.1 1950-1980
Libya 7.4 1950-1980
Oman 7.4 1955-1985
Japan 7.4 1945-1975
North Korea 4.7 1951-1981
Taiwan 7.2 1946-1976
South Korea 7.3 1965-1995
Singapore 6.7 1964-1995
Hong Kong 6.0 1958-1988
Malaysia 5.1 1967-1997
Indonesia 4.7 1967-1997
Burma 4.9 1977-2007
China 6.7 1976-2007
Botswana 7.3 1960-1991
Cape Verde 55 1977-2007
Equatorial Guinea 9.3 1974-2004
Ireland 4.6 1976-2006

Source Author's calculations from Maddison (2010).

Table 1
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The first and third of these are classic convergence stories that would need to be
replicated for rapid growth to be sustained. | will turn to some of the lessons from their
experience later in the paper. But it shdoddclear that the performance of the last decade

covers a short period, and cannot be safely extrapolated.

[1l. Could this time be different?

Perhapghis timewill be different. Thais the view explicitly articulated, for example,
by Willem Buiterand Ebrahim Rehbari (Citigroup 2011), who expect strong growth in
developing and emerging market economies to continue:

For poor countries with large young populations, growing fast should beogesyup,

create some form of market economy, investumban and physicalapital, don't be
unl ucky and d oeupéntcohvergemce shoud th€rast(Citigroup 2011,

p-1)
Buiter and Rehbari includ@angladesh, China, Egypt, India, Indonesia, Iragq, Mongolia, Nigeria,
Philippines, Sri Lanka andistnami n t heir | i st of @ GI-ocbuatties Gr owt h
with the most promisingrowth prospectsLess dramaticallput equally optimisticallyArvind
Subramaniamoints to the Chinese and Indian experiences:
few countries in economic histohave grown as fast and for such a long tpegod,
structurally transformed their economies to such an extent, and remained as politically
and macroeconomically stable as China and éha@iad yet not become at least half as
rich as thdrontier country. Any precipitous slide in the fortunes of China and India
cannot be ruled outf course, but history is more on their side than against them.
(Subramanian 2011, p. fbotnote omitteyl
Unlike other countries (such as Venezuela andiBnahose high growth was interrupted by
external or internal shocks, Subramanian argues that these countries are politically stable, follow

prudent macroeconomic policies, and have become global powerhouses in tradables

(manufacturing or services).
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Both studies recognize that the historical record of convergence is patchy and that there
have been too many false starts. But both also assert that recent growth is here to stay. Buiter
and Rehbari argue that there are occasiondilyt they calih g a m e geisth Tday view the
transition from socialism to market economies and from autarkic economic policies to the
embrace of globalizatiom that light(Citigroup 2011, 2280).

There are four planks to the gorablw¢changespt i mi
in policies, institutions, or the external context. Fitstre has been significant improvement in
the conduct ofmonetary and fiscal policiaa the developing world With rare exceptions,
macroeconomic populism has gone out of fashienrce stability and debt sustainability have
become the norm rather than the exception. This is a key reason why the developing world did
not suffer lasting damage from the global financial crisis: their macroeconomic and financial
fundamentals were igenerally good shape.

Second, again with few exceptions, developing countries have opened themselves up to
international trade (and to capital flows). Even though tariff rates still tend to be higher in poor
countries, they now averagethrelow teens rather than t138-60% range as used to be the case.
Indeed, developing natiomse now more integrated to the global economy than at any time since
the 19" century, wherit was routine for Europearopersto imposeopenness on them through
cdonial rule oronesided free trade treaties.

Third, developing nations arew generally much better governed. Most of Latin
America is now ruled by democraticalyected governments. In Africgeacesettlements have
restored some semblancestdibility to theconflict-ridden countries o€ongo, Sudan, Sierra
Leone, Liberia, Cote do6élvoire and el sewher e,

dictatorship. Thk quality of institution§ which many economists believe is the ultimate
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determinanbf long-term economic performanéehas definitely improved, although the extent
and durability of the improvemenan bedebate.

Finally, the globalization of markets and the spread of global production nethavks
created a more hospitable environtkem economic catclup, at least for countries with the
necessary background conditions-¢sa | | ed A f u Mhese allewfor thé fastel) spread
of ideas andblueprints andfacilitate the plugging of firms from poor countri@so advanced
technolgies. As long as the$em-level productivity gains can be passed on to the rest of the
domestic economygrowth can be both rapid and widely shared.

Prudent macroeconomic management, openness, and improved governance surely help
avoid large policy mistakes and economic disasters. By eliminating the lower tail of growth
outcomes, they raise the average performance. What is less elbather theepolicy
improvements in the conventional sease sufficient- or indeedeven necessaiiyfor
promotingsustainegkconomic growth As recently as the mid000s, when Latin American
growth still seemed disappointing, it was commonplacedonomists torgue that
macroeconomic and institutional reforms had not gone far enough. Growth was unimpressive,
the story went, because the reforms were timid, limited in range, and lacked political
commitment iMeant Well, Tried Little, Failed Muah wa s af & speethithatlArne
Krueger gave in March 2004 on the reforms in emerging market economies (Kruegere2004; s
alsoRodrik 2006). Now that the growth picture looks brighter, there is evidently a tendency to
portray those same reforms in a better light.

Countrieswith improved policies and institutiogve beemloing betteof late butit is
equally true thamanyhave yet to relicatether performance from previous eraBrazil and

Mexico, for examplearetwo countries that have become posteldean for the new policy
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mindset in emerging market¥et these twdhave recently registered growth rates that are only a
small fraction of what thelgadexperienced during the three decades before 1980 (Figure 5).
And note that this cannot be explained by growth having become harder over time: these two
countries had larger convergence gaps ®028an they did in 195b.As a share of developed
country incomes, their incomes shrank from 30 and 42 percent in 1950 (for Brazil and Mexico,

respectively) to 24 and 32 percent in 2000.
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Figure 5 Average pecapita growth rates of Brazil and Mexidxy, period
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! Neither does dengwaphy help explain the undperformance. Recent growth rates look even more disappointing,
compared to the earlier period, when expressed Hwpeker terms.
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Moreover, one of the Asian growth superstars, with gossible exception of Hong
Kong, fit the standard paradigm neat@hina,India and the East Asian cases all instances of
mixing the conventional and the unconventiagnaf combining policy orthodoxy with
unorthodoxy (Rodrik 2007, chap. 1).

Chinads polici es o nfingnceghe exchiange ragndnmabhyother s u b s i ¢
areas have so flagrantly departed from the conventratellook that if the country were an
economic basket case instead of the powerhouse that it has becomed ibgvalrhost as easy to
account for it. After all, it is not evident that a dictatorship that refuses to even recognize private
ownership (until recently), intervenes right and left to create new industiniesidizes loss
making state enterprises witheam d on, fimani pul ateso its currenc:
ot her policy sins would be responsible for hi
make similar statements fdapanSouth KoreandTaiwanduring theirheyday in view of the
rampant government interventiohat characterized their experience

As forIndia, its half-hearted, messy liberalization is hardly the example that multilateral
agencies ask other developing countries to emufateign €onomists advise India gpeed up
the pace ofiberalization,open its financial systemein incorruption,and pursug@rivatization
andstructural refornwi t h gr eater vigor. Il ndi ads politice
are prone to interpret the paralysis as lacgaditical leadership or worseBut often the
hesitancy reflects genuine uncertaintgnd differences of viewsoverhow to achiee a better
functioning market economy in the Indian confextd to do sevithout social costs and
upheavals

Thefundamentalquestion that weumpup againsin these debatds: whatdetermires

convergencelhe empirical literature on economic growias established thabnvegence is
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not automatic There is onlyonditionalconvergence, natnconditionakconvergenceBut what
are those conditioning circumstances?

There is a sense in which this question has an easy anSwmwuth econometricians
have identified a longish list of variables which, once they are controlléohéividually or
collectively),permit theconvergence gap to exert significant leverage on actual growth. The
investment rate, educational attainment or schooling, the share of trade in GDP, financial
deepening, and government consumption are some of the most common indictisrBst.
Theestimated coefficient on initial income typically turns negative and statistically significant as
soon as we throw any combination of these variables on thehagiot side of a growth
regression. The interpretation is that convergeeqaires high enagh levels ofinvestment,
schooling trade, and so on.

The trouble with such regressions is that they do not tell the policy makethegatre
really after, which is the set pbliciesthat guarantee convergence. Investment, schooling, or
trade levels are not policy levers that one can directly set or adjust. They are the outcomes of
many different things going on simultaneously, including external and exogenous circumstances
as wellas policies of unknown effectiveness and unclear direction of imgiasthard to know,
for example, the impact that import liberalization would have on the egioi ratio, or
whether export subsidies and free trade zones would not be more effebibastng it. When
instead we condition convergence on policies directly under the control of goveriirsantsas
tax rates or tariff levels we rarelygetclearcut or robust results.

Some years back Lar§ummergave a lecture in which he chidde: tskepticavho
gui bbl e about the determinants of convergence

that the rate at which countries grow is substantially determined by three things: their
ability to integrate with the global economy through trade and investtheitcapacity
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to maintain sustainable government finances and sound money; arabthgito put in
place an institutional environment in which contracts can be enforced and property rights
can be established. | would challenge anyone to identifyiatigothat has done all three
of these things and has not grown at a substantia&atsmers 2003)
But what appears at first sight to be a sweeping affirmation of the robustness of our knowledge
about what countries need to iden closerlook aningeniously crafted hedge which illustrates
and reinforces my point about the extent of our actual ignorance.
Noti ce Summer s Oabiithtaintegrate with thengmlraldesonornot
low tariffs or capitala c c o u nt ¢ ocapaéetyta maibtain sustaigpaple government
financesand sound moneyp not any part i c ulakilitytofputi®m placéanor mor
institutional environment in which contracts can be enforced and property rights can be
established 0 not any epohpriviate prapértg mgbtandecgrpomte governancBy
resortingto the ability and capacity to achieve outcomes that are systematically correlated with
growthinstead otheactual policieghat deliver those outcomeS u m m estaten@ent ducks the
hard questions. Thieabi | it yo to do X and fAcapacityo to m
requisite policies ardhemoment we try to give these directives operational cofitbyt
substituting, say, low tariffs for integration into tverld economy- we runagaininto a
familiar problem Unorthodox Asians have generally done much better than orthodox Latin
Americans, andnanyLatin Americanshave don&a whole lot better when they were unorthodox
than when theyurnedorthodox.

Whatis probably the most comprehensive empirical analysis of the link between policies

and growth was undertaken by Bill Easterly in a chapter foH#relbook of Economic Growth

(Easterly 2005). Easterly ran standard groretiressioausing 5year panels @ the period
196G-200Q He i ncl ud eoliciedds endepeadentadablésonghe rfighthand side

of the equationinflation, budget deficits, blackarket premidor foreign currency
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overvaluation, M2/GDPtrade/GDRandgovernment consumption/GDP. (Note again that many
of these are not, strictly speaking, policy variables.) In the baseline specification, most of the
indicators enter with coefficients that have the expected sign and are statistically significant.
eitheron their own or collectivelyHe thenre-estimates the regression by removing
observations witliextremdy badpolicie (i.e., cases wheiaflation or the black market
premium> 35%, overvaluation > 68%, budget deficits/GDP > 12%, M2/GDP > 100%,
tradeGDP > 120%) He finds that plicy variables no longer enter significantly, individually or
collectively. Easterl yds bottom | ine i stollaleat empi ri c
confidencehat moderate changes in policies will yield systematiczaibte growth effects.
Another way of putting the same result is to repeat the pwanteabove: avoiding truly awful
policies can prevent a country from turning i
the conventional type do not reliablyrgzate high growth.

Toreturntot he question of this wilkebedffeent.Bst ti tl e,
there is plenty of reason to think thve# cannot rely oprudent macro policies, greater openness,
and better governance on their own do the trit.get a better sense of the likelihood of
sustained convergence we needateta closer look dhe mechanics of growth in developing

countries, which is the tagk the next section.

IV. The convergence engingructuralchangeand diversification

Convergence may fail for many different reasons. The usual, if impossibly broad,
presumption is that a combination of exogenous and policy circumstances discourage firms and
entrepreneurs from undertaking productivity enhancing investments. A sligigmeiint on this

argument would start from the recognition that developing and emerging market economies
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typically encompass economic activities of widely varying levels of productivityy &kiaibit
much greater dispersion in productivity across activities than rich countiresis adrueat the
level of individual plants as it is for broad economic seqiBeastelsman et al. 2006; Hsieh and
Klenow 2009; McMillan and Rodrik 2011)Typically, productivity levels tend to converge
within economie®ver the course of economic developmemparallel with the convergence
with rich count rMctidad and Rodrik@80d)L | evel s (see

This heterogeneity means that not all firms or itides are uniformly behind the global
technology frontier. Some are considerably more advanéedexamplein India labor
productivity in the paper, pulp, and paperboard industry is only 3 percent of the level in the
corresponding industry in the U.Shis ratio rises to 19 percehimore than six times highér
in the case of motor vehiclésEven making an allowance for differences between average and
mar gi nal productivity, I ndiads overall produc
from the paper industry to the auto industry. In a moredmaéed analysidiisieh and Klenow
(2009)estimate thabetween a third and a half of the gapim d i a a mmnuf@dturing a 6 s
TFP visavis the U.S. would be closedtiiedispersion in plant productivityithin industries
were broughttoU.S.levelSf hese findings run parallel to the
models in development economics, which have emphasized the growth gains from shifting
resources across broad wesi from traditional agriculture and informality to manufacturing
and modern services.

One reasoior suchheterogeneity or dualism that convergence may be easier in some
activities than othersTechnology may be more standardized and requirddeakadaptation.

It may be easier for firms to access it whieay can be part of international production and

These data are from UNIDOb6s | NDSTAT data base and are
cannot explain this heterogeneity. Labor shares of value added are similar for the two countries in the paper
industry, and actually higher in liadin the case of motor vehicles.
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marketing networks. Direct foreign investmean serve as a vehicle for technology transfer in
some areas but not others. Dotieegoliciesand institutions may pose greater obstacles in some
sectors than othersn other words, the economy may be a mixture of activities that are already
on theescalator uand activities that are going nowhere. Economies that grow rapidly are those
that ae able to push their resources into the escalator sectors. And those that grow in a sustained
fashion are those that can accomplish this on an ongoing basis.

Tradable industries, and manufactures in particular, are the archetypal escalator
industries. The best way to see this is to examine the process of productivity convergence at the
|l evel of individual i ndustries. To set the s
we know doesndét exhibit autFgoi@apiotsthgguoowthiondi ti o
GDP per worker against its initial level. Each dot in the scatter plot corresponds to a country
during a specific decade. Four different decades are covered (1970s through the 2000s) so that
each country enters the scattertglomaximum of) four times. | have controlled for decade
specific influences by introducing decade dummies, so that the plots represent the relationship
between initial economwide labor productivity and subsequent growth after those influences

are take out.



_(}rowth of GDR per worker, d'rthogonal pari2

T T T T
8 10 12 14 6 8 10 12 14
log of initial real GDP per worker log of initial real GDP per worker

o

Figure 6 Unconditional (left panel) and conditional (right panel) growth regressions, decadal
regressions for 1972008

Notes Growth during each decade is regressed on initial log GDP per worker, decade dummie
(in the case of the gression showed on the right panel) country dummies. Each observation in
figures corresponds to one country over a specific decade (1970s, 1980s, 1990s, or 2000s).
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Convergence implies thabuntries starting out with lower productivity experience faster
growth in productivity. The scatter ploshauld show a negativelgloped relationshipin reality,
as the left panel of Figure 6 shows, the slope is essentially zero. A country witbdow la
productivity is no more (or less) likely to grow rapidly than @i high productivity. We

obtain convergence only when we condition on specific country characteristics. The right panel
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shows this with an extreme form of conditioning, the inclugibcountry fixed effects. Now we
have a clearly negative (and tightly estimated) slope to the relationship. There is convergence
conditional on no#time varying country characteristics (e.g., geography, policies and institutions
that do not change ovéme). Or to put it more directly, growth slows down over time as
countries get richer.

The estimated conditional convergence parameter (from the right panel of Figgie 6)
0.034 (with a countryclustered statistic of 4.69).This implies that a country with half the
income of another grona4 percent{=0.034 x In(2))Xaster per year, assuming it shares all other
economically relevant characteristichigconvergence parametersomewhatbovethe 0.0%
0.03 range that is tygally found in the growth literature (Durlauf et al. 2005), that isnot
surprising in view of my use of country fixed effects.

So far, there is nothing particularlyneMow | et 6s carry out t he

S

c

specific manufacturing industsenstead of aggregate productivilty. use data from UN

industrial statistics data base (INDSTAT4) to compute labor productivity atdigtdevel of
disaggregation for mafacturing® These dataover mostly the formal, organized parts of
industy. Theydo not go back as far as the Penn World Tables, so | have to restanttiisis

to the period sinc&990. In order to maximize theumber of countries | pool successive-ten

year periods from 1990 to 200Theanalogue of the previous set of converggresultsis

shown in Figure 7 Unconditional convergence regressions include dummies for industries and
decades, while conditional regressions include country fixed effects in addtiaah. dot on the

scattemplot now representsdigit industryin a specific country over a particular decade.

3 lllustrative industries: macaroni, noodles & similar products, pesticides and othestegnical products,
agricultural and forestry machinery.
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Figure 7 Unconditional (left panel) and conditional (right panel) growth regressions for labor
productivity at the industry level, decadal regressions for 12007

Notes Thefigure depicts the relationship between initial labor productivity and growth in labor
productivity during the subsequent decade across |9d@ittindustries in pooled decadal cress
sections over 199Q007. Unconditional regressionsf{lpanel) include industry and decade
dummies; conditional regressions (right panel) include country dummies in addition.
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The results are quite striking in that they reveal, for the first timepnditional
convergence The further away from the frontiés an industry, the more rapte growth inits
labor productivity, regardless tife policies or institutions of theuntryin which it is located
(left panel of Figure )i Once a countrgets a toehold ingricultural machinery, say, or

motorcyclesthere is an automatic tendency for productivity in these industries to converge to
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the frontier. Moreover tle estimated rate of convergenseguiterapid. The coefficient on initial
labor poductivity is-0.031 and highly statistically significamtot much smaller (in absolute
value) than the conditional convergence estimated at the aggregate level. Naturally, conditional
convergence at the industry level is even more rapid, with a ceetfiof-0.063 (as indicated by
the steeper slope on the rigidnd side panel of Figure 7).

Two other recent studies have produced related results. In his Harvard dissertation
Hwang (200, chap. 3hasdocumentedhat there is a tendency for uncondiaboonvergence in
export unit values ihighly disaggregateg@roductlines. In other words, once a country begins
to export something, it travels up the value chain in that product regardless of domestic policies
or institutions! Hwang also shows thdtite | ower t he average unit val
manufactured exports, the faster t3eondcountryo
Levchenko an@hang(2011)haveestimatednodetbasedelativeproductivitytrends forl9
manufacturing industries from the 1960s through the 200Gz that there has been steady
convergence across countrieBheyinterpretthis as the erosion of Ricardian comparative
advantage.

Further analysisvith my datashows that unconditionabnvergence is not uniform
across manufacturing industries. It is least rapigxtiles and clothing (with a coefficient of
0.012) and most rapid in machinery and equipm&én®89), with transport equipment and iron,
steel and metal products somewharbetween. So there is a hierarchy within manufacturing
that accords well with intuition. Even within manufacturing some of the escalators move up

more quickly than others.

* Hwang demonstrates his result for bothdigit U.S. HS import statisticand 4digit SITC world trade statistics.
The first classification contains thousands of separate product lines.
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Why then does unconditional convergence within manufactiiramgd possily some
modern, tradable services as wellot translate into econorwide unconditional convergence?
The answer is that the economic activities that are good at absorbing advanced technologies are
not necessarily good at absorbing labor. Asaresuth,t | ar ge a fraction of a
resources can get sitthosekhatiare not oh the eSocalatdhergfiimnss ect or
that arepart ofinternational production networks or otherwissnefit from globalizatioemploy
little labor, the gaingemain limited Even worseinter-sectoralabor flowscan be perverse with
the consequence that convergence within the i
by the entire economy.

This is not just a theoretical possibilitytlirns out to bea large part of the explanation of
why Latin America and Africa have underperformed relative to Asia in recent deddeggie
McMillan and | recently examined a sample of 38 countries at widely varying levels of income
with the requisitalata (McMillan and Rodrik 2011). We divided each economy into nine broad
sectors and decomposed econemige productivity growth over the 199D05 period into two
components: (a) productivity growth within individual sectors; and (b) productivity growth
resulting from the intesectoral reallocation of labdfThe second component, which we call the
structuralchange component of aggregate productivity growth, can be large when labor

productivity varies greatly across different parts of the economy.

®>The decomposition is:

AYt = _Zei,tkayi T Z yi,tAei,t

whereY; and Y, refer to economyvide andsectoral labor productivity levels, respectively, a\d is the share of

empl oyment in sector i. The @ operator denotkardtt he chal
The first term in the decomposition is the waaghsum of productivity growth within individual sectors, where the

weights are the employment share of each sector at the beginning of the timepkriod t he Awi t hi nd c ol
of productivity growth. The second term captures the productivity effdabor reallocations across different

sectors.
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Ourresults, summarized in Figurer@yeal a striking result:atin America and Africa
have both experienced sizalgi®wthreducingstructural change during 192005. What this
means is that labor has tended to move from-piglaluctivity activities sucls manufacturing
and tradable services to lgpvoductivity services, informality, and in some cases even
agriculture. This difference with Asia, where structural change has made a positive contribution,
accounts in fact for the bulk of the variation @gional growth ratesAsi adés | abor prod
growthin1992 005 exceeded Africads by 3 percentage
by 2.5 percentage points. Of this difference, the structural change term accounts for 1.8 points
(61%) in Africaand 1.5 points (58%) in Latin America. In other words, where Asia has
outshone the other two regions is not so much in productivity growth within individual sectors,
where performance has been broadly similar, but in ensuring that the broad patterctwfstr

change contributes to, rather than detracts from, overall economic growth.
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Source:McMillan and Rodrik (2011). Regional averagesiavecighted averages for countries for
which data are available.

To observe garticularlyegregious case growth-reducing structural changeirn to

Ar gent i na 6(Bigue9.plrae secommnithethe largest relative loss in employroeeat
1990:2005is manufacturing, which also happens to be the largest sector among those with
aboveaverage productivity. Most of this reduction in manufacturing employment took place
during the 1990s, under the Argentine experiment with hgpenness. Even thougte decline
in manufacturing was halted and partially reverseohks to a competitive currendyring the
recoveryfollowing the financial crisis of 2002002, this was not enough to change the overall
picture for the period 199P005. By contrast, the&ector experiencing the largest employment

gain is community, personal, and government services, which has a high level of informality and
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Correlation Between Sectoral Productivity and
Change in Employment Shares in Argentina (1990-2005)

|p = -7.0981; t-stat = -1.21 Omin

] Cpu

15

-.06 -.04 -.02 0

Change in Employment Share
(AEmp. Share)

Fitted values

*Note: Size of circle representsemployment share in 1990

**Note: g denotes coeff. of independent variable in regression equation:
In(p/P) = + BAEmMp. Share

Source: Authors' calculations with data from Timmerand de Vries (2009)

Figure 9 Growthreducing structural change in Argentina, 198005

Source McMillan and Rodrik (2011)

is among the least productive. Hemdeen we plot the employment gains of individual sectors

against their relativproductivity we get a sharplyegative slopéFigure 9)
We knowfrom the work of Carmen Pages and heaathors at the InteAmerican

DevelopmenBank, which inspiredny own research in this area, that this patterpesterse

growth-reducing structural change is relatively recddtring the quarter century between 1950

and 1975the contribution oftructural changw overall productivitygrowthwas positive and

| arge, of roughly the same magnitude as

he

n
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annum; Pages 2010yVhat seems to have happened since 19%fat the productivity growth
experienced in sectors exposed to externairaednal liberalization (manufacturing and state
owned enterprises) has come in part through rationalizatioeraptbymenteductions. In
theory, those displaced from previously sheltered activities ought to have ended up with jobs that
are more producte. In practice, it has been low productivity services and informality tvat ha
expanded.Asian countries, which liberalized gradually and continued to protect employment in
state enterprises and imparibstituting firms, were spared the adverse egpes.

One of the findings in McMillan and Rodrik (2011) is that dependence on commodity
exports makes it tougher for countrieptesh their resources into the right sectors.
Specialization in a few highly profitablprimaryactivitiestends not to generate much productive
employment, even when it spurs growth. This is yet another version of the natural resource
curse.

Africa faces this challenge in particuladgvere form. Its recent growth is driven in part
by a commodity boom, a@hin part by better macroeconomic policies and governaattecing
the severity and frequency of growth decelerations (Page 2008h of itreflectsrecovery
from an extended period of decline (Figure #here is scant evidence that a genuine growth
engine is in place As JohnPage notedijchanges in suctyrowthdeterminantéas investment,
export diversification, and productivity have matcompanied the growth boam. nd & Figure
8 shows, perverse structural change has been an even bigger problem constraining aggregate
productivity growth than in Latin America.

So convergence can be easgrnfeconomy is able fmush its resources (labor in
particular) emdc¢e ¢idhe ndistresmnihe augpmatic escalator up/hat

stands out in the experience of the countries that have experienced rapid and sustained
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convergence, ith the exception of the few oil economies on the(listble 1) is that their
succes was rooted inidersification into manufacturedt is accomplishing this process of
structural change that has prowfficult in the lagging economies aatin America and Africa

As I ndiads exampl e demonst r geheeate growthton may b e
the back of tradable services, such as software and information technologies (IT). But as India
also shows ltere are limits to the extent of structural change such a model can accomplish. The
trouble is that IT industriesrelyonedaca on and ski l Il s that only a s
huge workforce possessdglanufacturing industries have much greater potential to absorb the
Asurpluso | abor presently empl oyedAsindiahasr adi t i
not been able to demonstrate comparable succesmufactures, its economy generates far too
few high-productivity jobs for the unskilled workforce with which it will remain abundantly

endowed for some tim@osworth, Collins, and Virmani, 2007)

V. Why structural transformationequires unconventional policies

A sfilucturalisd focus on growth reorients our attention from broad macroeconomic
policies and institutions to the composition of output and seatoradiderations. It points to the
need to stimulate desirable structural change in ordgniie and sustain economic growth. It
helps us understand why conventional policies of openness and liberalization often fall short, and
how they may occasionglbackfire. And it explains why the policies behind sustained
convergence in Asia have been a mixture of the orthodox (macro stability, investment in human
capital, emphasis on exports) with the unorthodox (undervalued currencies, industrial policies,

andsignificant state intervention).
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If some economic activities such as manufacturing and modern services are growth
drivers, one would expect entrepreneurs, firms, capital, and ultimately employment to gravitate
in their direction. For thiprocess to mfold on its own accord, however, markets need to work
reasonably well. Only then do sectors with high productivity or good future prospects appear
profitable and send the right price signals to invest@/sak markets and institutions impose an
especidly hi gh fAtaxo on modern, t ethesarelyoogni cally a
extended division of labor amdquirea welldeveloped contractual environment (Rodrik
2008b).

Why then do the conventional policies of macroeconomic stability glilzation and
openness not do the trick&fter all, their objective is precisely to ensure that markets can work
better andyenerate the requisite incentive&s a practical matter, however, creating well
functioning market economies requires considgraidre than tinkering with specific policy
instruments. It is a process tl@iolvesdeeper institutional transformatiomeasured in ecades
rather than yearsLaws and regulations can be rewritten quickly, but that is not by and large
where a nationdéBhe nrsuligsutafontshe eggamee .t hat we
cognitive constructs that shape expectations about how other people behavad $8i0;fhstor
2000. These expectations atificult to modify and replaceshort of wars, occupation,
revolutions, or other cataclysmic evenBurthermore, stlong as the beneficiaries of the
established order remain politically strong, they can easilymivent reforms that undercut
their privileges. As Daron Acemoglu and James Robinson have emphasized in their various
writings, sustainableconomiagrowth ultimately requires political change (Acemoglu and

Robinson, forthcoming).
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One not very helpful marmm in which these practical realitibave beemaken orboard
is to makehe listof requisite reforms eveohger and haer. So what wagnitially a (mostly)
straightfoward! i st of At e n(ascrigimlhyarticdlates bytJshno Williamson the
Washington Consensulsas been embellishegveral times ovewith increasing vagueness.
Concrete reforms such as trade liberalization and privatization have been supplemented with
obj ect i vieprovegintatroeeosomid and labor market institutjarsl strengthening
legal and judicial systemsSiNgh et al2005). First-generation reforms were succeeded by
secondandthirdgener ati on ref or ms. AStructur al refor
that prevents an economy from working like itstb®ok counterpartMany of the institutional
recommendationwould eventually morph into an impossibly broad and ambitious agenda under
the general heading of governance reforms.
With such broad characterizations of what growth requires it becomes\affe
impossible to provide well targeted policy advideelling poor countries in Africa or Latin
America that they should set their sights on the institutions of the United States or Sweden is like
telling them that the only way to develop is to beearevelopedNor is it possible to judge
whether countries have undertaken the requisite refolinaeuntries are not growing it must be
because they havendét done enough. I f they ar
previously, the very sae reforms that were criticized as inadequate a few years ago are now
hailed as the reason for emerging and devel op
A different, more constructivperspectiveon successful reform is that it requires not
checking off dist of textbook recommendations, laktortcutsthat overcome secorukest
interactions and political constraintSkilled reformers know that given economic objective

can be achieved in diverse wageme more unorthodox than othehstegration into the world
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economy can be accomplisheéd export subsidies (as in South Korea and Taiwan), export

processing zors{as in Mauritiusor Malaysig, Special Economic Zones (as in Chihar free

trade (as in Hong Kong)Domestic industriesan be promotedhrough subsidized credit (South

Korea), tax incentives (Taiwan), trade protection (Brazil, Mexico, and Tyr&epy reducing

barriers to entry and lowering their costs of doing busirisgerty rights can be enhanced by

importing and adating foreign legal codes (as in Japan during the Meiji restoration) or by

developing domestic variants (as in China and Vietnalm).imes sy o ref orm t hat
beneficiaries of status qu owhmlapyoveb iempopsiledof er abl e
implement.

Nowhere has this opportunistic approach to economic reform been taken further than in
China. Consider how China engineered a boom in private investment, which was led until the
mid-1990s by Township and Village Enterprises (TVESWwnaship in TVEs was typically held
by local governments, but private entrepreneurs were effectively partners with the government.
In a system where courts were weak and corruptible, letting the government hold residual rights
in the enterprise may have beeseconebest mechanism for avoiding expropriation. In such
circumstances, the expectation of future profits can exert a stronger discipline on the public
authority than fear of legal sanction. Private entrepreneurs felt secure not because the
governmenivas prevented from expropriating them, but because, sharing in the profits, it had no
interest to expropriate them. This allowed China to provisknablance of effective property
rights despite the absence of private property rights.

We can multiply thexamples. China provided market incentives throughttaak
reform rather than acrosise-board libealization, which would have been the standard advice.

Hence, in agriculture and industry, price efficiency was achieved not by abolishing, quotas
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plannedallocations or price controlsbut by allowing producers to trade at market pratehe

margin In international trade, openness was achieved not by reducing import protection, but by
creating special economic zones with different rules than thoseppke¢d for domestic

production. When China eventually joined the WTO, the country did not stop promoting its
industries, but shifted from trade and direct industrial policies (now banned by international
rules) to currency undervaluatigRodrik 2008, 201().

These and other instances of loca#ilored policy innovations have been at the core of
Chinads successful refor ms. expdrimentengredifferent or me r
remediesthe selfconfidence to defy external blueprints, dhd room to pursue economic
growth as their overarching goal. In societies whose political economgresconstraining
India immediately comes to mirndit may beconsiderably more difficult to devise and apply the
tailored policy solutions that willawomplish the needed economltangs.

A secondcomplicationis thatthe standard remedieverlookmarket imperfections
inherent to establishing a beach head in new industnegetting thernoff the ground. Such
market failures include:

e |earningexternalities valuable technological, marketing, and other informattnar

spills over to other firms and industries;

e coordination externalitiedumpy and coordinated investmethst are required to

establish new industries

e credit market imperfectiongimited liability, asymmetric informatioand other

imperfections that preveentrepreneurBom financingworthwhile projects;
e wage premiamonitoring, turnover, and other costatkeepwages above market

clearing levels and employment low.
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Suchproblems can plague all kinds of economic activity in developing countries, but arguably
their dfects are felt much more acutelymodern industries (Rodrik 2008bonsequently,
structural changeanremain too slow even when markets are liberalizpdned up, and made
to work fAbetter o i nGrowthequices reruediesttargetedatithesma nner .
Aspecial 0 sectors rather than gener al policie

These consideratiorexplain why successful countries haypically found it easier to
accompish theneededstructural transformation ianunorthodox mannehy subsidizing their
modern tradablegirectly rather tharattempting taemowe market and government
imperfections and wartig for markes towork their magic. Such subsidiescludeundervalued
currenciesexplicit industrial policies in support of new economic activities (trade protection,
exportsubsidiesgomestic content requirementax and credit incentivesgnd a certain degree
of repression of finance to enable subsidizedlitr developmenanking, and currency
undervaluatonWh at has come to be called the fAAsian 1
c 0 n s e s pmosed more effective at gaining traction on grawgkien though the extent to
which it can be applied in othsettings remains unclear.

Of all methods of subsidizing modern tradabjeshaps the most effective currency
undervaluation.Growth-promoting structural change is greatly assisted by a highly competitive
real exchange ratdn Rodrik (2008b) I show that there is a systematic and robust association
between undervaluation and economic growth, a relationship that seems to work through
undervaluationdés positive effects on industr.i
inverse of the relative price level in a country, stripped off the Batdasauelson effect.)This
relationship is portrayed in Figure 10, which shows ithiatdriven neither by outliers nor by the

adverse effects of overvaluation alone. As | shoRadrik (2008b), the estimated relationship
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is not affected by removing large overvaluations from the sample. According to the baseline
specificationa 50 percent undervaluatidrwhich correspondt roughly one standard

deviatiord is associated with a bsbin annual growth of real inconper capita of 1.3

percentage points, a moderately large effect.

Importantly, this result holds only for developing countries, iamllarger in magnitude
the lower the income level of the country in questi®he redexchange rate has no statistically
perceptible effect on growth for counThisi es at
reinforces the idea that undervaluation helps offset market and government failures that are
endemic to underdevelopment.

There is less evidence on the efficacy of specific industrial policies, and indeed much
controversy over whether they work or not (Rodrik 2008b). Two things seem clear and
uncontroversial. First, there have been many failures: grandiose projectelephants, and
infant industries that never grew up while continuing to swallow public resources. Second, many
(i f not most) of the developing worldds succe

supportduring theirearlyyears
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Figure 10Real exchange rate competitiveness and economic growth in developing countries
Source Rodrik (2008b). The figure shows the (partial) relationship between an index of
undervaluation of the currency and economic growth over-frear time horions, controlling for
initial income levels and country and time fixed effects.

Examples abound in Asias usual.The Korean steel firm, POSC@as nurturedinder
public ownership angrotectedbehindhigh walls of protection It eventually became the ost
efficient firm in theglobal steel industry by the 1990Bomestic content requirements, the bane
of trade economist$iave been instrumental in creating nearly world classtfessuppliers to
theauto industry irbothChina and India (Sutton 2005But there are illustrations elsewhere
too. Embraer, the Brazilian aircraft company, was established and promoted through state
ownership, benefited from exp@ubsidies, and became a leading global competitor prior to, but

especially afteritgsprive i zati on. Chil eds hi g hdrgelytsecreatiens s f ul
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of Fundacion Chile, a quapublic agency that acted asenture fundand developed and
disseminated the relevant technolodwy fact, it is rathedifficult to identify instances of
nontraditional export successes in Latin Amesnd Asia that did not involve government
support at some stagRodrik 2007, chap.)4

Nevertheless, the fact that such policies are so controversial is indicative of the problems
that theiruse often entails. The difficulties come in two forms. First, there is the informational
guestion of appropriate targeting. Broad, econevide reforms may be ineffective or fail to hit
the right targets, but at least they do not create inefficienai¢iseir own, unless through some
adverse seconbest interaction. But supporting the economies activities that do not generate
spillovers or are otherwise subject to market failures will waste resources straight and simple.
Since the requisite informain is always imperfect at best, poor targeting is an-present risk
with industrial policies.Currency undervaluation is often preferred for its-sefective nature,
but that is actually a big problem in this context: undervaluation ends up suigsalinit of
activitiesi traditionalcommodity exportsin particular-- that do not need to be subsidized while
also unnecessarily taxing imports across the board.

The seconaomplication is the problem of political capture. As the opponents of
industial policy never tire to point out, selective and sectoral policies can be manipulated by
firms and become a source of rent seeking. Politicahynected businessmen can lobby fat an
obtain subsidies, protection, and entry barriers to generate eéisy pnder the guise of
building new industries.

These difficulties, al ontggoveinmdntinewentooimi st s 6

markets, have given industrial policies a bad name at least since theé E3&0sthough their



-42-

empirical records nowhere as bad as is often assett@ften policy makers fromountries that
have manifestly benefited from them, such as Chile, do their best tid,ladef their market
oriented reputation would be tarnishethié factwere better known. Eventhough they are
coming back into fashiomdustrial policies are often smuggled into the discussion through the
back door, by packaging them under different names such as innovation pplinikstive
development policies, competitiveness policadsster policies, etc.

Despite the intellectual opprobrium, the external environment has been traditionally quite
permissive of the use of industrial policies by developing counatdeast until recentlyThe
WTO has fairly strict rules against the useexportsubsidiegdefined somewhat broadly) and
domestic content requiremeritexcept for the poorest countries, which are exerBpt. many
practices have remained under the radar screen. A determined government can get an entire
industry up and rumng by the time the WTO appellate panel rules on a da&ecan expect
this to change iindustrial policiesare used more widely and the rich nations continue to struggle
with high unemployment and low growtRolicies that favor domestic industriedivihenbe
perceived with some justification as violating the basic rules of the game and aggravating
economic problems in importing countries. There will be much greater domestic political

pressure to retaliate against such policies.

® The TFP growth of Latin American countries after 1990 lagged significantly the performance prior to 1980
(Bosworth and Collins 2003). This suggests, at the very least, that the-supstitution polies of the past were
able to produce respectable efficiency gains overall.

‘Chilebs export industries in agriculture (grapes, Wwine

from government support in the form of subsidies and pu&D.
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There are no internationally binding agreements against currency undervaluation, but the

guestion of

Acurrency

m a flash paint imtheiglobal comoms

Unlike industrial policies which need not create macroeconomic imbal&ooesncy

al

rea

undervaluation is associated with trade surpluses. That means in turn that advanced countries, as

a whole, must be willing to run the counterpart trade deficits. The United States, as the largest
deficit country, tended ttveat its external ifmalance wittbenign neglect The financial and

economic crisis has rendered that approach more difficult to sustain.

19922001 20022008 Difference

Emerging and

developing economies -4.7 9.2 13.9
Developing Asia -0.4 12.2 12.6
China 5.9 18.2 12.3
India -8.9 -0.0 8.9
SSA -7.9 -1.3 6.6
Excluding Nigeria and

South Africa -15.1 -4.7 104
Western hemisphere -17.9 1.9 19.8

Source IMF WEO, April 2011.

Table2: Current account balances as percent of exports of goods and services

One of the striking features of the higlowth period in the rup to the financial crisis
was tte turnaround in the current accountigon of the developing world. Even though China
attracted the greatest attentiwith a surplus that amounted to more than 18 percent of its

exports of goods and services in 20§ all regions of the world, including Africa and

especially Latin Ameda, experienced a sharp improvement in their current account balances

(Table 2). India essentially ran a balanced current account ove2P082 while Latin America

ran a surplus for the first time in decad&ghether driven by undervalued currencied an

8 A production subsidy on tradables can spur the output and employment in tradables without generating a trade

surplus, if the exchange rate is allowed to adjust appropriately. See Rodrik (2010b).
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mercantilism or notileveloping country trade surpluses are inconsistent with the desire of
industrial countries to prop up aggregate demand for their flailing economies.

No emerging country faces a bigger challenge here than CRma. to the late 990s,
Chinads manufacturing i ndust industsal poliees,e pr omot e
including high tarif§, investment incentives, export subsidies, and domestitent
requirements on foreign firmsAs apre-condition ofWTO membership, Chinhad to phase out
most ofthese policies. From levels that were among the highest in the world as late as the early
1990sChi nads i mpor t -dgitdevalsthy tise erid ®flthle detade. lsocahcgntest
requirements and export subsidies wereielated. Currency undervaluation, or protection
through the exchange rate, became the de facto substitute.

It hasnow become conventional wisdom in the West that China has to make transition to
a different growth model, one that replaces foreign with domestic demand. However, if what
matters for Chinads growth i s wul ti rpesiticnbfy t he
demand maylo realharmtot h e e ¢ 0o n o myréosientgtiorotewarts.servicés and
domestic consumptionauld reducethe demand for its industrial produetsdblunt the forces
of convergence described earlier.

To get a sense of the grdwpenalty in question, we can resort to the estimates | reported
earlier, from Rodrik (2008b). hie partial correlation between my index of (log) undervaluation
and annuagirowth is 0.026 for developingpuntries as a whole, a@dd86for China. The highe
estimate we get for Chimaay be due to the o u n tangeyréssrvoir of surplus labor and the
huge gap irthe productivity levels of modern and traditional parts of the economy. This estimate
impliest hat a 20 percent apprrenthiraetby nearlytwo ul d r educ

percentage poini®.20x0.086= 1.72. This is a sizable effecind aslowdown of this magnitude






