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Outline of the lecture

B Growth diagnostics: why and how?

B Low return to economic activity or High
cost of finance?

B |ow social returns or Low
appropriability?

B Bad international finance ou bad local
finance?

B Limits




Theory, general equilibrium

When markets (many markets) are
imperfect (distortions), making one of
those markets work better may
improve the situation...or deteriorate
it.

[rying to maximise the number of
reforms (agreed by the Gov) is not a
good idea. The global outcome is not
predictable.




Growth diagnostics

Hausman, Rodrik and Velasco propose a
pragmatic way of identifying the main
reasons why is investment is low in a
specific country

B (they illustrate their approach with three case
studies: Brazil, Salvador and Dominican
Republic)

The World Bank tried to replicate this

approach on a large scale (Bolivia, Morocco,

etc.) We will use Bolivia as a case stuady

B Calvo Sarah (2006), Applying the Growth Diagnostic
Approach: the Case of Bolivia, The World Bank.




Growth diagnostics (continued)

Just identifying the problems results in very
long shopping lists. The same applies for

econometrics.

HRVs’ approach is different. Countries, they
argue, need to figure out the one or two
most binding constraints on their
economies and then focus on lifting those

These obstacles are country specific
They use a decision tree approach:




Problem: Low levels of private mvestment and entrepreneurship

C 2
== —t =g[r(l1—71)-p
Low retim to economic activity High cost of finance
O — T bad mtemational bad local finance
finance
govermment mﬂrket
fathwes
poor biaed nifie mfonmation coordmation
- s exte:qlahnes: ‘ extemalities
“self-discovery’
v
micro risks: macro risks: low poor
low property rights. financial. domestic miter-
human conuption, monetary. fiscal S e T

capital faxes instability



Problem: low levels of private investment
and entrepreneurship
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Case study:
Bolivia

Real GDPF Growth

Figure 15. Bolivia. GDP Growth
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Case study: Bolivia

Table 5: Real GDP Growth, Participation and Incidence by Sectors

Participation Growth Incidence 3/

1/ 90-96 07-98 99-03 90-96 97-98 90-03

TOTAL 100.0% 4.2% 5.0% 1.9% 4.2% 5.0% 1.9%
Miming 3.9% 4.2% -0.1% -1.6% 0.2% 0.0% -0.1%
Hydrocarbons 2.6% 3.0% 13.5% 5.5% 0.1% 0.6% 0.3%
Manufacture 15.2% 4.8% 2.3% 2.3% 0.8% 0.4% 0.4%
Agnculture 14.1% 4.2% 0.1% 3.1% 0.6% 0.0% 0.4%
Construction 3.1% 6.0% 20.4% -6.8% 2% 0.7% -0.3%
Commerce 7.9% 4.4% 3.3% 1.8% 0.4% 0.3% 0.2%
Transport and comm. 11.0% 5.7% 8.1% 2.5% 0.5% 0.8% 0.3%
Banking and services 11.5% 5.4% 12.6% 2.0% 0.6% 1.5% 0.3%
Public administration 11.5% 1.9% 4.2% 3.0% 0.2% 0.4% 0.3%
Other 2/ 19.2% 34% 2.5% 1.6% 0.5% 0.4% 0.2%

Note: 1/ Corresponds to the average from 1990 to 2003. 2/ Includes electricity, water and sanitation. social.
personal and domestic services. restaurants and hotels, and others. 3/ The total is the sum of contributions.
Source: INE




Case study: Bolivia
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High cost of finance?

B |ow social returns or Low
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B Bad international finance ou bad local
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Decision tree: point 1

Low return to economic activity...or

B Return to investment (ICOR), return to human
capital? [investment is high, but the results are
deceiving]

B Non traditional activities are limited?

High cost of finance (of low aid
effectiveness)?

B |ow savings rate and/or low investment rate?

B High domestic interest rates? High spreads?
What about credit rationning (at the

international level)?



Decision tree: point 1 (cont.)

What is the main constraint?

B Low return of economic activity, mostly
traditional. Low demand for investment,
low interest rates.

[0 This is the case of Salvador

B High cost of finance: high interest rates,
high spreads. Possibly high foreign debt.

[0 This is (was?) the case of Brazil
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Low social returns or low
appropriability?

|
1. Low social (global) returns?
— Are production costs too high?

— Are factors of production allocated to the
potentially most socially profitable activities
(an « innovation » problem, a problem of
dynamic comparative advantages)?

2. Low appropriability?
— Do producers receive a significant part of the

wealth they create? (example: cotton
producers, rice producers in Cambodia)




Low social returns: Bad location,
geography

Distance to equator is a good predictor of
Income per capita.

Climate is a determinant of the quality of
institution (Acemoglu)

Specific locations: land-locked countries
(transportation costs vs natural protection),
Islands? (Least Advanced Countries)

A curse of natural resources (but
institutions matter!)




Sachs & Warner « Natural resource abundance
and economic growth », 1997

Moyenne du Taux de ‘

[0 Negative effect CfO'Ssarlc;%ge 1970 &
of natural LGDPEA70 179
resources on (-8.82)
growth (SXP), SXP -10.26
everything else (-6.89)
being constant | SOPEN éﬁf{j)

O SOPEN: INV7089 0.81
opeNNeESS (2.63)
(70/90) RL 0.40

[0 RL: Rule of Law (3.94)
de 1982 DTT7090 (gzgg)

Adjusted R2 0.73
Sample size 71




Low social returns: human capital

Investing in Human Capital depends on
returns (home or abroad)

Return are likely to be non-linear

_Low returns on HC result in low investing or

brain drain

Informal sector has to be taken into account!




Case study: Bolivia

Marginal Returns to Secondary Education in Urban Marginal Returns to Tertiary Education in Urban
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Low social returns: Bad
infrastructures

Private investments need
infrastructures

B Otherwise, investors have to support the
cost, or part of it (ex: Mauritania, DRC).

B Public Private Partnership is difficult to
manage in developing countries. Few
success stories.

Some infrastructures are more likely

than other to boosting growth.




Low social returns: competitiveness

O

O

Competitiveness may be measured by the share of
exports of a country in the world market (or share of
imports relative to the domestic market)

In open economies, competitiveness means either:

O E_pehcialising in sectors where the world demand is
g

B Producing cheaper goods and services

B Producing goods and services of better quality at an
afordable price

B Producing goods and services that nobody else _
produces (provided there is some demand) (countries
at the technical frontier)

In developing countries, competitiveness often refers
to Real Effective Xrate (REER) (more on that in
Lectures 3 and 7)




Case study: Bolivia

Bad geography (landlocked,
mountains)

Low quality of infrastructure

Not a binding constraint:

B underutilisation of roads, low intensity
use.

B Brain drain
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Low appropriability

O

O

= difficulty for people to benefit of the returns of their
activity.

May result of:

B Government failure (takes too much)

B Market failure (non clearing markets,externalities)

It is only a part of « institutions » (Douglass North:
rules of the game)

B Property rights matter very much for growth (see
Vietnam, land reform)

B When institutions are taken into account, other
variables, like economic policies, become insignificant
(but institutions are partially endogenous to growth:
path dependency)




Government failure: Micro risks

[aX ratio

B Too high taxation is bad for private
investment, but infrastructure is needed.

Barro (1990), optimal tax rate

Corruption. Negative impact on growth
(Mauro 1995, 2002), but what about China,
Vietham?

Administrative burden: WB’'s "Doing

Business”




Government failure : Macro risks,
Financial, Monetary

Main problem: instability

B Investment decreases mainly because of
instability of inflation (change in relative
prices) (more difficult to assess than
CPI!)

B Private Investment decreases when the
fiscal framework changes too often.

[his is the problem of Bolivia,
according to Calvo (2006), as a result

~of poalitical and social instability




Market failures

The standard approach:

B Some markets are not functioning well, because
of externalities

B In developing countries, markets are often
fragmented

A step forward:

B Most markets are not likely to work as
« textbook markets » (Stiglitz, Akerlof,..)

B If we want the market economy to achieve not
only Pareto optima, but also economic justice
(equal opportunities for everyone) (World
Development Report, 2006)




Market failure : information
externalities, self-discovery

Lack of ideas to get out of traditional
activities (El Salvador)

When domestic markets are small,
copying the innovators often leads to
losses (for innovator and followers),
and may deter innovators from
investing (Rodrik).

[here is a case for temporary
protection (infant industries) (cf. East
Asia)




Coordination externalities

Old wine:

B Vicious circles of under-development
(Ragnar Nurkse, 50ies), Balanced growth
(Say’s Law)

In new bottles:

B (cf. Murphy, Shleifer & Vishny,
Industrialisation and the Big Push, JPE, 1989):
role of demand

Coordination between public and
private sector (Asia)




Case study: Bolivia

Macro stability problematic, Xrate
management stable, but stubborn fiscal
problems, financial sector instability, bank
runs: macro instability as a result of
political and social instability.
Unpredictability of policies and rules

Weak institutions, corruption, enforcement
of property rights
B Hydrocarbon law
B Land property rights, land invasions, corruption




Case study: Bolivia

Productive sector highly
concentrated,

B entry of new comers difficult

B Informality results in high taxation

Innovation (ability to identify
profitable products) OK:
diversification




Table 6 Number of products exported from Bolivia’

Number of

Number of Number of 1 ‘_\Ilmnbcr of Nlll:llbi‘.]‘.‘ of interrupted
. : asting exported  new export
products countries 2 3 export
products products ‘ 4
products
1995 687 29
1996 715 2 454 261 233
1997 789 35 494 2905 221
1998 816 37 554 262 235
1999 878 37 568 310 248
2000 897 38 631 266 247
2001 890 35 655 235 242
2002 884 38 501 203 299
2003 901 39 694 207 190
2004 1,329 45 760 569 141
Note: Based on tarift categories (partidas arancelarias). Nandina 10-digit classification

&

? products that are again re-exported (compared to the previous year)

c::}des that are created or reappear year after year

* codes that disappear year after year

Source: UNDP — Bolivia — “Mds Alla del Gas”. working paper lead by George Gray (forthcoming)
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Bad International Finance

Emerging countries cannot borrow
from the international financial
markets in their own currency
(Eichengreen, « original sin ») (slowly
changing since 2003)

Xrate risk

And spreads that depend:

B on the expectations of international
investors and

B on their preferences (return/risk)




Bad international Finance 2

Standard Washington Consensus

Financial Openness, but:
B Volatility

B A case for control of capital flows? Chile,
Malaysia, Tobin tax, etc.

B Domestic banking system prudential
regulation

Spread too high? Problem of Brazil,

Lula’s strategy (and now, Brazil has
been granted investment grade ! And
is (was?) net creditor)




Bad international Finance: Low
Income countries

Low income countries are excluded from
private financial markets. Only possibility
for foreign financing: public institutions
(and China?)

They rely on Concessional lending, grants.

Aid effectiveness?
B Micro-macro paradox

B Positive (resources, infrastructure, etc.) and
negative impacts (disincentives,
unsustainability, instability, etc.)

B Aid is effective if policies and institutions are
gDocl)Id )Ald cannot buy the reforms (Burnside et
ollar

paris Declaration (2005
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Bad domestic Finance: Financial
repression, financial liberalisation

Financial repression: distortions (McKinnon,
Shaw (1973): Trying to boost investment
and growth by low interest rates results in
under-savings and bureaucratic allocation
of credit.

Does the financial market work like other
markets (Stiglitz)?

Is there a case for low interest credit to
strategic sectors (Asia)?




Poor intermediation

Loans, interest
rates r2

Interest rates
rl

Financial markets

Shares, Bonds



Poor intermediation

Poor intermediation =

B high difference (spread) between interest rates
on deposits and on credits (low competition)

B high level of bad loans (risks)

B Low effectiveness (delays and commissions for
granting loans etc.)

B Low number of instruments (loans, equity,
bonds, etc.)

Credit rationing on the financial domestic
market (development banks, microfinance)

Fragility of the banking sector in case of
shocks (prudential regulation)




Case study: Bolivia

Credit is mainly for working capital,
not investment

'he main problem is the availability,
not the cost of credit

Not a binding constraint:

B [Low credit/GDP ratio, high liquidity in the
banking sector
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Limits

Useful framework, but supply oriented. Role
of Demand?

BWI institutions now acknowledge that the
Government has a role to play. Only for
making markets work efficiently? What
about growth strategies (Asian Miracle, see
R. Wade, 2004), what about reducing
inequalities?

Growth does not always result in poverty
alleviation (see Mali, Burkina Faso). Can we
identify policies that are both growth
enhancing and poverty reducing?




Conclusion: A Synthesis? Rodrik et Subramanian (2003)
Chart 1
The "deep determinants” of income

I Development and its determinants are related in multiple and complex ways,
making the task of determining and quantifying causality difficult.
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Chart 2

Impact on growth
. = Institutional improvements could have a significant
What about economic policy? impact on gowth rates.
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