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CHAPTER 2
THE UNITED STATES HAS BEEN GROWING ECO-
nomically ever since 1776, while most of the

world has not. Per person, economic growth in
the United States has averaged only about 1.7
percent a year.1 But over 225 years this growth has
caused a 44-fold increase in per capita income.
Thus high U.S. living standards are explained by
the persistence of growth, not its speed. Sound
institutions and economic governance allow indi-
viduals to become wealthier and more productive
over time, secure that the fruits of their efforts will
not be arbitrarily taken from them.

The challenge for developing countries is to
promote growth long enough to achieve prosper-
ity. In many ways it is easier for them to do so than
it was for the United States. Many productivity-
enhancing tools—discovered during the course of
American growth—can now be easily acquired
and applied. They do not need to be reinvented.
But political, ethnic, tribal, and religious rival-
ries—and predatory governments—impede
coherent, sound economic policies supported by
the rule of law. Such policies offer the best hope
for rapidly reducing poverty.

Effective economic governance makes develop-
ment possible. Growth policies can be made to have
the benefits reach the poor. But in most developing
countries the real challenge is achieving any kind of
sustainable growth—and over the long term, a
growing economy is required to reduce poverty. At
least for the next generation, U.S. efforts to reduce
poverty in developing countries must focus on pro-
moting growth in developing economies. 

This chapter examines long-run patterns of eco-
nomic growth in developing countries, identifying
reasons for sustained growth in certain coun-
tries—and for its absence in others. Supporting
agriculture is crucial for many developing coun-
tries and for many poor people. In addition, inte-
grating with the world economy—through trade
and foreign investment—helps economies become
more competitive. Ultimately, however, a nation’s
productivity is determined by the productivity of
its workforce—and their success is intertwined
with the quality of the business climate.

NEW THINKING ON DRIVERS OF GROWTH

Economists have conceptualized the process of
economic growth around three basic models:
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specialization and trade, investment in machines,
and increasing returns to knowledge. At different
points in the history of economic thought, each
model has been advocated as the fastest road to
riches. Yet all three have a contribution to make.
Adam Smith was highly optimistic about prospects
for raising living standards through the higher
labor productivity that results from specialization.
Because specialization requires trade, low trade
barriers are required so that manufacturers can
access larger markets. Competition—the invisible
hand—then induces greater specialization, raising
labor productivity and living standards.

This trade-intensive strategy for economic growth
requires many transactions, often at long distances
and over time. Thus institutions that defend
property rights and lower transaction costs, such
as the rule of law, have come to be seen as the
foundations of a market economy. This is why
economic governance is considered an essential
starting point for economic growth, not some-
thing to be tackled later.

The success of the industrial revolution in the 19th
century, first in Britain and then in France and
Germany, added technological change to strategies
for growth. Such change was seen as embodied in
machines using mechanical power. It was recog-
nized that not all countries could invent and
produce machines. But all were free to import
them and reproduce the factory system that was
making Europe so rich and powerful. This “capital
fundamentalism” stressed accumulating savings
and investing in machines that embodied the
latest technologies. Investment and production
did not have to rely on the profit motive of private
investors, but instead could be directed by nation-
al planners. This model was used for German
industrialization in the late 19th century and
Soviet industrialization in the mid-20th century.

But the “machine model” could go only so far. It
raised productivity but did not create self-
sustaining growth. The machines involved were
good at producing a fixed set of products but not
at adapting to changing technologies and con-
sumer desires. Only markets and capitalism can
accomplish these tasks. With accelerating scien-
tific innovation in advanced countries, produc-
tivity growth came to depend more on knowl-
edge than on machines. Economies such as
Brazil, Israel, the Republic of Korea, and Taiwan
had institutions that could support the absorp-
tion of Western knowledge—rather than just
55
machines—and moved to modern economic
growth. Economies without these institutions,
including the Soviet bloc, nearly all of Africa, and
most of the Islamic world, could not. As a result,
they have slipped into economic stagnation or
decline. Some have slipped even further, into
chaos and conflict.

The model of economic growth that explains this
performance is based on increasing returns to
knowledge. Instead of diminishing returns as
more of the same machines are used in a given
labor force, returns to knowledge increase because
of spillovers to additional users. Large payoffs
from new knowledge, especially where there is
patent protection, encourage entrepreneurs to
develop it, in some cases by adapting findings from
research universities and research centers.

Economic growth is now seen as an endogenous
response to incentives throughout the economic
system. The modern concern for enforcing intel-
lectual property rights as well as property rights for
land, goods, and financial assets is easy to under-
stand from this perspective. Lack of protection for
intellectual property rights will slow the search for
new knowledge—and hence economic growth.

Self-sustaining growth is difficult for developing
countries because generating knowledge and
developing sophisticated human capital depend at
least as much on institutions that ensure strong
property rights and low transaction costs as on
specialization and trade. The belief that there are
shortcuts to the gradual evolution of such institu-
tions is now seen as mistaken. For many develop-
ing countries, the quest for growth is quite elusive.2

THE RECORD OF GROWTH

Economists have developed myriad models to
explain the empirical record of growth. The usual
prescriptions—low inflation, macroeconomic sta-
bility, openness to trade, good institutions, gov-
ernment investment, democracy—can all be
shown to contribute to growth in a certain set of
countries or during a certain period. But they are
far from a complete explanation.

Specific factors also influence economic growth.
Unstable prices for commodity exports slow
growth. Avoidance of urban bias in education
speeds it up. Trade openness was bad for growth
in the 1930s and 1940s, of little importance in the
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1950s and 1960s, and highly significant in explain-
ing rapid growth in the 1970s and 1980s.

Rapid growth in the national stock of capital goods
(such as infrastructure and industrial machinery)
can lift a developing country onto the first rung of
the development process. But eventually, total
factor productivity—efficiency in using capital,
labor, and other inputs—becomes the main source
of higher incomes. This realization led to the
“knowledge model” of development described
above. Difficulties in moving to the “knowledge
model” are evident in the growth record of the
1990s. More than a third of the 108 developing and
transition economies had lower per capita incomes
in 2000 than in 1990. The decade saw some of the
fastest growth ever in global output and interna-
tional trade, indicating that the external environ-
ment was favorable to growth. Thus sources of
poor performance came from within the countries.

None of the 38 poor performers were affected by
East Asia’s financial crisis in the late 1990s. In fact,
none were in Asia. Nearly half (18) had been part
of the Soviet Union. Africa accounted for another
14 countries. And despite reasonable economic
performance for the region as a whole, 4 countries
in Latin America and the Caribbean suffered
decade-long declines.3

Such long-term economic problems point to
deep-seated failures to establish the core ele-
ments required for modern economic growth:
provision of public goods and social infrastruc-
ture, of a stable macroeconomic environment,
and of a favorable business climate. Why do some
governments fail to provide these essentials for
growth—or even actively undermine them?
Modern political economy has tried to answer
these questions, but with only modest success.

GOOD ECONOMIC GOVERNANCE BOOSTS

ECONOMIC GROWTH

Institutions and rules have to be in place to sustain
growth once it starts. To encourage competitive
markets, governments must overcome vestiges of
mercantilism and protectionism that stifle market
activity and prevent new entrants into the
economy. Good economic governance, founded
on a predictable and fair system of law, is one way
to do so. Since the times of John Locke, econom-
ic development has been linked to the protection
of individual rights and especially of property.
In an empirically rich study of this linkage,
Hernando de Soto shows how, without a legally
integrated property system, poor people in devel-
oping countries cannot convert their work and
savings into capital.4 Their property, both
immoveable and moveable, cannot be pledged as
collateral for loans that would allow them to turn
their assets into capital, and their assets have no
representation—such as a title pledged against a
mortgage. De Soto calls this lack of representation
“dead capital.” Government has a crucial role to
play in creating this system of representation so
that capital can be mobilized to support invest-
ment and growth. Without national capital
markets, economic growth cannot be sustained
even with development assistance and foreign
direct investment.

Good economic governance is the result of strong
public institutions, with an important role for indi-
viduals, civil society organizations, and business
and interest groups. Where fairness and equity
exist to a reasonable degree, with an open society
allowing for healthy competition among multiple
interests, there is a greater possibility of developing
policies for the greater good. Yet in many devel-
oping countries powerful interest groups impede
economic activity by marginalizing large, poten-
tially productive segments of society that lack legal
and political means to affect public policy.
Democratic processes, equitable and broadly based
popular participation, and transparent laws and
regulations are important for developing good
governance and sound economic policies. They
also result in higher levels of development.

Sound economic governance encourages private
individuals and groups to engage in economic
activities such as taking risks, investing capital,
and, ultimately, exporting goods and services
(figure 2.1). To encourage exports, governments
must at least provide supportive, predictable laws
and regulations. And as discussed below, the
same enabling environment that supports private
sector–led growth encourages foreign direct
investment—because a safe, relatively unrestric-
tive policy environment encourages foreign as
well as local investment.

GROWTH IS GOOD FOR POOR PEOPLE

Poverty is closely linked to low economic produc-
tivity. Low productivity results from supply factors
(such as limited availability of land, skills, or appro-
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priate technology) as well as demand factors (such
as low prices for commodities, limited availability
of productive jobs, and poor access to urban
markets). Local markets can ease both types of
shortcomings, providing an affordable and acces-
sible arena of exchange for goods and services pro-
duced by poor people. Without market exchanges
it is almost impossible to escape poverty.

The importance of market exchanges illuminates
the role of governance in causing and easing
poverty. Bad governance means poorly defined
property rights, high transaction costs, large eco-
nomic risks, and outright theft. Markets disappear
in such environments—and with them, poor
people’s hopes for escaping poverty.

Other factors also affect poverty. Cultural and
religious values are often high on the list. At least
in the short run, people’s attitudes, general levels
of trust, traditions, religious taboos, preferences
for leisure, and the like can impede rapid change.
Research is now under way to quantify how value
systems and world views affect growth.6 And once
the links are better understood, they can be incor-
porated in models of development.

New data eliminate any doubt that rapid eco-
nomic growth reduces poverty.5 In all but a few
countries economic growth has increased per
capita incomes for the poorest 20 or 40 percent of
the population. Yet despite rapid global growth
since World War II, the world still has a large—
and in some regions, growing—number of poor
people. Are these people forever trapped in low-
growth environments? Are there circumstances
where economic growth does not reach the poor?
Fortunately, it is possible to understand the rela-
tionship between reductions in poverty and
changes in the distribution of income, and to
strengthen the link between economic growth
and poverty alleviation.

Income distribution matters because it reflects
and affects how growth changes the lives of poor
people. The sectors in which growth originates and
the initial distribution of income help shape how
well poor people connect to economic growth (box
2.1). In countries where the gap between the
incomes of the poorest 20 percent and the richest
20 percent is less than twice the average per capita
income—that is, where the income gap is relative-
ly small—growth in both agricultural and nona-
gricultural productivity improves the distribution
of income. Growth in agricultural productivity is
slightly but consistently more effective in generat-
ing incomes for all people.7 Rising agricultural
incomes spur growth in nonagricultural rural pro-
duction as well. In the long run, the agriculture
sector will absorb a smaller share of productive
resources, and nonagricultural job opportunities
will be more important for poor people. 

Outcomes are strikingly different in countries
where the income gap is more than twice the
average per capita income. In such countries the
poorest fifth of workers are disconnected from the
economy and so do not benefit from growth in
agriculture or nonagriculture. Instead higher agri-
cultural productivity favors the rich—undoubt-
edly because of an unequal distribution of assets,
particularly land.

Thus the distribution of assets matters. It is
almost impossible to understand the impact of
economic growth on income distribution and of
income distribution on the rate and distribution
of economic growth without considering the dis-
tribution of assets in society. Assets are likely to be
distributed even more unequally than income.

Research in Latin America has linked poor people’s
slow income growth to the unequal distribution of
land and education.8 In addition, the higher is the
initial poverty rate, the less effective is nonfarm eco-
nomic growth in reducing poverty. Recent research
has also shown that the composition of economic
growth matters for poverty reduction in India:
Good governance boosts economic growth

Note: Per capita GDP adjusted for purchasing power parity (PPP).
Source: For index values, Transparency International; for growth rates,
World Bank. Hannon and Rhee 2002.
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poverty has persistently responded far more to
rural than to urban growth. Both theoretical and
empirical work, then, suggest that inequalities may
persist and that certain inequalities particularly
limit opportunities for the poor.

AGRICULTURAL GROWTH IS EVEN BETTER

FOR POOR PEOPLE

In recent years many economists have ignored
agriculture, arguing that market forces will favor
the most appropriate sectors. Moreover, agricul-
ture plays a shrinking role as economies make the
structural transformation to urban-based activities
and to industry and services. But in many
economies agriculture is crucial for connecting
poor people to economic growth. Most of the
world’s poor people live in or come from rural
areas. Rising agricultural productivity offers econ-
omywide benefits, the first of which is cheaper
food for urban residents. Pursuing agricultural
strategies in line with market realities and institu-
tional capabilities would provide many benefits to
developing countries, including:
• Better access to technology. Agricultural
exports often pay for imports of foreign tech-
nology, mostly machines. 

• Increased capital formation. Income from agri-
culture can finance investments inside and
outside the sector. Although savings may be
less productive in government than private
hands, public investments in infrastructure
and public goods can raise the profitability of
private investment in agriculture. If agricul-
ture is more easily taxed than nonagriculture
in the early stages of development, it may
provide revenue for this important initial
stage of public investment.

• Better social outcomes. Rural education levels
are affected by growth in agricultural produc-
tivity and rural incomes. Such education can
directly increase farm productivity. It can also
make moving to cities much easier and more
economically rewarding for children who
leave the farm.

• A more supportive environment for growth.
There are many reasons economies produce
less than they could. Economic growth is
slowed by weak institutions, ineffective
Box 2.1 Income inequality is declining—thanks to the global economy
In recent decades the main concern about
global economic growth has been that the
international distribution of income is worsen-
ing—often interpreted to mean that the rich
are getting richer and the poor are getting
poorer. Economic growth can produce this
result, but it is empirically unusual. More often,
a worsening income distribution means that
poor people’s incomes rise slower than rich
people’s.

This issue is important, because an unequal
income distribution can create class conflict.
But it is also a complex issue, because an
increase in inequality is not necessarily undesir-
able. The important issue is the source of the
inequality—whether it is wealth creation or
exploitation by the rich.

Growth in Western Europe illustrates the issue.
A thousand years ago the global distribution of
income was much more equal: almost everyone
was poor. Then Western Europe began devel-
oping institutions and technology that resulted
in steadily increasing per capita incomes. (The
timing of the region’s rise is the subject of
debate, with its average income moving ahead
of the rest of the world sometime between 1000
and 1750.) From about 1500 onward this
wealth creation caused the world income dis-
tribution to become increasingly unequal.
Bourguignon and Morrisson (2001) estimate
that world income inequality increased steadily
between 1820 and 1970, then fell. Dollar and
Kraay (2002) conclude that world income
inequality peaked around 1975 and has been
declining since. (The largest factor in this
decline has been rapid growth in China and
India, which Dollar and Kraay attribute to
these countries’ increased participation in the
global economy.)

Beyond the issue of wealth creation is the issue
of the proper measure of inequality. A broader
measure of inequality—one that takes into
account life expectancy and access to educa-
tion—would be preferable and would show
more favorable trends than one that relies solely
on income.

Finally, the focus on income distribution is
often a diversion from a more important ques-
tion: what is happening to the real incomes of
poor people? This issue is more relevant for
reducing deep poverty.

Source: Maddison 2001; Bourguignon and
Morrisson 2001; Dollar and Kraay 2002.
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economic policies, political instability, and
lack of economic freedom. How changes in
agricultural productivity affect these growth
determinants is a matter of much speculation
and little empirical evidence. Still, evidence is
accumulating on two points. Unstable prices
for agricultural products may slow invest-
ment. Unstable politics—in the form of rest-
less rural populations challenging political
leaders if they are left behind during rapid
economic growth—may have the same result.

To continue to be good for poor people, agricul-
tural growth has to be sustainable. As global pop-
ulation and income grow, agriculture must be put
on a sustainable footing. Government prices and
policies are key determinants of how ecosystems
are treated. They direct choices on what to
consume and how to manage lands and resources.
A farmer deciding what crops to plant and what
chemicals to use, or whether to increase cultivated
area by clearing adjacent forests, is guided by cal-
culating commodity and pesticide prices as well as
other farm costs. Similarly, economic factors drive
a developer’s choice on where to locate housing or
a factory or a fisherman’s decision on where to fish.

The institutions of governance are also important
for managing the environment. These institu-
tions control access and enforce private property
rights—to land, water, and forests. They also
help in managing natural assets not suited to
private ownership, such as air. Where the institu-
tions of governance are effective, the management
of natural assets is also effective. But where they
are weak—or captured by narrow interests—
aquifers are depleted, forests are overexploited,
and pesticide and fertilizer use is excessive.9

AGRICULTURAL DEVELOPMENT BOOSTS

ECONOMIC GROWTH

In many countries agricultural development has
made crucial contributions to economic growth,
and investments in agriculture have had large eco-
nomic returns. Lower food prices, stimulated by
rapid technological change in agriculture, have
raised living standards directly (especially for
poor people, who spend a large share of their
household budgets on food) and indirectly (by
keeping real wage costs low in the industrial
sector, fostering investment and economic trans-
formation). Some argue that the benefits of low
food prices can be obtained as easily by import-
ing food as by investing in domestic agriculture.10

But a pure trade strategy risks losing other bene-
fits of agricultural modernization.

These benefits include the backward and forward
linkages that connect cities with the countryside.
Without such linkages societies are more vulner-
able to fluctuations in world markets, inequities
between rural and urban inhabitants, underem-
ployment in rural areas, and excess migration.
The returns to strong rural-urban linkages include
a relatively smooth structural transformation—as
in Taiwan, in contrast to Thailand. Surprisingly,
given how long this debate has been going on,
there are still no satisfactory tests of the impact of
changes in agricultural productivity on the mech-
anisms of “catch-up” growth outlined above, or
on the value of rural-urban linkages. 

RURAL GROWTH REDUCES POVERTY

Rural growth connects poor people to economic
growth. Much progress has been made over the
past decade in identifying how this happens.
Foremost in this effort is John Mellor’s model of
agricultural growth, rural employment, and
poverty reduction, which emphasizes the role of
nontradable goods and services in moving under-
employed workers from agriculture into the nona-
gricultural rural economy.11 This model empha-
sizes rural incomes as the driver of the demand for
these goods and services and describes how this
economy is linked to urban demand—especially
when it is driven by rising incomes among
workers in labor-intensive export industries.

Mellor’s model is the first to explicitly recognize
this connection between manufactured export per-
formance, the role of the nontradable sector in the
rural economy, and subsequent reductions in
poverty. Thus the model explains why countries
with rapid growth from labor-intensive manufac-
tured exports and substantial agriculture sectors
have had such strong records of poverty reduction.
Yet policymakers and donors often ignore the
nontradable sector precisely because so much
emphasis is placed on the importance of exports
and open economy strategies for economic growth.
Retargeting public spending to support a more bal-
anced strategy will not sacrifice overall growth per-
formance, and it will help reduce poverty.

Two other components of the relationship between
rural growth and poverty reduction should be
59
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noted. First, political commitments to rural growth
imply a more balanced political economy, with less
urban bias than historically occurred in most indus-
trial countries. In recent years many developing
countries have reduced macroeconomic biases
against agriculture, including overvalued curren-
cies, repressed financial systems, and exploitive
terms of trade. Further progress might be expect-
ed as democracy spreads and empowers rural
populations in these countries.

The second component is the linkage between
urban and rural labor markets, often in the form
of seasonal migration and remittances. There is no
hope of reducing rural poverty without rising real
wages for rural workers. Rising wages have a
demand and a supply dimension, and migration
can affect both in ways that support higher living
standards in both parts of the economy. Rural-
urban migration also raises other issues depend-
ing on whether it is driven by the push of rural
poverty or the pull of urban jobs. Either way, such
migration has clear implications for food securi-
ty, with urban markets becoming more important
in supplying food for a country’s people. 

Whether the rural economy or the world market
is the best source of this supply is a basic strate-
gic issue for economic policymakers. Countries
should focus their growth strategies on what they
do best, and that frequently means agriculture,
not high-tech manufacturing. That brings the
discussion to the importance of trade—and the
investment it encourages—in promoting growth.
MORE TRADE AND INVESTMENT MEAN

FASTER GROWTH

Success in the global economy comes to countries
that maintain fiscal discipline, open their borders to
trade, privatize inefficient state enterprises, dereg-
ulate their domestic markets and invest in the
health and education of their people.

—U.S. President George W. Bush
January 2002 

Globalization—the economic integration of the
world’s countries—has been a defining force of
the past decade. It offers unprecedented oppor-
tunities to direct resources toward development.
During the 1990s the exports and imports of
developing countries jumped from less than $1.9
trillion to nearly $4.6 trillion.12 Private capital
flows grew even more dramatically, with net
foreign direct investment in developing countries
rising from $24 billion to $184 billion.13 Countries
that have experienced growth in trade and invest-
ment have achieved correspondingly faster eco-
nomic growth.

Yet globalization involves more than just increas-
ing production. It also expands choices and
creates opportunities for consumers and produc-
ers. As global competition pressures governments
to reduce barriers and promote better economic
and social conditions, globalization paves the
way to reform. Governments realize that they
must not only encourage trade and investment
but also establish strong institutions that support
markets and provide social assistance to people in
need.

On balance, globalization and regional integration
have benefited the countries involved regardless
of their stage of development. These benefits have
been identified in studies by the World Bank and
other international organizations, U.S. govern-
ment agencies, think tanks, and academics.
Globalization has been a boon for countries
willing and able to integrate with global
markets—particularly developing countries that
have adjusted prevailing conditions and mindsets
(figure 2.2).14 Countries resistant to globalization
or lacking capacity to develop investment and
trade have not fared as well. Contrary to wide-
spread expectations, income gaps have shrunk
among countries that have integrated with global
markets. Moreover, global income equality has
improved in recent years (figure 2.3). 
Market integrators grow faster

Note: Countries classified by USAID. Per capita GDP adjusted for
purchasing power parity (PPP).
Source: World Bank. Hannon and Rhee 2002.
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In 1999 UN Secretary-General Kofi Annan noted
that “the main losers in today’s very unequal
world are not those who are exposed to global-
ization, but those who have been left out.”15

Similarly, the November 2001 World Trade
Organization ministerial conference in Doha,
Qatar, revealed that most developing countries
want more globalization, not less. The challenge
for developing countries left out is to enhance
their capacity to participate in and benefit from
the opportunities of the global market.16

Poor people in globalizing countries are less poor
than they were a decade ago.17 Higher income
inequalities, as in China, have been caused more
by factors unrelated to globalization (such as
regional differences and social and education vari-
ables) than by lower incomes among poor people.
In fact, incomes have increased among the poorest
20 percent of the world’s people, though less
rapidly than among other population groups.
Increased trade usually accompanies faster growth
and does not systematically change household
income distribution, so it is generally associated
with increased well-being among poor people.

Countries are better able to enter global markets if
democracy and the rule of law are in place and cor-
ruption and monopolistic policies are held in check
(figure 2.4). There is also a strong correlation
between freedom and growth, in keeping with the
typology that normal integrators are freer than slow
integrators. As a result globalization has been a sig-
nificant force not only in reducing inequality
between states but also in reducing poverty.18

Globalization favors participants who liberalize
trade—particularly those with industrial and
manufacturing capacity—and leaves behind those
who do not. In the 1960s the East Asian “tiger”
economies (Hong Kong, Republic of Korea,
Singapore, Taiwan) began to change their eco-
nomic policies and become more integrated with
global markets. Other economies inside and
outside the region soon followed suit, often with
impressive results. During the 1980s and 1990s
many other countries—including Chile, China,
India, Mexico, Uganda, and Vietnam—also rec-
ognized the correlation between freer trade and
economic growth. In addition, the fall of the
Berlin Wall in 1989 caused a surge in integration
of regional and global markets. The gains from
lifting the remaining restrictions to trade are nev-
ertheless enormous: on the order of $250 billion
a year, $108 billion of that developing countries,
with 60% from developing country liberalization
and 40% from rich country liberalization.19 Trade
can thus be a powerful engine of growth. Over
time it has become clear that successful global-
ization requires more than just liberalizing trade:
other essential efforts include liberalizing domes-
tic commodity and capital markets, establishing
the rule of law to enforce property rights, and
implementing effective regulation. (Liberalizing
capital markets too soon and too fast creates other
problems, however, indicating the need for a
well-designed approach.)

Following the September 11, 2001, attacks on the
United States, a close look at countries harboring
Global income inequality, 
up then recently down

Source: Dollar and Kraay 2002.
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terrorists shows that their economies suffer not
from the excesses of globalization, but from a lack
of it. Some, such as Algeria and Pakistan, are
among the most closed to trade in the world (figure
2.5). Many, including Iran, Iraq, Jordan, Qatar,
Saudi Arabia, Syria, and the United Arab Emirates,
saw real per capita incomes decline between 1985
and 1998.20 These countries also have limited polit-
ical freedoms and weak human rights, which have
been linked to poor economic performance.

A recent survey of nine Middle Eastern countries
concluded that a lack of trade openness and
significant barriers to private sector development
limit potential for foreign trade. Many of the
barriers to private sector development are internal,
ranging from government red tape and obstacles
to business or product registration to weak or
nonexistent capital markets.21 Indeed, many
Middle Eastern governments have rejected free
trade and open markets as a matter of choice.
Relative to their Asian counterparts, most of which
started from a lower economic base, Middle
Eastern countries have poor productivity, weak
private sector development, scarce job creation,
limited trade (aside from oil), and low incomes.
Excluding fossil fuels, the Arab world exports less
than Finland, a country of 5 million inhabitants.22

The region’s poverty and lack of opportunity have
undoubtedly contributed to the growth of radical
anti-Western terrorist movements. But this
poverty cannot be blamed on the West or on
globalization. Political elites in these countries
have chosen to reject globalization—and in their
efforts to shield themselves from Western values
or the political reaction to those values, they reject
integration as well.

Jordan shows how that can change. Under the
new king’s leadership, reforms were pushed
through to enable the fastest accession ever to the
World Trade Organization. Manufacturers
thought that compliance would force their prod-
ucts off the shelves. Farmers thought that their
products would not compete in Europe and that
European farmers would flood Jordanian
markets. The concerns were unfounded. Indeed,
foreign investors are now coming in to take
advantage of Jordan’s high-tech labor force and
possibly turn the country into an Arab silicon
valley. Opening to the West has also included a
U.S.-Jordan free trade agreement.

WHICH COUNTRIES ARE SLOW

INTEGRATORS—AND WHICH ARE NORMAL?

Two indicators are used to classify countries as
slow or normal integrators with the global
economy:
• The speed of each country’s trade integration

is measured by the change since 1980 in the
share of merchandise trade in GDP (adjusted
for purchasing power parity, or PPP).

• The depth of trade integration is measured by
the share of manufactured exports in total
merchandise exports in 2000.

Of 111 developing countries, 65 are slow inte-
grators and 46 are normal (table 2.1).23 About 87
percent of low-income countries are slow inte-
grators. In 1999 slow integrators contained 22
percent of the world’s population but accounted
for just 9 percent of global GDP, and in 2000 they
accounted for only 5 percent of global merchan-
dise trade. Sub-Saharan Africa is by far the least
integrated region, with 37 of 39 countries con-
sidered slow integrators. In 1999 the region’s slow
integrators contained 10 percent of the world’s
population, but in 2000 they accounted for just 1
percent of global GDP. The Middle East and
North Africa and Central Asia also have more
slow than normal integrators.

Among normal integrators annual growth in per
capita GDP rose from less than 2 percent in the
1980s to more than 3 percent in the 1990s. But
Open trade means faster economic growth

Source: For index values, Cato Institute; for growth rates, World Bank.
Hannon and Rhee 2002.
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Fig. 2.5
CATO Scores GDP $PPP Per Capita Growth Rate

Kuwait 6.3 5.92
Jordan 6.5 2
Morocco 5.4 1.86
Tunisia 5.6 5
Egypt 6.3 3.84
Syria 3.3 4.09
Algeria 2.8 1.43
Iran 1.7 4.19
Pakistan 4.9 3.49
Chile 6.8 6.58
Costa Rica 8.3 5.38
Croatia 3.9 1.06
Thailand 7.2 5.21
India 4.8 5.31
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among slow integrators per capita GDP shrank—
and the annual rate of contraction slipped from
less than –0.5 percent in the 1980s to almost –3.0
percent in the 1990s. Differences in trade, finan-
cial, and technological integration were the main
causes of these dramatic gaps in growth rates.24

There are at least three types of slow integrators:
• Failed states—those mired in conflict or civil

war.
• Transition economies—those with problems

caused by the transition from command to
market economies.

• Countries with environments inimical to inte-
gration—those suffering from conditions that
impede global integration and unable to
encourage domestic and foreign firms to
engage in activities that promote it.

These problems are rooted in weak governance,
the effects of which—corruption, illegal activity,
limited trade, inadequate fiscal policies—have
already been discussed. Trade generally plays a
catalytic role in integrating domestic and global
economies. Without it, countries cannot take
advantage of global opportunities.

One of the main lessons of 20th century devel-
opment, particularly from East Asia’s superstar
economies, is that manufactured exports play a
key role in economic growth. Accordingly, over
the past two decades many developing countries
have tried to adjust their export patterns. But
normal and slow integrators have exhibited
extremely uneven changes in such patterns.

TRADE AND INVESTMENT FOR ECONOMIC

DEVELOPMENT

The November 2001 World Trade Organization
(WTO) ministerial conference in Doha, Qatar, ini-
tiated a new round of international trade negotia-
tions, known as the Development Round because
of its emphasis on the needs and interests of devel-
oping countries—particularly the world’s least
developed countries The plan created at the con-
ference is focused on ensuring that these countries
achieve beneficial, meaningful integration with the
multilateral trade system and the global economy.

The conference advocated a more active role in
international trade negotiations for the
representatives of developing countries, who stated
an unequivocal desire to be integrated with the
global economic system. And for the first time,
industrial countries committed themselves to
addressing the domestic protectionism that has so
Who’s normal—who’s slow

Developing countries by speed of integration, income, and region

Note: Table includes all developing countries for which data are available for 1980 or 1990 GDP (adjusted for purchasing power parity).
Source: Hannon and Rhee 2002.

Income group

Upper middle income

Lower middle income

Low income

Total

Share of 1999 world population (%)

Share of 2000 world GDP (%)

Share of 2000 world merchandise trade (%)

By region

Central Asia

East Asia and Pacific

Eastern Europe

Latin America and the Caribbean

Middle East and North Africa

South Asia

Sub-Saharan Africa

Share of 1999 world population (%)

Share of 2000 world GDP (%)

Slow integrators

6

14

45

65

22

9

5

4

4

4

8

7

1

37

10

1

Normal integrators

16

23

7

46

63

36

23

0

8

15

14

3

4

2

1

1

Total

22

37

52

111

85

45

28

4

12

19

22

10

5

39

11

2

TABLE 2.1
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often thwarted the export potential of developing
countries in sectors such as textiles, agriculture, and
HIV/AIDS drugs. The conference also empha-
sized the importance of providing technical and
financial assistance to integrate developing coun-
tries with the multilateral trade system. During its
first three years the goal of the Development
Round is to improve access to foreign markets for
all participating countries. U.S. government depart-
ments and agencies will develop a U.S. government
negotiating strategy for the Development Round. 

OPENING U.S. MARKETS

Between 1985 and 2000 U.S. GDP doubled, from
$4.9 trillion to almost $10 trillion.25 Providing
market access to its economy is one of the great-
est benefits that the United States can give any
developing or transition economy. In 1990 U.S.
imports from developing and transition economies
totaled $151 billion. By 2000 these imports had
more than tripled, to $495 billion (figure 2.6). 

Since the 1970s the United States has taken steps
to open its markets to developing and transition
economies. Efforts include the Generalized
System of Preferences, which provides for duty-
free imports from some 146 developing and tran-
sition economies. Between 1999 and 2000 duty-
free U.S. imports from the 48 least developed
countries, as classified by the United Nations,
increased from $2.2 billion to $3.3 billion.26

Nearly 90 percent of U.S. imports from the least
developed countries are eligible to enter duty free.

As noted, growth in exports of manufactured
goods is an important indicator of a country’s
capacity to increase economic growth over the long
term. Developing exportable products is often a
challenge. Taiwan, for example, started out manu-
facturing textiles and apparel but moved on to
becomes one of the world’s leading manufacturers
of capital goods and information technology. Today
countries such as Mauritius, which began devel-
oping a vibrant textiles manufacturing industry in
the 1980s, are moving on to manufacture more
sophisticated information technology and provide
related services. Thus many countries have tried—
with varying success—to develop textiles manu-
facturing as a first step toward competitive exports.

Industrial country quotas on textiles and apparel
have long been a highly contentious aspect of
textiles trade between developing and industrial
countries. This system, called the Agreement on
Textiles and Clothing (which replaced the Multi-
Fiber Agreement during the Uruguay Round of
international trade negotiations), will be phased out
Box 2.2 Increasing U.S. imports through the African Growth and Opportunity Act

With strong bipartisan support, in May 2000
the U.S. Congress enacted the African Growth
and Opportunity Act (AGOA) to catalyze
Sub-Saharan Africa’s integration with the
global economy. The 35 Sub-Saharan coun-
tries covered by the act enjoy duty-free, quota-
free market access for 1,800 products on the
U.S. tariff schedule as well as 224 items not
covered by the Generalized System of
Preferences. 
For beneficiaries the most attractive part of this
effort is duty-free, quota-free access to U.S. tex-
tiles and apparel markets. In the first half of
2001 the program accounted for 58 percent of
the $11.6 billion in U.S. imports from Sub-
Saharan Africa—a dramatic increase in a short
period. Moreover, the program takes a com-
prehensive approach to development, promot-
ing good governance through political and eco-
nomic reforms in beneficiary countries.

Source: Hannon and Rhee 2002.
The $500 billion global market of choice 
for developing and transition economies

Note: Manufactured imports correspond to Standard International
Trade Classification (SITC) sections 6, 7, and 8; agricultural imports 
to SITC sections 0 and 1.
Source: U.S. Department of Commerce, U.S. Merchandise Trade
Database. Hannon and Rhee 2002.
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Fig. 3.1
World More Dev Less Dev Least

2000-05 2.68 1.5 3.35 5.24
2005-10 2.59 1.5 3.1 4.93
2010-15 2.5 1.52 2.89 4.57
2015-20 2.44 1.58 2.74 4.23
2020-25 2.39 1.65 2.64 3.9
2025-30 2.34 1.73 2.53 3.56
2030-35 2.28 1.8 2.43 3.3
2035-40 2.24 1.86 2.35 3.04
2040-45 2.2 1.9 2.29 2.78
2045-50 2.15 1.92 2.22 2.51
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by 2005. Most U.S. imports from least developed
countries are quota free or subject to the quota
phaseout under the Agreement on Textiles and
Clothing or the tariff rate quotas under the Uruguay
Round Agreement on Agriculture (box 2.2).

IMPROVING THE CLIMATE FOR FOREIGN

INVESTMENT

Foreign direct investment is one of the most
important capital flows that an open economy can
achieve. Such investment has attracted growing
attention in recent years because it is typically
accompanied by transfers of production, market-
ing, and organizational technology. Just as impor-
tant, foreign direct investment provides valuable
financial stability because it is much less vulnera-
ble to investor runs and cross-border contagion
than are portfolio investment and bank loans.

Foreign direct investment in developing countries
has also been a harbinger of globalization. During
the 1970s and first half of the 1980s such flows
were essentially flat, hovering around $11 billion
(in 2000 dollars).27 These amounts were small rel-
ative to development assistance and other official
flows. But in 1986 these flows began rising sharply,
and between 1990 and 1999 net foreign direct
investment in developing countries jumped from
$30 billion to $188 billion in 2000 dollars. (About
20 percent of that investment went to China).28

Developing countries can attract foreign direct
investment if they liberalize trade and investment
policies, support free domestic markets, and
strengthen the rule of law—particularly to protect
property rights. Clearly defined property rights
have been an important legal development in
many East Asian countries and largely explain the
high foreign direct investment in these countries
in the 1990s. These rights allow foreigners to own
local assets as well as equity in a broad range of
companies. In fact, many of the region’s newly
industrializing economies, including the Republic
of Korea, Malaysia, and Taiwan, offer incentives
to foreign investors, such as guaranteed repatria-
tion of profits and tax relief.29

Still, in many countries the investment climate
remains clouded by corruption, trade barriers,
and market distortions. Evidence from a large
sample of countries suggests that corruption sig-
nificantly reduces domestic and foreign invest-
ment. A favorable investment climate requires
transparent regulations, predictable laws, and
low trade barriers. In developing and transition
economies the environment for foreign direct
investment is also directly related to the environ-
ment for private sector development. That brings
the discussion to firms—the drivers of competi-
tiveness in world markets and the main creators
of jobs and wealth. 

A MICROECONOMIC AGENDA FOR

DEVELOPMENT

The traditional approach to economic develop-
ment—focused on generic macroeconomic, legal,
and political conditions—has delivered significant
improvements in many parts of the world. But
deeper efforts are needed to fully reap the benefits
of past reforms. Indeed, without additional steps
the sustainability of past achievements is in doubt. 

A new microeconomic approach to economic
development provides a framework for taking
those additional steps. It is more country-specif-
ic, more long-term, covers more individual poli-
cies and activities, and involves far more partici-
pants. It is not a quick fix. But it is the primary
way to increase developing countries’ ability to
compete in world markets while improving their
living standards. 

NEW THINKING ON THE MICROECONOMIC

FOUNDATIONS OF COMPETITIVENESS

Many discussions of competitiveness focus on the
macroeconomic, political, and legal features of
successful economies. These features are becom-
ing increasingly well understood. Stable political
institutions, trusted legal mechanisms, and sound
fiscal and monetary policies contribute enor-
mously to a healthy economy. But they are not
enough. Though they provide opportunities to
create wealth, they do not create it. Instead,
wealth is created through an economy’s micro-
economic foundations, rooted in company oper-
ations and strategies as well as in the inputs, infra-
structure, institutions, regulations, and policies
that constitute the business environment in which
a nation’s firms compete. To fully succeed, polit-
ical, legal, fiscal, and monetary reforms must be
accompanied by microeconomic improvements. 

Many developing countries are continuously
tripped up by microeconomic failures. Growth
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spurts can be generated through macroeconomic
and financial reforms that exploit comparative
advantages, attracting floods of capital and creating
the illusion of progress. But unless firms can create
valuable goods and services using increasingly pro-
ductive methods—moving competition to higher
levels—growth will be snuffed out as jobs fail to
materialize, wages stagnate, and investment returns
disappoint. Capital flows and investor attention will
then shift elsewhere. The austerity that results
from such cycles is at the core of the backlash
against globalization that is becoming perhaps the
world’s most pressing economic problem. 

DRIVERS OF COMPETITIVENESS

A central challenge in economic development is to
create conditions for rapid, sustained growth in
national productivity. The microeconomic founda-
tions of productivity rest on two related elements:
• The sophistication of competition, reflecting

the operations and strategies of domestic
companies and of foreign subsidiaries based
in the country.

• The quality of the microeconomic business
environment.

A country’s productivity is affected by the pro-
ductivity of its companies: an economy cannot be
competitive unless the companies operating in it
are competitive. But the sophistication of com-
panies is inextricably intertwined with the quality
of the national business environment. More
sophisticated company strategies require more
highly skilled workers, better information,
improving infrastructure, more advanced institu-
tions, and stronger competitive pressure.

To support rising prosperity, companies must
transform their ways of competing. The advantages
that a nation’s companies enjoy must shift from
comparative advantages (low-cost labor or natural
resources) to competitive advantages (resulting
from more distinctive products made using more
productive methods). Strengths in competing at
earlier stages of development become weaknesses
at more advanced stages. Copying of foreign tech-
nology, for example, must give way to development
of indigenous technology. Yet companies often
resist change because past approaches were prof-
itable and old habits are deeply ingrained. 

Efforts to move to more sophisticated ways of
competing require parallel changes in the micro-
economic business environment. This environ-
ment is determined by four related features: the
quality of factor (input) conditions, the context
for firm strategy and rivalry, the quality of
demand, and the presence of locally related and
supporting industries (figure 2.7).

STAGES OF ECONOMIC DEVELOPMENT

As economies develop, they move through three
stages of competitive advantage and ways of com-
peting. In the factor-driven stage, basic inputs
such as low-cost labor and access to natural
resources are the main sources of competitive
advantage and international products. During
this stage firms produce commodities or relative-
ly simple products designed in more advanced
countries. Technology is assimilated through
imports, foreign direct investment, and imitation.
Companies compete based on price and lack
direct access to consumers. They have limited
roles in the value chain and are focused on assem-
bly, labor-intensive manufacturing, and resource
extraction. A factor-driven economy is highly
sensitive to global economic cycles, commodity
price changes, and exchange rate fluctuations. 

In the investment-driven stage, efficiency in pro-
ducing standard products and services becomes
Determinants of the microeconomic business environment

Context for firm strategy
and rivalry

• A local context that 
encourages efficiency, 
investment, and sustained 
upgrading
• Open and vigorous 
competition among locally 
based rivals

Related and supporting
industries

• Presence of capable, 
locally-based suppliers and 
firms in related fields
• Presence of clusters 
instead of isolated industries

Factor (input)
conditions

High quality specialized 
inputs available to firms:
• human resources
• physical infrastructure
• capital resources
• scientific and technological 
infrastructure
• administrative infrastructure
• information infrastructure
• natural resources

Demand conditions

• Sophisticated and 
demanding local customer 
needs
• Unusual local demand in 
specialized segments that 
can be served globally
• Local market needs that 
anticipate those elsewhere

FIGURE 2.7

Source: Porter and Ketels 2002.
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the dominant source of competitive advantage.
Products and services become more sophisticat-
ed, but most technology and designs still come
from abroad. Technology is accessed through
licensing, joint ventures, foreign direct invest-
ment, and imitation. During this stage countries
both assimilate foreign technology and develop
capacity to improve it. The national business
environment supports heavy investment in effi-
cient infrastructure and modern production
methods. Companies mainly serve original equip-
ment manufacturing customers and extend capa-
bilities more widely in the value chain. An
investment-driven economy is focused on
manufacturing and outsourced service exports. It
is susceptible to financial crises and external,
sector-specific demand shocks. 

In the innovation-driven stage, the dominant
source of competitive advantage is the ability to
produce innovative products and services at the
global technology frontier using the most
advanced methods. The national business envi-
ronment is strong in all areas and contains deep
clusters of related industries. Well-developed
institutions and incentives support innovation.
Companies compete using unique strategies that
are often global in scope. An innovation-driven
economy has a high share of services and is
resilient to external shocks. 

DIFFERENT APPROACHES FOR DIFFERENT

MICROECONOMIES

The traditional approach to economic develop-
ment uses a generic model for all countries (see
above). In contrast, the microeconomic approach
allows countries to focus on priorities that reflect
their stage of development—resulting in agendas
for action that differ significantly by country.
Specific agendas enable countries to leverage
their advantages and avoid zero-sum competition
based solely on cost. 

Appropriate company operations and strategies,
as well as the influence of various elements of the
business environment, differ for countries at dif-
ferent income and productivity levels. Transitions
between the stages of economic development—
from factor-driven to investment-driven to inno-
vation-driven—are particularly challenging
because the stages involve different bases of com-
petitive advantage and modes of integration with
the global economy. 
Low-income countries: enhancing sophistication in
factor-driven economies. For companies in low-
income countries the main challenge is to move
beyond competing based solely on cheap labor or
natural resources Enhancing company sophistica-
tion can involve making production processes more
sophisticated, introducing marketing and develop-
ing brands, and beginning to delegate authority. At
this stage it is premature to advance other elements
of corporate operations and strategies. 

Complementary efforts to improve the business
environment can also raise GDP per capita. These
efforts include strengthening transportation and
communications infrastructure, improving public
education and manager training, liberalizing
trade, reducing corruption, protecting intellectu-
al property rights, and introducing a meaningful
antitrust policy. Improving the quality of suppli-
ers and tightening regulatory standards are also
important, as is improving corporate governance
through effective boards of directors. All these
steps create a foundation of efficiency, trans-
parency, and competitive pressure to improve
factor-driven competition. 

Middle-income countries: increasing efficiency in
investment-driven economies. Companies in
middle-income countries must move from the
factor-driven stage to the investment-driven stage.
Corporate priorities take on a stronger customer
orientation, whereas in the factor-driven stage
products were either commodities or designed by
foreign original equipment manufacturers.
Licensing foreign technology, developing capaci-
ty to improve technology, and spending on
research and development become important. In
addition, gaining control of international distrib-
ution is essential to moving beyond the role of
passive commodity or labor exporter. Employee
training is also important for increasing efficiency. 

The investment-driven stage also places new
demands on the business environment.
Enhancing business efficiency requires reducing
bureaucratic red tape and strengthening the legal
system. In addition, financial markets become
much more important in order to mobilize debt
and equity capital. The investment-driven stage
depends on high investment in products, process-
es, and technology. Increasing demand is impor-
tant to foster improvements in producer quality.
Industrial clusters should be fully developed to
support higher efficiency. As countries reach the
upper-middle-income stage, companies must use
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the best available foreign technology, produce
products that meet international standards, and
organize at high levels of efficiency. 

HOW CAN THE U.S. SUPPORT

GROWTH IN DEVELOPING COUNTRIES?

Several forms of U.S. foreign assistance will likely
trump official development assistance in expedit-
ing economic growth in developing countries
(see chapter 6). These mechanisms include access
to U.S. markets, foreign direct investment by U.S.
companies, remittances from foreign workers
living in the United States, and the actions of U.S.-
based or -funded nongovernmental organizations
(NGOs). Still, official development assistance has
a role to play by:
• Providing direct financial support for poli-

cies, programs, and projects through bilateral
assistance, to improve agricultural productivi-
ty, implement competitiveness strategies,
build infrastructure, and provide scholarships
and technical training.

• Engaging developing countries in policy dia-
logues, often with the explicit or implicit
promise of delivering more aid if policy
actions are taken.

• Producing and disseminating new knowledge
about development through economic
research or project activities funded by
USAID or other U.S. government agencies.

• Involving the United States in broader, often
multilateral, discussions during diplomatic
and trade negotiations—helping to open the
door to the $10 trillion U.S. economy. 

• Connecting to the U.S. economy through
trade and investment provides a vital engine
of growth for developing countries.

• Helping countries build the capacity to
trade—and to take part in multilateral trade
negotiations.

The United States should seek to influence devel-
opment processes primarily by engaging in policy
dialogues, producing and disseminating new
knowledge, and advocating trade-led growth at
home and abroad.

Engaging in meaningful policy dialogue requires
extensive knowledge of a country’s political
economy and capacity for pragmatic policy analy-
sis. Here the U.S. role as a contracting agent can
help it access knowledgeable analysts, especially
if countries have made a long-term effort to build
the research and knowledge base needed to
produce and retain such analysts. Policy dialogue
and knowledge generation should be thought of
as mirror images that require coordinated support
over long periods. One of the most important
contributions that the United States can make to
economic growth in developing countries is to
participate in international policy discussions,
trade negotiations, and treaty development. 

GETTING AGRICULTURE MOVING

Requirements for agricultural development have
been understood for several decades. Adequate
agricultural technology and sufficient prices for
what farmers produce lead to farm investments
and income streams that increase commodity
output and reduce rural poverty. Educating rural
inhabitants speeds up the process, as does assis-
tance in developing new agricultural technology.

Sub-Saharan Africa’s agriculture has long suffered
from inadequate technology and insufficient
prices in rural markets. Asia has had limited
success in linking the rural nontradable sector to
urban markets and to labor-intensive export
growth. In Latin America many poor rural resi-
dents have migrated to urban areas, which now
contain two-thirds of the region’s population. But
Central America and Mexico still suffer from
severe and persistent rural poverty, and strategies
are needed to reduce it.30

Mechanisms for developing agricultural technol-
ogy and providing rural price incentives have
weakened since the 1960s. The system supported
by the Consultative Group on International
Agricultural Research (CGIAR) has an impressive
record of increasing crop yields for many of the
world’s staple foods. But funding for the system
has been threatened as market prices for these
crops have dropped to historic lows, reflecting
productivity gains in developing countries and
government-subsidized crop surpluses in indus-
trial countries. Few developing countries have the
scientific resources to conduct basic crop
research, so where will agricultural technology
come from to provide food for the additional 3
billion people expected in the next 50 years? 

Biotechnology holds out great promise—it is
largely a product of scientific enterprise, public
and private, in industrial countries. Pest resistance
and drought tolerance are being integrated
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already into crops of great importance to poor
farmers—cotton, maize, and sweet potatoes. The
science may be complex, but once the new vari-
eties are developed and appropriate food safety
and environmental risk analyses have been com-
pleted, their incorporation into both farming and
food systems can be relatively swift. Farmers and
consumers in the United States, Argentina, China,
and South Africa are already beginning to realize
the results of this evolution in agricultural science.
With fewer pesticides to apply, production costs
drop. With more resistance to pests and drought,
harvests are greater.

The United States has an obvious role in this.
First, U.S. leadership is essential in restoring agri-
cultural research budgets and can encourage
other donors to do the same. Second, U.S. uni-
versities are the best in the world at training sci-
entists in basic biology and applied agriculture,
and could  provide the next generation of these
scientists for the developing world.

Third, the United States can press to ease the
damage to developing countries caused by agri-
culture policies in industrial countries. Industrial
countries protect their farmers against low and
unstable prices, but developing countries cannot
afford such subsidies or defend the trade inter-
ventions that would be needed to do the same.
Industrial country policies shift the adjustment
burden to developing countries—sometimes with
devastating effects on local farmers. Agriculture-
led economic growth is impossible unless it is
profitable.

Some observers hope that World Trade
Organization (WTO) negotiations will solve
problems in global agriculture markets. But such
solutions are unlikely given the reluctance of
Europe and Japan to expose their farmers to free
markets. Strong interest groups in Washington
also support subsidies to help ensure the prof-
itability of U.S. farming—though the U.S.
Department of Agriculture favors reduced subsi-
dies and freer trade in agriculture. The depart-
ment’s research concludes that eliminating all
global agricultural protection and support could
raise world agriculture prices by 12 percent,
mostly by removing tariffs. U.S. agricultural
exports would grow 19 percent in such a free
market.31 Removing such distortions would also
increase global economic welfare by $56 billion a
year—about the same amount as all foreign aid
provided by industrial countries.
At the November 2001 meeting of the WTO in
Doha, Qatar, the United States joined the 
other WTO members to launch the Doha
Development Agreement, which solidifies the
importance of liberalizing agricultural trade. 

In July 2002 the United States proposed bold
reforms for agricultural trade:
• Eliminate export subsidies, phasing in the

reductions over five years.
• Eliminate the export monopolies of state

trading enterprises, thus allowing any produc-
er, distributor, or processor to export, and
end the special financial privileges of state
traders.

• Prohibit export taxes on agricultural prod-
ucts, except for developing countries that rely
on them for revenues.

• Cut and simplify agricultural tariffs.
• Limit trade-distorting support to 5% of the

total value of agricultural production.31

International negotiations on agriculture desper-
ately require leadership. Part of the challenge may
involve achieving U.S. acceptance of agriculture’s
multiple functions as the basis for policy reforms
with clear social, environmental, or security ratio-
nales. With this acceptance the United States
could take the lead in the Development Round of
WTO negotiations, designing rules that recognize
agriculture’s different functions in different coun-
tries at different stages of development. For
example, environmental protection is an accept-
able objective for agriculture policies in all coun-
tries, while policies that stimulate basic grain
production to enhance domestic food security
would be restricted to countries with limited
access to global markets or weak internal mar-
keting systems.

Beyond improving the external climate for agri-
culture, what are the components of a national
agricultural strategy? The first is supportive
macroeconomic policy—one that yields low
inflation, a reasonably stable exchange rate, pos-
itive real interest rates, and perhaps some moni-
toring of short-term capital flows. Second, getting
prices right extends good macroeconomic policy
to the trade arena, where an open economy with
low barriers to internal and external trade should
generate a level playing field for both producers
and consumers.

Once agricultural technology is in place as the
basis for profitable farming, externalities from
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INVESTMENTS IN PEOPLE

IMPROVE THE

DISTRIBUTION OF ASSETS

IN THE EARLY STAGES OF

ECONOMIC DEVELOPMENT
rural growth argue for increasing policy attention
and budget allocations to the rural nontradable
sector. Part of this sector’s profitability will come
from a labor-intensive export sector linked to the
global economy. Rapid growth in such exports
creates demand for labor directly as well as for the
goods and services of the rural economy, which
raise demand for labor indirectly. 

Improving rural financial systems is also essential
to a successful structural transformation, both to
permit farmers to make long-term investments
and to handle intersectoral financial flows such as
savings and remittances. Such improvements will
take time. And while needed changes in agricul-
tural and rural financial markets are not excep-
tionally difficult, they do require talented policy-
makers and government administrators. Training
these workers in U.S. universities and empower-
ing them when they return home is a powerful
form of U.S. foreign assistance—and one in which
USAID has considerable experience.

INVESTING IN PEOPLE

Investments in people improve the distribution of
assets in the early stages of economic develop-
ment. For pro-poor growth this means investing
in rural schools, primary health clinics, household
food security, and rural financial markets. At later
stages it means creating opportunities for high
school education and on-the-job training for
unskilled and semiskilled workers. If broadly
based and of adequate quality, such investments
will keep the distribution of income from becom-
ing highly skewed until well into the development
process, leading to the near elimination of
absolute poverty. The Republic of Korea and
Taiwan managed to maintain such investments
until they achieved middle-income status. Brazil,
the Philippines, and Thailand did not.

Even the poorest countries can set themselves on
a growth path that includes poor people in a fis-
cally manageable way. But that may not happen.
Political forces or governance averse to investing
in poor people are more likely in countries where
poor people’s lack of assets disconnects them
from the growth process. But donors can deal
with this situation: it gives them a rationale for
investing in the people that country leaders might
choose or be forced to ignore. In such cases the
policy dialogue, and the resources mobilized
behind it, can have dramatic effects.
JUMPSTARTING SLOW INTEGRATORS

Some forms of export-oriented collaboration
between domestic and foreign firms that do not
involve foreign equity—such as international sub-
contracts and technical or marketing
agreements—can be as effective as export-orient-
ed foreign direct investment in promoting growth.
But foreign firms that are potential sources of
foreign direct investment and other types of col-
laboration have little interest in slow integrators,
which have the most desperate need for them.
Such collaboration could jumpstart nontradition-
al or manufactured exports from slow integrators,
especially those in Sub-Saharan Africa.

Innovative approaches to development assistance
can break this vicious cycle. For example, indus-
trial countries can help slow integrators enter
global markets for manufactured goods by:
• Offering preferential market access—such as

that provided by the U.S. Generalized System
of Preferences, Caribbean Basin Initiative, and
African Growth and Opportunity Act, and by
the EU Everything But Arms program. The
declaration from the November 2001 WTO
ministerial conference in Doha, Qatar, address-
es the need for preferential market access.

• Building capacity for trade—such as through
the U.S. TRADE program, similar programs
sponsored by other industrial countries, and
programs sponsored by multilateral develop-
ment banks. Again, the Doha declaration
advocates such efforts.

The United States is well positioned to help build
capacity for trade given its companies’ extensive
experience with and dominant role in trade,
investment, and enterprise collaboration in devel-
oping countries. U.S. companies could help
design rational policies and strengthen the firm-
level export capacity of slow integrators.

U.S. programs to build trade capacity among slow
integrators could also promote international
production sharing as an innovative complement
to the other assistance. 

IMPLEMENTING THE MICROECONOMIC

AGENDA

The microeconomic approach to development
has important implications for foreign aid orga-
nizations. It can help them set priorities for their
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activities and concentrate on areas where they are
best able to help—clarifying the roles of institu-
tions focused on the macroeconomic, legal, and
political preconditions for development and insti-
tutions focused on the microeconomic agenda for
competitiveness.

The new approach requires donors to review their
country policies, priorities, and programs. On a
basic level, all country programs must pass two
practical tests:
• Does the activity upgrade the elements of the

business environment most essential to devel-
opment in this particular country? 

• What is the advantage of a donor performing
this activity to upgrade the business
environment? 

A country’s microeconomic agenda for competi-
tiveness and development is based on assessments
of its current economic performance, its business
environment, and the cluster composition of its
economy. Other factors that influence policy pri-
orities include the country’s location, internal
geography, and often its economic history. Based
on this information, the country can define prior-
ity actions to expedite growth and development. 

Foreign aid organizations, public and private,
have a distinct role in developing and imple-
menting a developing country’s microeconomic
agenda. In their traditional role of financing devel-
opment projects, donors must ensure that their
capital is spent in line with a country’s microeco-
nomic priorities. Often more important, however,
is a new type of technical assistance—to assess a
country’s competitiveness, develop the main ele-
ments of its microeconomic agenda, create tools
to track performance, and set up institutions for
implementation and continuing research on the
microeconomic agenda. 

This new technical assistance differs from standard
macroeconomic, legal, and financial assistance in
several crucial ways. Compared with stabilizing
the government budget or fixing the exchange rate
by government fiat, it usually takes much longer to
see behavioral changes and later outcomes from
this assistance. Microeconomic reform requires
permanent, stable changes in many related poli-
cies. These policy changes influence company
behavior and expectations. And if policymakers
stay the course, the changes eventually become
evident in economic outcomes. Microeconomic
upgrading is a marathon, not a sprint. 
A push for clean environmental technologies
should be part of the microeconomic reform. U.S.
firms, facing strict environmental standards, have
led in the export of pollution-abating equipment
and services. Developing country firms—in the
face of similar standards, or more likely the strin-
gent demands of overseas buyers—could be
pushed to develop safer, cleaner products and ser-
vices. And they could be assisted in their efforts
by the new technical assistance.

The new technical assistance also requires the
cooperation of many participants. It must include
private companies, domestic and foreign, in assess-
ing the competitiveness of a location and in imple-
menting improvements. It must include nonprof-
it, educational, research, and trade organizations to
organize the actions of individuals and companies
and to make changes to the business environment.
And it must include many different functional and
regional parts of government, stretching beyond
the traditional leadership of national ministries. 

Finally, the new technical assistance must recog-
nize the role of clusters and regions as important
units of action. Clusters go beyond individual
industries, which on their own control only some
of the factors that drive their economic perfor-
mance. But clusters are narrower than large
sectors, such as manufacturing, that are too
diverse to allow the development of policies that
can make a material difference. Similarly, regions
control many of the microeconomic conditions
that determine whether companies are able to
operate productively. But regions also differ sig-
nificantly in their competitiveness and so require
unique efforts to address their weaknesses. The
national level, however, remains essential to
provide the basic macroeconomic, legal, political,
and social conditions that set the stage for micro-
economic competitiveness. 
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integrating. The other measure is the share of manufactured
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ignated as the Least Developed Countries (LDCs) that are
deemed structurally handicapped in their development process,
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national community in support of their development efforts.
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cover a sample of 72 developing countries.
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