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Foreword

Two men asleep beside each other on a longjourney into Africa, liter-
aly and thankfully above the thunderclouds. One is fairly clean shaven,
papers strewn around him. Matte black suit, eyes slightly hollowed from
no sleep, thoughts too big even for his big head. The other isamore bo-
hemian mess. Unshaven, unkempt, he can't just have been up for days,
his boyish face says years. An advertisement for why air miles can be bad
for your health. When he wakes, an air hostess asks for his autograph.
Confused and amused, he points to the geek in the black suit lying
among the papers. That's me. Let me introduce myself. My name is
Bono and | am the rock star student. The man with me is Jeffrey D.
Sachs, the great economist, and for a few years now my professor. In
time, his autograph will beworth alot more than mine.

Let me tell you how we started thisjourney. It goes back to before
Jeff Sachs had become director of the Earth Institute at Columbia Uni-
versity. Before he moved to New York to become UN Secretary-General
Kofi Annan's special adviser. It goes back to when Jeff gave me the third
degree from the Kennedy School of International Development at Har-
vard University in Cambridge, Massachusetts. My great friend Bobby
Shriver had advised me to meet him in order to know what | was talking
about before | went up to Capitol Hill to lobby on behalf of Jubilee 2000
for the cancellation of the LDC's (least developed countries’) debt to
the rich countries of the OECD (Organization for Economic Coopera-
tion and Development) as part of the millennium celebrations. | would
enter the world of acronyms with a man who can make alphabet soup
out of them. Soup you'd want to eat. Soup that would, if ingested prop-
erly, enable alot more soup to be eaten by alot more people.

Hunger, disease, the waste of lives that is extreme poverty are an &-
front to all of us. To Jeff it's a difficult but solvable equation. An equa-
tion that crosses human with financial capital, the strategic goals of the
rich world with a new kind of planning in the poor world.
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I'm a singer with an ear for a melody. Great ideas have a lot in com-
mon with a great melody. A certain clarity, inevitability, memorabil-
ity... you can't get them out of your head, they nag at you.. .. The ideas
in this book are not exactly sing-a-long but they have a hook you won't for-
get: the end of poverty. It'sachallenge that's hard to ignore.

Jeff is hard to ignore. At speaking events I've had to walk on after
this man (it's like the Monkees going on after the Beatles). His voice is
louder than any electric guitar, heavier than heavy metal. His passion is
operatic, he's physically very present, animated. There iswildness to the
rhetoric but arigor to the logic. God may have given him avoice with an
amplifier built in, but it's the argument that carries the day.

He's notjust animated; he's angry. Because he knows that a lot of
the crisis in the developing world can be avoided. Staring at people
gueuing up to die three to abed, two on top and one underneath, in a
hospital just outside of Lilongwe, Malawi, and knowing this doesn't have
to be so is too much for most of us. | am crushed. Heis creative. He's an
economist who can bring to life statistics that were, after all, lives in the
first place. He can look up from the numbers and see faces through the
spreadsheets, families like his own that stick together on treks to the far
ends of the world. He helps us make sense of what senseless really
means: fifteen thousand Africans dying each and every day of preventa-
ble, treatable diseases—AIDS, malaria, TB—for lack of drugs that we
take for granted.

This statistic alone makes a fool of the idea many of us hold on to
very tightly: the idea of equality. What is happening in Africa mocks our
pieties, doubts our concern, and questions our commitment to that
whole concept. Because if we're honest, there's no way we could con-
clude that such mass death day after day would ever be allowed to hap-
pen anywhere else. Certainly not in North America, or Europe, or
Japan. An entire continent bursting into flames? Deep down, if we really
accept that their lives—African lives—are equal to ours, we would all be
doing more to put the fire out. It's an uncomfortable truth.

This book is about the alternative—taking the next step in the jour-
ney of equality. Equality is avery big idea, connected to freedom, but an
idea that doesn't come for free. If we're serious, we have to be prepared
to pay the price. Some people will say we can't afford to do it.... | dis-
agree. | think we can't afford not to do it. In aworld where distance no
longer determines who your neighbor is, paying the price for equality is
not just heart, it's smart. The destinies of the "haves" are intrinsically
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linked to the fates of the "have-nothing-at-alls." If we didn't know this al-
ready, it became too clear on September 11, 2001. The perpetrators of
9/11 might have been wealthy Saudis, but it was in the collapsed, poverty-
stricken state of Afghanistan that they found succor and sanctuary. Africa
is not the front line in the war against terror, but it soon could be.

"The war against terror is bound up in the war against poverty."
Who said that? Not me. Not some beatnik peace group. Secretary of
State Colin Powell. And when a military man starts talking like that per-
haps we should listen. In tense, nervous times isn't it cheaper—and
smarter—to make friends out of potential enemies than to defend your-
self against them?

We wish things were different. But wishful thinking is notjust un-
helpful here; it's dangerous. The planJeff lays out is not only his idea of
acritical path to accomplish the 2015 Millennium Development Goal of
cutting poverty by half—a goal signed up to by all the world's govern-
ments. It's a handbook on how we could finish out thejob. On how we
could be the first generation to outlaw the kind of extreme, stupid
poverty that sees a child die of hunger in a world of plenty, or of a dis-
ease preventable by a twenty-cent inoculation. We are the first genera-
tion that can afford it. The first generation that can unknot the whole
tangle of bad trade, bad debt, and bad luck. The first generation that
can end a corrupt relationship between the powerful and the weaker
parts of the world which has been so wrong for so long.

InJeffs hands, the millstone of opportunity around our necks be-
comes an adventure, something doable and achievable. His argument is
clear. We converge from our different starting points ... he from mar-
kets, | from placards. Luckily we agree you need both. However, for all
of the book's cogency, you won't find an answer to the most important
qguestion of all. It falls outside regressions, theorems, field work and
lands fairly, squarely on our shoulders. We can be the generation that no
longer accepts that an accident of latitude determines whether a child
lives or dies—but will we be that generation? Will we in the West realize
our potential or will we sleep in the comfort of our affluence with apathy
and indifference murmuring softly in our ears? Fifteen thousand people
dying needlessly every day from AIDS, TB, and malaria. Mothers, fathers,
teachers, farmers, nurses, mechanics, children. This is Africa’s crisis.
That it's not on the nightly news, that we do not treat this as an emer-
gency—that's our crisis.

Future generations flipping through these pages will know whether
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we answered the key question. The evidence will be the world around
them. History will be our judge, but what's written is up to us. Who we
are, who we've been, what we want to be remembered for. We can't say
our generation didn't know how to do it. We can't say our generation
couldn't afford to do it. And we can't say our generation didn't have rea-
son to do it. It's up to us. We can choose to shift the responsibility, or, as
the professor proposes here, we can choose to shift the paradigm.

BONO, 2004



I ntroduction

This book is about ending poverty in our time. It is not aforecast. | am
not predicting what will happen, only explaining what can happen. Cur-
rently, more than eight million people around the world die each year
because they are too poor to stay alive. Our generation can choose to
end that extreme poverty by the year 2025.

Every morning our newspapers could report, "More than 20,000
people perished yesterday of extreme poverty." The stories would put
the stark numbers in context—up to 8,000 children dead of malaria,
5,000 mothers and fathers dead of tuberculosis, 7,500 young adults
dead of AIDS, and thousands more dead of diarrhea, respiratory infec-
tion, and other killer diseases that prey on bodies weakened by chronic
hunger. The poor die in hospital wards that lack drugs, in villages that
lack antimalarial bed nets, in houses that lack safe drinking water. They
die namelessly, without public comment. Sadly, such stories rarely get
written. Most people are unaware of the daily struggles for survival, and
of the vast numbers of impoverished people around the world who lose
that struggle.

Since September 11, 2001, the United States has launched awar on
terror, but it has neglected the deeper causes of global instability. The
$450 billion that the United States will spend this year on the military
will never buy peace if it continues to spend around one thirtieth of
that, just $15 billion, to address the plight of the world's poorest of the
poor, whose societies are destabilized by extreme poverty and thereby
become havens of unrest, violence, and even global terrorism.

That $15 billion represents atiny percentage of U.S. income, just 15
cents on every $100 of U.S. gross national product, or GNP. The share of
U.S. GNP devoted to helping the poor has declined for decades, and is a
tiny fraction of what the United States has repeatedly promised, and
failed, to give. It is also much less than the United States should give,
both to solve the crisis of extreme poverty and thereby to provide for
U.S. national security. This book, then, is about making the right
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choices—choices that can lead to a much safer world based on a true
reverence and respect for human life.

| have spent the past twenty years working with heads of state, fi-
nance and health ministers, and villagers in dozens of countries in al
parts of the world. | have visited and worked in more than a hundred
countries with around 90 percent of the world's population. The cumu-
lative experience of seeing the world from many vantage points has
helped me to appreciate the real circumstances on our planet—the
causes of poverty, the role of rich-country policies, and the possibilities
for the future. Gaining a proper perspective on these issues has been my
struggle and challenge for two decades. Nothing else in my intellectual
life and political engagement has been as rewarding.

| have been fortunate to have observed, and contributed to, some
real successes—the end of hyperinflations, the introduction of new sta-
ble national currencies, the cancellation of unpayable debts, the con-
version of moribund communist economies to dynamic market-based
economies, the start-up of the Global Fund to Fight AIDS, TB, and
Malaria, and modern drug treatment for impoverished HIV-infected
people. | have increasingly understood the yawning gap between what
the rich world claims to be doing to help the poor and what it is actually
doing. | have also gradually come to understand through my scientific
research and on-the-ground advisory work the awesome power in our
generation's hands to end the massive suffering of the extreme poor,
and thereby to make our lives safer in the process.

In the following pages, | will explain what | have witnessed and
learned in societies as varied as Bolivia, Poland, Russia, China, India,
and Kenya. You will see that all parts of the world have the chance to
join an age of unprecedented prosperity building on global science,
technology, and markets. But you will also see that certain parts of the
world are caught in a downward spiral of impoverishment, hunger, and
disease. It is no good to lecture the dying that they should have done
better with their lot in life. Rather, it is our task to help them onto the
ladder of development, at least to gain a foothold on the bottom rung,
from which they can then proceed to climb on their own.

Am | an optimist? Optimism and pessimism are beside the point.
The key is not to predict what will happen, but to help shape the future.
This task is a collective one—for you as well as for me. Although intro-
ductory economics textbooks preach individualism and decentralized
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markets, our safety and prosperity depend at least as much on collective
decisions to fight disease, promote good science and widespread educa-
tion, provide critical infrastructure, and act in unison to help the poor-
est of the poor. When the preconditions of basic infrastructure (roads,
power, and ports) and human capital (health and education) are in
place, markets are powerful engines of development. Without those
preconditions, markets can cruelly bypass large parts of the world, leav-
ing them impoverished and suffering without respite. Collective action,
through effective government provision of health, education, infra-
structure, as well as foreign assistance when needed, underpins eco-
nomic success.

Eighty-five years ago the great British economist John Maynard Keynes
pondered the dire circumstances of the Great Depression. From the
depths of despair around him, he wrote in 1930 of the Economic. Possihilities
for Our Grandchildren. At a time of duress and suffering, he envisioned the
end of poverty in Great Britain and other industrial countriesin his grand-
children's day, toward the end of the twentieth century. Keynes empha-
sized the dramatic march of science and technology and the ability of
advances in technology to underpin continued economic growth at com-
pound interest, enough growth indeed to end the age-old "economic
problem" of having enough to eat and enough income to meet other basic
needs. Keynes got it just right, of course: extreme poverty no longer exists
in today's rich countries, and is disappearing in most of the world's middle-
income countries.

Today we can invoke the same logic to declare that extreme poverty
can be ended not in the time of our grandchildren, but in our time. The
wealth of the rich world, the power of today's vast storehouses of know!-
edge, and the declining fraction of the world that needs help to escape
from poverty all make the end of poverty a realistic possibility by the
year 2025. Keynes wondered how the society of his grandchildren would
use its wealth and its unprecedented freedom from the age-old struggle
for daily survival. This very question has become our own. Will we have
the goodjudgment to use our wealth wisdly, to heal a divided planet, to
end the suffering of those still trapped by poverty, and to forge a com-
mon bond of humanity, security, and shared purpose across cultures
and regions?

This book will not answer this question. Instead, it will help to show
the way toward the path of peace and prosperity, based on a detailed un-
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derstanding of how the world economy has gotten to where it is today,
and how our generation could mobilize our capacities in the coming
twenty years to eliminate the extreme poverty that remains. | hope that
by showing the contours of that promising path, we will be more likely
to choose it. For now, | am grateful for the chance to share what | have
seen of the world and of the economic possibilities for our time.



One

A GLOBAL
FAMILY PORTRAIT

MALAWI : THE PERFECT STORM

I t is still midmorning in Malawi when we arrive at a small village,
Nthandire, about an hour outside of Lilongwe, the capital. We have
come over dirt roads, passing women and children walking barefoot
with water jugs, fuel wood, and other bundles. The midmorning tem-
perature is sweltering. In this subsistence maize-growing region of an
impoverished landlocked country in southern Africa, households eke
out survival from an unforgiving terrain. Thisyear has been a lot more
difficult than usual because the rains have failed, probably the result of
an El Nino cycle. Whatever the cause, the crops are withering in the
fields that we pass.

If the village were filled with able-bodied men who could have built
small-scale water harvesting units on rooftops and in the fields to collect
what little rain had fallen in the preceding months, the situation would
not be asdire as it is this morning. But aswe arrive in the village, we see
no able-bodied young men at all. In fact, older women and dozens of
children greet us, but there is not a young man or woman of working
age in sight. Where, we ask, are the workers? Out in the fields? The aid
worker who has led us to the village shakes his head sadly and says no.
They are nearly al dead. The village has been devastated by AIDS,
which has ravaged this part of Malawi for several years now. There are
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just five men between twenty and forty years of age left in the village.
They are not there this morning because they are all attending the fu-
neral of afellow villager who died of AIDS the day before.

The presence of death in Nthandire has been overwhelming in re-
cent years. The grandmothers whom we meet are guardians for their or-
phaned grandchildren. Each woman has her own story of how her sons
and daughters have died, leaving her to bear the burden of raising and
providing for five or ten, sometimes fifteen, orphaned grandchildren.
These women have reached an age where, in more prosperous places,
they would be the revered matriarchs enjoying a well-earned rest from a
lifetime of toil. But there is no break now, no chance for even a mo-
ment's respite, because the grandmothers of this village, and countless
others like it, know that if they let up for a moment, these young chil-
dren will die.

The margin of survival is extraordinarily narrow; sometimes it closes
entirely. One woman we meet in front of her mud hut has fifteen or-
phaned grandchildren, as shown in photograph 1. As she begins to ex-
plain her situation to us, she first points to the withered crops that have
died in the fields next to her hut. Her small plot, perhaps a half hectare
(alittle more than an acre) in all, would be too small to feed her family
even if the rains had been plentiful. The problems of small farm size and
drought are compounded by yet another problem: the soil nutrients
have been depleted so significantly in this part of Malawi that crop yields
reach only about one ton of maize per hectare with good rains, com-
pared with three tons per hectare that would be typical of healthy soils.

A half aton of grain from a half-hectare field would not be sufficient
for proper nutrition and would provide precious little, if any, market in-
come. This year, because of the drought, she will get almost nothing.
She reaches into her apron and pulls out a handful of semirotten, bug-
infested millet, which will be the basis for the gruel she will prepare for
the meal that evening. It will be the one meal the children have that day.

| ask her about the health of the children. She points to a child of
about four and says that the small girl contracted malaria the week be-
fore. The woman had carried her grandchild on her back for the ten
kilometers or so to the local hospital. When they got there, there was no
quinine, the antimalarial medicine, available that day. With the child in
high fever, the grandmother and grandchild were sent home and told

to return the next day.
In a small miracle, when they returned the next day after another
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ten-kilometer trek, the quinine had come in, and the child responded
to treatment and survived. It was aclose cal, though. When malariais un-
treated over the course of a day or two, a child may slip into cerebral
malaria, followed by coma and then death. More than one million African
children, and perhaps as many as three million, succumb to malaria each
year. This horrific catastrophe occurs despite the fact that the disease is
partly preventable—through the use of bed nets and other environmen-
tal controls that do not reach the impoverished villages of Malawi and
most of the rest of the continent—and completely treatable. There is
simply no conceivable excuse for this disease to be taking millions of
lives each year.

Our guide to Nthandire is a Christian aid worker, a dedicated and
compassionate Malawian working for a local hongovernmental organi-
zation (NGO). He and his colleagues work against all odds to help vil-
lages such as this one. The NGO has almost no financing available and
survives from meager contributions. Its big effort in the village, includ-
ing this particular household, is to provide a piece of plastic tarpaulin to
put under the thatch of each hut's roof. The tarp keeps the children
from being completely exposed to the elements, so that when the rains
do come, the roof will not leak on the fifteen grandchildren sleeping
below. This contribution of afew cents per household is all the aid orga-
nization can muster.

As we proceed through the village, other grandmothers share simi-
lar stories. Each has lost sons and daughters; those who remain fight for
survival. There are only poor in thisvillage. No clinic nearby. No safe wa-
ter source. No crops in the fields. And notably, no aid. | stoop down to
ask one of the young girls her name and age. She looks about seven or
eight, but is actually twelve, stunted from years of undernutrition. When
| ask her what her dreams are for her own life, she says that she wants to
be a teacher, and that she is prepared to study and work hard to achieve
that. 1 know that her chances of surviving to go on to secondary school
and a teacher's college are slim under the circumstances in which she
lives. Attending school now is a hit-and-miss affair. Children are in and
out of school with illness. Their attendance depends on how urgently
they are needed at home to fetch water and firewood, or to care for sib-
lings or cousins; on whether they can afford to buy supplies, a uniform,
and pay local fees; and on the safety of walking several kilometers to the
school itself.

We leave the village and fly later that day to the second city of the
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country, Blantyre, where we visit the main hospital in Malawi, Queen
Elizabeth Central Hospital. There we experience our second shock of
the day. This hospital is the place where the government of Malawi is
keen to begin a treatment program for the roughly nine hundred thou-
sand Malawians infected with the HIV virus and currently dying of AIDS
because of lack of treatment. The hospital has set up awalk-in clinic for
people who can afford to pay the dollar a day cost of the antiretroviral
combination therapy, based on Malawi's arrangements with the Indian
generic drug producer Cipla, which has pioneered the provision of low-
cost antiretroviral drugs to poor countries. Since the government is too
impoverished to be able to afford a dollar a day for al those in need, the
program has begun for those few Malawians who can afford to pay out
of pocket. At the time of our visit, this treatment site is providing anti-
AIDS drugs on a daily basis to about four hundred people who can
afford it—four hundred people in a country where nine hundred thou-
sand are infected. For the rest, there is essentially no access to anti-AIDS
medicines.

We duck into a conference room with the doctor who is overseeing
the outpatient service and medical wards. He describes to us the small
miracles of the patients on anti-AIDS drug treatment. The response has
been dramatic. The success rate of the medicines is nearly 100 percent.
The HIV strains do not exhibit drug resistance because the Malawian
people have never had access to the drugs before. The doctor also re-
ports that his patients' adherence to this twice-daily regimen has been
very high. His patients surely want to stay alive. In short, the doctor is ex-
tremely pleased with the results.

Just as his briefing is encouraging us, the doctor stands up and sug-
gests that we visit the medical ward, which lies just across the hall. "Med-
ical ward" is, in fact, a shocking euphemism, because in truth it is not a
medical ward at all. It isthe place where Malawians come to die of AIDS.
There is no medicine in the medical ward. The room has a posted occu-
pancy rate of 150 beds. There are 450 people in the ward. These 450
people are fit into a room with 150 beds by putting three people in or
around each bed. In most cases, two people are lying head to toe, toe to
head—strangers sharing a death bed. Alongside or underneath the bed
there is somebody on the ground, sometimes literally on the ground or
sometimes on a piece of cardboard, dying beneath the bed.

The room is filled with moans. Thisis adying chamber where three
guarters or more of the people this day are in late-stage AIDS without
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medicines. Family members sit by the bed, swabbing dried lips and
watching their loved ones die. The same doctor who is treating patients
across the hall is the doctor in charge of this service. He knows what
could be done. He knows that each of these patients could rise from the
deathbed but for the want of adollar a day. He knows the problem is not
one of infrastructure or logistics or adherence. He knows that the prob-
lem is simply that the world has seen fit to look away as hundreds of im-
poverished Malawians die this day as a result of their poverty.

| have come to know Malawi relatively well after several visits. A few
years earlier, | had been contacted by the vice president of Malawi,
Justin Mulawesi, a remarkably fine individual, adignified, eloquent, and
popular figure in what is against all odds a multiparty democracy. The
odds are long because democracy is bound to be fragile in an impover-
ished country where incomes are around 50 cents per person per day,
or around $180 per person per year, and where the stresses of mass dis-
ease, famine, and climate shock are pervasive. Amazingly, the Malawians
have done it, while the international community has largely stood by
through all of this suffering.

Vice President Mulawesi himself has lost several family members to
AIDS. The first time we talked about AIDS, he spoke to me through
mournful eyes about his new responsibilities as head of the National
AIDS Commission. He has led a team of experts to design a national
AIDS strategy that could begin to meet this horrific challenge. That
team has traveled throughout the world—to Harvard, Johns Hopkins,
Liverpool, the London School of Hygiene and Tropical Medicine, and
the World Health Organization—to discuss ideas for scaling up the fight
against AIDS.

Malawi actually put together one of the earliest and best conceived
strategies for bringing treatment to its dying population, and gave an
enormously thoughtful response to the challenges of managing a new
system of drug delivery, patient counseling and education, community
outreach, and the financial flows that would accompany the process of
training doctors. On that basis, Malawi made proposals to the interna-
tional community to help Malawians try to reach about a third of the to-
tal infected population (about three hundred thousand people) with
anti-AIDS drug treatment within afive-year scale-up period.

Yet international processes are cruel. The donor governments—
including the United States and Europeans—told Malawi to scale back
its proposal sharply because the first proposal was "too ambitious and
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too costly." The next draft was cut back to a mere hundred thousand on
treatment at the end of five years. Even that was too much. In a tense
five-day period, the donors prevailed on Malawi to cut another 60 per-
cent from the proposal, down to forty thousand on treatment. This atro-
phied plan was submitted to the Global Fund to Fight AIDS, TB, and
Malaria. Incredibly, the donors that run that fund saw fit to cut back
once again. After along struggle, Malawi received funding to savejust
twenty-five thousand at the end of fiveyears—a death warrant from the
international community for the people of this country.

Carol Bellamy of UNICEF has rightly described Malawi's plight as
the perfect storm, a storm that brings together climatic disaster, impover-
ishment, the AIDS pandemic, and the long-standing burdens of malaria,
schistosomiasis, and other diseases. In the face of this horrific maelstrom,
the world community has so far displayed a fair bit of hand-wringing and
even some high-minded rhetoric, but precious little action.

BANGLADESH: ON THE LADDER
OF DEVELOPMENT

A few thousand miles away from this perfect storm is another scene of
poverty. Thisis poverty in retreat, where the fight for survival is gradually
being won, although still with horrendous risks and huge unmet needs.
This struggle is being waged in Bangladesh, one of the most populous
countries in the world, with 140 million people living in the flood plains
of the deltas of the two great rivers, the Brahmaputra and the Ganges,
that flow through Bangladesh on their way to the Indian Ocean.

Bangladesh was born in awar for independence against Pakistan in
1971. That year, it experienced massive famine and disarray, leading an
official in Henry Kissinger's State Department to famously label it an
"international basket case." Bangladesh today is far from a basket case.
Per capitaincome has approximately doubled since independence. Life
expectancy has risen from forty-four years to sixty-two years. The infant
mortality rate (the number of children who die before their first birth-
day for every 1,000 born) has declined from 145 in 1970 to 48 in 2002.
Bangladesh shows us that even in circumstances that seem the most
hopeless there are ways forward if the right strategies are applied, and if
the right combination of investments is made.
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Still, Bangladesh is not out of the grip of extreme poverty. Although
it has escaped the worst of the ravages of famine and disease in the past
generation, it faces some profound challenges today. A few months after
my visit to Malawi, | was up at dawn one morning in Dhaka, Bangladesh,
to see aremarkable sight: thousands of people walking to work in long
lines stretching from the outskirts of Dhaka and from some of its poor-
est neighborhoods. Looking more closely, | noticed that these workers
were almost all young women, perhaps between the ages of eighteen
and twenty-five. These are the workers of a burgeoning garment indus-
try in Dhakawho cut, stitch, and package millions of pieces of apparel
each month for shipment to the United States and Europe.

Over theyears, | have visited garment factories all over the develop-
ing world. | have grown familiar with the cavernous halls where hun-
dreds of young women sit at sewing machines, and men at cutting
tables, where the fabrics move along production lines and the familiar
labels of GAP, Polo, Yves Saint Laurent, Wal-Mart,J. C. Penney, and oth-
ers are attached as the clothing reaches the final stages of production.
There is nothing glamorous about this work. The women often walk two
hours each morning in long quiet files to get to work. Arriving at seven
or seven-thirty, they may be in their seats for most of the following twelve
hours. They often work with almost no break at all or perhaps a very
short lunch break, with little chance to go to the lavatory. L eering bosses
lean over them, posing a threat of sexual harassment. After along, diffi-
cult, tedious day, the young women trudge back home, when they are
again sometimes threatened with physical assault.

These sweatshopjobs are the targets of public protest in developed
countries; those protests have helped to improve the safety and quality
of the working conditions. The rich-world protesters, however, should
support increased numbers of such jobs, albeit under safer working
conditions, by protesting the trade protectionism in their own coun-
tries that keeps out garment exports from countries such as Bangladesh.
These young women already have a foothold in the modern econ-
omy that is a critical, measurable step up from the villages of Malawi
(and more relevant for the women, a step up from the villages of Ban-
gladesh where most of them were born). The sweatshops are the first
rung on the ladder out of extreme poverty. They give lie to the Kissinger
state department's forecast that Bangladesh is condemned to extreme
poverty.
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On onevisit to Bangladesh, | picked up an English-language morn-
ing newspaper, where | found an extensive insert of interviews with
young women working in the garment sector. These stories were
poignant, fascinating, and eye-opening. One by one, they recounted the
arduous hours, the lack of labor rights, and the harassment. What was
most striking and unexpected about the stories was the repeated affir-
mation that this work was the greatest opportunity that these women
could ever have imagined, and that their employment had changed
their lives for the better.

Nearly all of the women interviewed had grown up in the country-
side, extraordinarily poor, illiterate and unschooled, and vulnerable to
chronic hunger and hardship in a domineering, patriarchal society.
Had they (and their forebearers of the 1970s and 1980s) stayed in the
villages, they would have been forced into a marriage arranged by their
fathers, and by seventeen or eighteen, forced to conceive a child. Their
trek to the cities to take jobs has given these young women a chance for
personal liberation of unprecedented dimension and opportunity.

The Bangladeshi women told how they were able to save some small
surplus from their meager pay, manage their own income, have their
own rooms, choose when and whom to date and marry, choose to have
children when they felt ready, and use their savings to improve their liv-
ing conditions and especially to go back to school to enhance their liter-
acy and job-market skills. As hard as it is, this life is a step on the way to
economic opportunity that was unimaginable in the countryside in gen-
erations past.

Some rich-country protesters have argued that Dhaka's apparel firms
should either pay far higher wage rates or be closed, but closing such
factories as a result of wages forced above worker productivity would be
little more than aticket for these women back to rural misery. For these
young women, these factories offer not only opportunities for personal
freedom, but also the first rung on the ladder of rising skills and income
for themselves and, within afew years, for their children. Virtually every
poor country that has developed successfully has gone through these
first stages of industrialization. These Bangladeshi women share the ex-
perience of many generations of immigrants to New York City's garment
district and a hundred other places where their migration to toil in gar-
ment factories was a step on the path to a future of urban affluence in
succeeding generations.
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Not only is the garment sector fueling Bangladesh's economic
growth of more than 5 percent per year in recent years, but it is also rais-
ing the consciousness and power of women in a society that was long
brazenly biased against women's chances in life. As part of a more gen-
eral and dramatic process of change throughout Bangladeshi society,
this change and others give Bangladesh the opportunity in the next few
years to put itself on a secure path of long-term economic growth. The
countryside that these women have left is also changing quickly, in part
because of the income remittances and ideas that the young women
send back to their rural communities, and in part because of the in-
creased travel and temporary migration between rural and urban areas,
as families diversify their economic bases between rural agriculture and
urban manufacturers and services.

In 2003, my colleagues at Columbia and | visited a village near
Dhaka with one of the leaders of an inspiring nongovernmental organi-
zation, the Bangladeshi Rural Advancement Committee, now known
universally as BRAC. There we met representatives from avillage associ-
ation, which BRAC had helped to organize, in which women living about
an hour outside the city were engaged in small-scale commercial activi-
ties—food processing and trade—within the village and on the roads
between the village and Dhaka itself. These women presented a picture
of change every bit as dramatic as that of the burgeoning apparel sector.

Wearing beautiful saris, the women sat on the ground in six rows,
each with six women, to greet us and answer questions. Each row repre-
sented a subgroup of the local "microfinance" unit. The woman in the
front of the row was in charge of the borrowing of the whole group be-
hind her. The group in each line was mutually responsible for repay-
ments of the loans taken by any member within the line. BRAC and its
famed counterpart, Grameen Bank, pioneered this kind of group lend-
ing, in which impoverished recipients (usually women) are given small
loans of a few hundred dollars as working-capital for microbusiness ac-
tivities. Such women were long considered unbankable, simply not credit-
worthy enough to bear the transaction costs to receive loans. Group
lending changed the repayment dynamics: default rates are extremely
low, and BRAC and Grameen have figured out how to keep other trans-
action costs to aminimum as well.

Perhaps more amazing than the stories of how microfinance was fu-
eling small-scale businesses were the women's attitudes to child rearing.
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When Dr. Allan Rosenfield, dean of Columbia University's Mailman
School of Public Health and one of the world's leading experts on re-
productive health, asked the women how many had five children, no
hands went up. Four? Still no hands. Three? One nervous woman, look-
ing around, reluctantly put her hand in the air. Two? About 40 percent
of the women. One? Perhaps another 25 percent. None? The remain-
der of the women. Here was a group where the average number of chil-
dren for these mothers was between one and two children.

Rosenfield then asked them how many they wanted in total. He
again started at five—no hands. Four? No hands. Three? No hands. Two?
Almost al the hands went up. This social norm was new, a demonstra-
tion of a change of outlook and possibility so dramatic that Rosenfield
dwelt on it throughout the rest of our visit. He had been visiting Ban-
gladesh and other parts of Asia since the 1960s, and he remembered
vividly the days when Bangladeshi rural women would typically have had
six or seven children.

Thejobs for women in the cities and in rural off-farm microenter-
prises; a new spirit of women's rights and independence and empower-
ment; dramatically reduced rates of child mortality; rising literacy of
girls and young women; and, crucialy, the availability of family planning
and contraception have made all the difference for these women. There
is no single explanation for the dramatic, indeed historic, reduction in
desired rates of fertility: it is the combination of new ideas, better public
health for mothers and children, and improved economic opportunities
for women. The reduced fertility rates, in turn, will fuel Bangladesh's ris-
ing incomes. With fewer children, a poor household can invest more in
the health and education of each child, thereby equipping the next
generation with the health, nutrition, and education that can lift Ban-
gladesh's living standards in future years.

Bangladesh has managed to place its foot on the first rung of the
ladder of development, and has achieved economic growth and im-
provements of health and education partly through its own heroic efforts,
partly through the ingenuity of NGOs like BRAC and Grameen Bank, and
partly through investments that have been made, often at significant
scale, by various donor governments that rightly viewed Bangladesh not
as a hopeless basket case but as a country worthy of attention, care, and
development assistance.
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I NDIA: CENTER OF AN EXPORT
SERVI CES REVOLUTI ON

If Bangladesh has one foot on the ladder, India is already several steps
up the ladder. The young woman whose computer screen | peered over,
in an information technology center in Chennai, is a prototypical em-
ployee of the new India. She is twenty-five years old and a graduate of a
local teacher's college where she obtained a two-year degree following
high school. Now she works as a transcriber of data for a new Indian in-
formation technology (IT) company operating in the capital of the
southern state of Tamil Nadu. Chennai is a center of India's IT revolu-
tion, one that is beginning to fuel unprecedented economic growth in
this vast country of one billion people. TheIT revolution is creating jobs
that are unknown in Malawi and <till largely unthinkable in Bangladesh,
but that are becoming the norm for educated young women in India.

This company has a remarkable arrangement with a hospital in
Chicago, where doctors dictate their charts and transmit them by satel-
lite to India as voice files at the end of each work day in Chicago. Be-
cause of the ten-and-a-half-hour time zone difference, the end of each
work day in Chicago is the beginning of another in Chennai. When the
voice files are received, dozens of young women who have taken a spe-
cial course in medical data transcription sit in front of computer screens
with headphones in place and speedily type in the medical charts of pa-
tients almost ten thousand miles away. | listened, for a short bit, to the
transcription. The workers there know the medical jargon much better
than | do because of their intensive training course and experience.
They earn about $250 to $500 a month, depending on their level of ex-
perience, between a tenth and a third of what a medical data transcriber
might earn in the United States. Their income is more than twice the
earnings of a low-skilled industrial worker in India and perhaps eight
times the earnings of an agricultural laborer.

The entrepreneur who started up this firm has close relatives in the
United States who made the business connections on the U.S. side. Now
the businessis thriving. It is moving from data transcription to financial
record keeping, and soon into financial consulting and advising for
American companies, as well as back-office processing operations, or
BPO in the new jargon of the global economy. Its employees work in
gleaming buildings with broadband Internet facilities, satellite hook-
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ups, and videoconferencing capability for the heads of operations who
have to be in face-to-face contact with their counterparts in the United
States. They have access to hygienic facilities. They are women whose
mothers, typically, were the first in the family to become literate and to
gain a foothold in the urban economy (perhaps as seamstresses in the
sweatshops), and whose grandmothers were almost without a doubt ru-
ral laborers in the overwhelmingly village economy of two generations
before.

Indiais vast. Many parts of India, particularly in the north, are still
caught in the same back-breaking rural poverty that grips Malawi and
parts of Bangladesh. Much of urban India resembles Dhaka. Only a few
leading "growth poles" share the cutting-edge feel of IT-driven Chennai.
Throughout the Ganges Valley of northern India, home to two hundred
million Indians living in the vast plains of India's greatest river, the IT
revolution has been slow to emerge, if it has emerged at all. Yet so power-
ful are the new trendsin India, not only in IT but also in textiles and ap-
parel, electronics, pharmaceuticals, automotive components, and other
sectors, that the overall economic growth of Indiais reliably now 6 per-
cent or more per year. Indiais beginning to nip at the heels of China's
growth rates, and investors around the world are warming to the notion
of establishing operations, from IT to manufacturing to research and
development, in the fast-growing Indian economy.

Progress is hard enough to achieve in the world without being per-
ceived as a danger. One of the ironies of the recent success of India and
China is the fear that has engulfed the United States that success in
these two countries comes at the expense of the United States. These
fears are fundamentally wrong and, even worse, dangerous. They are
wrong because the world is not a zero-sum struggle in which one coun-
try's gain is another's loss, but is rather a positive-sum opportunity in
which improving technologies and skills can raise living standards
around the world. Not only are the Indian IT workers providingvaluable
goods and services to United States consumers, but they are also sitting
at terminals with Dell computers, using Microsoft and SAP software,
Cisco routers, and dozens of other empowering pieces of technology im-
ported from the developed countries. As India's economy grows, its con-
sumers opt for a growing array of U.S. and European goods and services
for their homes and businesses.
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CHINA: THE RISE OF AFFLUENCE

Following another visit to India, | continued on to Beijing, China, where
economic development is speeding ahead at full throttle. Beijing has
emerged not only as a major capital of the developing world, but also as
one of the world's economic capitals. It is now a booming city of eleven
million. Annual income has surpassed $4,000 per capita, and the Chi-
nese economy continues to soar at above 8 percent growth per annum.

On one particular night, | was the guest of two young couples, truly
young urban professionals, who took me to one of the trendiest night-
spots of the city. | tried to listen to them over the operatic duet taking
place on the stage, a kind of retrochic performance in which a Mao-era
revolutionary opera was being performed for a room filled with very
well-dressed young business executives. Every table had at least one, and
usually half a dozen, cell phones lying on it in case any of the hotshot
young businessmen and -women received calls from clients or the of-
fice. As | peered at the opera out of a corner of my eye, my hosts showed
me the new cell phones they hadjust purchased that were also digital
cameras. They demonstrated them by sending a picture of me from one
phone to the other. Thiswas a gadget that | had not yet seen back home.

I would not have been so stunned had | been in London or New
York or Paris or Tokyo. But | was in a country that twenty-five years ago
was still emerging from the chaos of the Cultural Revolution and de-
cades of turmoil under Mao Tse-tung. Within asingle generation, China
has become one of the most important economies and trading powers
of the world.

These young Chinese men and women have the chance to attain
tremendous affluence, to travel the world, and to enjoy the other bene-
fits of the high living standards available to them because of the powers
of globalization. China's great advance during the past twenty-five years
reflects the fact that within two decades, it has gone from being a virtu-
aly closed society and economy to one of the great export powers of the
world. Its exports have been fueled by a vast inflow of foreign invest-
ment and technology, which brought the money to build modern facto-
ries together with the machinery and techniques to run them, in
combination with relatively low-cost Chinese workers who are increas-
ingly proficient in skills of all sorts. The result has been the rise, in one
industry after another, of highly competitive enterprises that have in-
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creased China's exports from around $20 billion in 1980 to around
$400 billion in 2004.

ASCENDI NG THE LADDER OF
ECONOMI C DEVELOPMENT

What do these four widely divergent images of the globe show us? We
see an almost unimaginable divide between the richest and poorest
parts of the world, with all the gradations in between. We glimpse the
pivotal roles that science and technology play in the development
process. And we sense a progression of development that moves from
subsistence agriculture toward light manufacturing and urbanization,
and on to high-tech services. In Malawi, 84 percent of the population
livesin rural areas; in Bangladesh, 76 percent; in India, 72 percent; and
in China, 61 percent. In the United States, at the other upper end of the
development spectrum, it is just 20 percent. Services account for under
25 percent of employment in Malawi, whereas in the United States, they
account for 75.

If economic development is aladder with higher rungs representing
steps up the path to economic well-being, there are roughly one billion
people around the world, one sixth of humanity, who live as the Mala-
wians do: too ill, hungry, or destitute even to get a foot on the first rung
of the development ladder. These people are the "poorest of the poor,"
or the "extreme poor" of the planet. They al live in developing countries
(poverty does exist in rich countries, but it is not extreme poverty). Of
course, not al of these one billion people are dying today, but they are all
fighting for survival each day. If they are the victims of a serious drought
or flood, or an episode of serious illness, or a collapse of the world mar-
ket price of their cash crop, the result is likely to be extreme suffering
and perhaps even death. Cash earnings are pennies a day.

A few rungs up the development ladder is the upper end of the low-
income world, where roughly another 15 billion people face problems
like those of the young women in Bangladesh. These people are "the
poor." They live above mere subsistence. Although daily survival is
pretty much assured, they struggle in the cities and countryside to make
ends meet. Death is not at their door, but chronic financial hardship
and a lack of basic amenities such as safe drinking water and function-
ing latrines are part of their daily lives. All told, the extreme poor (at
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around 1 billion) and the poor (another 15 billion) make up around
40 percent of humanity.

Another 2.5 billion people, including the Indian IT workers, are up
yet another few rungs, in the middle-income world. These are middle-
income households, but they would certainly not be recognized as mid-
dle class by the standards of rich countries. Their incomes may be afew
thousand dollars per year. Most of them live in cities. They are able to se-
cure some comfort in their housing, perhaps even indoor plumbing.
They can purchase a scooter and someday even an automobile. They
have adequate clothing, and their children go to school. Their nutrition
is adequate, and some are even falling into the rich-world syndrome of
unhealthy fast food.

Still higher up the ladder are the remaining one billion people,
roughly a sixth of the world, in the high-income world. These affluent
households include the billion or so people in the rich countries, but
also the increasing number of affluent people living in middle-income
countries—the tens of millions of high-income individuals in such cities
as Shanghai, Sao Paolo, or Mexico City. The young professionals of Bei-
jing are among the fortunate one sixth of the world enjoying twenty-
first-century affluence.

The good news is that well more than half of the world, from the
Bangladesh garment worker onward, broadly speaking, is experiencing
economic progress. Not only do they have a foothold on the develop-
ment ladder, but they are also actually climbing it. Their climb is evident
in rising personal incomes and the acquisition of goods such as cell
phones, television sets, and scooters. Progress is also evident in such
crucial determinants of economic well-being as rising life expectancy,
falling infant mortality rates, rising educational attainment, increasing
access to water and sanitation, and the like.

The greatest tragedy of our time is that one sixth of humanity is not
even on the development ladder. A large number of the extreme poor
are caught in a poverty trap, unable on their own to escape from ex-
treme material deprivation. They are trapped by disease, physical isola-
tion, climate stress, environmental degradation, and by extreme poverty
itself. Even though life -saving solutions exist to increase their chances
for survival—whether in the form of new farming techniques, or essen-
tial medicines, or bed nets that can limit the transmission of malaria—
these families and their governments simply lack the financial means
to make these crucial investments. The world's poor know about the



20 THE END OF POVERTY"

development ladder: they are tantalized by images of affluence from
halfway around the world. But they are not able to get afirst foothold on
the ladder, and so cannot even begin the climb out of poverty.

WHO AND WHERE ARE THE POOR?

There are many definitions, as well as intense debates, about the exact
numbers of the poor, where they live, and how their numbers and eco-
nomic conditions are changing over time. Itis useful to start with what is
agreed, and then to mention some of the areas of debate. As a matter of
definition, it is useful to distinguish between three degrees of poverty:
extreme (or absolute) poverty, moderate poverty, and relative pov-
erty. Extreme poverty means that households cannot meet basic needs
for survival. They are chronically hungry, unable to access health care,
lack the amenities of safe drinking water and sanitation, cannot &-
ford education for some or all of the children, and perhaps lack rudi-
mentary shelter—a roof to keep the rain out of the hut, a chimney to
remove the smoke from the cook stove—and basic articles of cloth-
ing, such as shoes. Unlike moderate and relative poverty, extreme
poverty occurs only in developing countries. Moderate poverty gener-
aly refers to conditions of life in which basic needs are met, butjust
barely. Relative poverty is generally construed as a household income
level below a given proportion of average national income. The rela-
tively poor, in high-income countries, lack access to cultural goods,
entertainment, recreation, and to quality health care, education, and
other perquisites for upward social mobility.

The World Bank has long used a complicated statistical standard—
income of $1 per day per person, measured at purchasing power parity—
to determine the numbers of extreme poor around the world. Another
World Bank category, income between $1 per day and $2 per day, can be
used to measure moderate poverty. These measures feature promi-
nently in public policy circles, and most recently were estimated by
World Bank economists Shaohua Chen and Martin Ravallion. They esti-
mated that roughly 1.1 billion people were living in extreme poverty in
2001, down from 15 billion in 1981. Figure la shows the distribution of
the world's extreme poor by region. Each bar signifies the number of
poor in the region, with the first bar indicating the number in 1981, the
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Figure la: Numbers of Extreme Poor
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second bar, in 2001. The overwhelming share of the world's extreme
poor, 93 percent in 2001, livein three regions: East Asia, South Asia, and
sub-Saharan Africa. Since 1981, the numbers of extreme poor have
risen in sub-Saharan Africa, but have fallen in East Asia and South Asia

Figure Ib repeats the same measurement, but now shows the pro-
portion of the region's population in extreme poverty, rather than the
absolute number. Almost half of Africa's population is deemed to live in
extreme poverty, and that proportion has risen slightly over the period.
The proportion of the extreme poor in East Asia has plummeted, from
58 percentin 1981 to 15 percent in 2001; in South Asia the progress has
also been marked, although slightly less dramatically, from 52 percent
to 31 percent. Latin America's extreme poverty rate is around 10 per-
cent, and relatively stuck; Eastern Europe's rose from a negligible level
in 1981 to around 4 percent in 2001, the result of the upheaval s of com-
munist collapse and economic transition to a market economy.

Figures 2a and 2b show the calculations for the moderate poor,
those living between $1 and $2 per day. East Asia, South Asia, and sub-
Saharan Africa continue to dominate the picture, with 87 percent of the
world's 16 billion moderately poor. The numbers of moderate poor in
East Asia and South Asia have actually risen as the poorest households
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Figure Ib: Proportion Living in Extreme Poverty
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have improved their circumstances from extreme poverty to moderate
poverty. Some 15 percent of Latin Americans live in moderate poverty, a
rate that has been fairly constant since 1981.

Map 1 gives us yet another perspective on these data, on a country-
by-country basis. Each country is shaded according to the proportion
of the population living in extreme poverty and moderate poverty. A
country as awhole is deemed to suffer from extreme poverty if the pro-
portion of the population in extreme poverty is at least 25 percent of
the total. A country is categorized as suffering from moderate poverty if
itisnotin extreme poverty, but at least 25 percent of the households are
extremely poor or moderately poor, that is, living under $2 per day.
Most of the countries of sub-Saharan Africa are in extreme poverty (and
even more would be in this category but for lack of reliable data), as are
the countries of South Asia. East Asia and Latin America include many
countries in moderate poverty, but also many that have risen beyond
moderate poverty in recent decades.

The precision of the World Bank figures have been questioned in
heated debates. The World Bank has relied on household surveys, while
other researchers have relied on national income accounts, which tend
to show somewhat faster progress in the reduction of Asian poverty. The
details need not detain us here, except to say that the general picture re-
mains true in either case: extreme poverty is concentrated in East Asia,
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Figure 2a: Numbers of Moderate Poor
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Figure 2b: Proportion Living in Moderate Poverty
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South Asia, and sub-Saharan Africa. It isrising in Africain absolute num-
bers and as a share of the population, while it is falling in both absolute
numbers and as a proportion of the population in the Asian regions.

We will have many occasions to discuss the specific circumstances of
the poorest of the poor. They are mainly in rural areas, though with a
growing proportion in the cities. They face challenges almost unknown
in the rich world today—malaria, massive droughts, lack of roads and
motor vehicles, great distances to regional and world markets, lack of
electricity and modern cooking fuels—challenges that are at first har-
rowing to contemplate, but on second thought encouraging, precisely
because they also lend themselves to practical solutions.

OUR GENERATION'S CHALLENGE

The very hardest part of economic development is getting the first
foothold on the ladder. Households and countries at the very bottom of
the world's income distribution, in extreme poverty, tend to be stuck.
Countries already on the ladder of development, such as Bangladesh
and India, are generally making progress, even ifit is uneven and some-
times painfully slow. Our generation's challenge is to help the poorest
of the poor to escape the misery of extreme poverty so that they may be-
gin their own ascent up the ladder of economic development. The end
of poverty, in this sense, is not only the end of extreme suffering but also
the beginning of economic progress and of the hope and security that
accompany economic development.

When | speak of the "end of poverty," therefore, | will be speaking of
two closely related objectives. Thefirstisto end the plight of one sixth of
humanity that lives in extreme poverty and struggles daily for survival.
Everybody on Earth can and should enjoy basic standards of nutrition,
health, water and sanitation, shelter, and other minimum needs for sur-
vival, well-being, and participation in society. The second is to ensure
that al of the world's poor, including those in moderate poverty, have a
chance to climb the ladder of development. As a global society, we
should ensure that the international rules of the game in economic man-
agement do not advertently or inadvertently set snares along the lower
rungs of the ladder in the form of inadequate development assistance,
protectionist trade barriers, destabilizing global financial practices,
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poorly designed rules for intellectual property, and the like, that prevent
the low-income world from climbing up the rungs of development.

The end of extreme poverty is at hand—within our generation—
but only if we grasp the historic opportunity in front of us. There a-
ready exists a bold set of commitments that is halfway to that target: the
Millennium Development Goals (MDGs), the eight goals that all 191
UN member states unanimously agreed to in 2002 by signing the
United Nations Millennium Declaration. These goals are important tar-
gets for cutting poverty in half by the year 2015, compared with a base-
line of 1990. They are bold but achievable, even if dozens of countries
are not yet on track to achieve them. They represent a crucial midsta-
tion on the path to ending extreme poverty by the year 2025. And the
rich countries have repeatedly promised to help the poor countries to
achieve them through increased development assistance and improved
global rules of the game.

These, then, are the economic possibilities of our time:

* To meet the Millennium Development Goals by 2015
» To end extreme poverty by 2025

» To ensure well before 2025 that all of world's poor countries can
make reliable progress up the ladder of economic development

» To accomplish all of thiswith modest financial help from the rich
countries, more than is now provided, but within the bounds of
what they have long promised.

To meet these challenges, we first have to understand how we got to
where we are, for in that understanding we will also find the way
forward.



Two

THE SPREAD OF
ECONOMIC PROSPERITY

"¢ *he move from universal poverty to varying degrees of prosperity

 has happened rapidly in the span of human history. Two hundred
years ago the idea that we could potentially achieve the end of extreme
poverty would have been unimaginable. Just about everybody was poor,
with the exception of a very small minority of rulers and large land-
owners. Life was as difficult in much of Europe as it was in India or
China. Our great-great-grandparents were, with very few exceptions,
most likely poor and living on afarm. One leading economic historian,
Angus Maddison, puts the average income per person in Western Eu-
rope in 1820 at around 90 percent of the average income of Africa to-
day. Life expectancy in Western Europe andJapan as of 1800 was about
forty years.

A few centuries ago, vast divides in wealth and poverty around the
world did not exist. China, India, Europe, andJapan al had similar in-
come levels at the time of European discoveries of the sea routes to Asia,
Africa, and the Americas. Marco Polo marveled at the sumptuous won-
ders of China, not at its poverty. Cortes and his conquistadores ex-
pressed astonishment at the riches of Tenochtitlan, the capital of the
Aztecs. The early Portuguese explorers were impressed with the well-
ordered towns of West Africa
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THE NOVELTY OF MODERN
ECONOMIC GROWTH

If we are to understand why a vast gap between rich and poor exists to-
day, we must return to the very recent period of human history when
this divide emerged. The past two centuries, since around 1800, consti-
tute aunique era in economic history, a period the great economic his-
torian Simon Kuznets famously termed the period of modern economic
growth. Before then, indeed for thousands of years, there had been vir-
tually no sustained economic growth in the world, and only gradual in-
creases in the human population. The world population had risen
gradually from around 230 million people at the start of the first millen-
nium in A.D. 1, to perhaps 270 million by A.D. 1000, and 900 million
people by AD. 1800. Real living standards were even slower to change.
According to Maddison, there was no discernible rise in living standards
on aglobal scale during the first millennium, and perhaps a 50 percent

Figure 1: World Population
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increase in per capita income in the eight-hundred-year period from
AD. 1000 to A.D. 1800.

In the period of modern economic growth, however, both popula-
tion and per capita income came unstuck, soaring at rates never before
seen or even imagined. As shown on figure 1, the global population rose
more than sixfold injust two centuries, reaching an astounding 6.1 bil-
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lion people at the start of the third millennium, with plenty of momen-
tum for rapid population growth still ahead. The world's average per
capita income rose even faster, shown in figure 2, increasing by around
nine times between 1820 and 2000. In today's rich countries, the eco-
nomic growth was even more astounding. The U.S. per capita income
increased almost twenty-five-fold during this period, and Western Eu-
rope's increased fifteen-fold. Total worldwide food production more
than kept up with the booming world population (though large num-
bers of chronically hungry people remain until today). Vastly improved
farm yields were achieved on the basis of technological advances. If we
combine the increases in world population and world output per per-
son, we find that total economic activity in the world (the gross world
product, or GWP) rose an astounding forty-nine times during the past
180 years.

Figure 2: World Average per Capita Income
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The gulf between today's rich and poor countries is therefore a new
phenomenon, ayawning gap that opened during the period of modern
economic growth. As of 1820, the biggest gap between the rich and
poor—specifically, between the world's leading economy of the day, the
United Kingdom, and the world's poorest region, Africa—was aratio of
four to one in per capitaincome (even after adjusting for differences in
purchasing power). By 1998, the gap between the richest economy, the
United States, and the poorest region, Africa, had widened to twenty
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to one. Since al parts of the world had a roughly comparable starting
point in 1820 (al very poor by current standards), today's vast inequal -
ities reflect the fact that some parts of the world achieved modern
economic growth while others did not. Today's vast income inequali-
ties illuminate two centuries of highly uneven patterns of economic

growth.
Figure 3: GDP per Capita by Region in 1820 and 1998
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Thisinequality is evident in the bar chart in figure 3. The height of
the first bar indicates the level of per capitaincomein 1820, and the sec-
ond in 1998, using Maddison's estimates. The number in parentheses at
the top of the second bar is the average annual growth rate of the re-
gion (between 1820 and 1998). Three main points stand out:

» All regions were poor in 1820

» All regions experienced economic progress

» Today's rich regions experienced by far the greatest economic
progress
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What do | mean by "highly uneven" economic growth across re-
gions between 1820 and 1998? Even small differences in annual eco-
nomic growth rates, if sustained for decades or centuries, eventually
lead to huge differences in the levels of economic well-being (as mea-
sured here by the average per capita income in a society). The per
capita gross national product of the United States, for example, grew at
an annual rate of around 1.7 percent per year during the period 1820 to
1998. This led to a twenty-five-fold increase in living standards, with per
capitaincomes rising from around $1,200 per person in 1820 to around
$30,000 today (in 1990 dollars). The key for the United States to be-
come the world's richest major economy was not spectacularly fast
growth, such as China's recent achievement of 8 percent growth per
year, but rather steady growth at a much more modest 1.7 percent per
year. The key was consistency, the fact that the United States maintained
that income growth rate for almost two centuries.

By contrast, the economies of Africa have grown at an average of
0.7 percent per year. This difference may not seem like much compared
with 1.7 percent per year in the United States, but over a period of
180 years a small difference in annual growth leads to huge differences
in income levels. With growth of 0.7 percent per annum, Africa'sinitial
income (roughly $400 per capita) increased by little more than three-
fold, to roughly $1,300 per capita as of the year 1998, compared with an
almost twenty-five-fold increase in the United States. Today's twenty-fold
gap in income between the United States and Africa, therefore, results
from athree-fold gap as of 1820, which was magnified seven tiroes by the
difference in annual growth rates of 17 percent in the United States
versus 0.7 percent in Africa

The crucial puzzle for understanding today's vast inequalities,
therefore, is to understand why different regions of the world have
grown at different rates during the period of modern economic growth.
Every region began the period in extreme poverty. Only one sixth of the
world's population achieved high-income status through consistent eco-
nomic growth. Another two thirds have risen to middle-income status
with more modest rates of economic growth. One sixth of humanity is
stuck in extreme poverty, with very low rates of economic growth during
the whole period. First we must understand why growth rates differ over
long periods of time so that we can identify the key ways to raise eco-
nomic growth in today's lagging regions.
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Let me dispose of one idea right from the start. Many people as-
sume that the rich have gotten rich because the poor have gotten poor.
In other words, they assume that Europe and the United States used
military force and political strength during and after the era of colonial-
ism to extract wealth from the poorest regions, and thereby to grow
rich. This interpretation of events would be plausible if gross world prod-
uct had remained roughly constant, with a rising share going to the pow-
erful regions and a declining share going to the poorer regions. However,
that is not at al what happened. Gross world product rose nearly fifty-
fold. Every region of the world experienced some economic growth (both
in terms of the overall size of the economy, and even when measured per
person), but some regions experienced much more growth than others.
The key fact of modern times is not the transfer of income from one re-
gion to another, by force or otherwise, but rather the overall increasein
world income, but at a different rate in different regions.

Thisis not to say that the rich are innocent of the charge of having
exploited the poor. They surely have, and the poor countries continue
to suffer as a result in countless ways, including chronic problems of po-
litical instability. However, the real story of modern economic growth
has been the ability of some regions to achieve unprecedented long-
term increases in total production to levels never before seen in the
world, while other regions stagnated, at least by comparison. Technol-
ogy has been the main force behind the long-term increases in income
in the rich world, not exploitation of the poor. That news is very good
indeed because it suggests that all of the world, including today's lag-
gard regions, has a reasonable hope of reaping the benefits of techno-
logical advance. Economic development is not a zero-sum game in
which the winnings of some are inevitably mirrored by the losses of oth-
ers. This game is one that everybody can win.

On the Eve of Takeoff

Until the mid-1700s, the world was remarkably poor by any of today's
standards. Life expectancy was extremely low; children died in vast
numbers in the now rich countries as well as the poor countries. Many
waves of disease and epidemics, from the black death of Europe to
smallpox and measles, regularly washed through society and killed mass
numbers of people. Episodes of hunger and extreme weather and cli-
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mate fluctuations sent societies crashing. The rise and fall of the Roman
Empire, for famed twentieth-century historian Arnold Toynbee, was
much like the rise and decline of all other civilizations before and since.
Economic history had long been one of ups and downs, with growth fol-
lowed by decline rather than sustained economic progress.

John Maynard Keynes wrote about this virtual stagnation of human
economic progress in his 1930 essay on the Economic Possibilitiesfor Our
Grandchildren:

From the earliest times from which we have record, that, sy, the
two thousand years before Christ, down to the beginning of the
eighteenth century, there was no redly great change in the stan-
dard of living of the average man living in the civilized centers of
the earth. Ups and downs, certainly visitations of plague, famine
and war, golden intervals, but no progressive violent change. Some
periods perhaps fifty percent better than others, at the utmost a
hundred percent better in the four thousand years that ended, say,
in AD. 1700.

He also pinpointed technology as the reason for thislong-term stasis:

The absence of important technological inventions between the
prehistoric age and comparatively modern times is truly remark-
able. Almost everything which really matters, and which the world
possessed at the commencement of the modern age, wes already
known to man at the dawn of history: language, fire, the same do-
mestic animals which we have today, wheat, barley, the vine and the
olive, the plow and the wheel, the oar, the sail, leather, linen and
cloth, bricks and pots, gold and slver, copper, tin, and lead—and
iron was added to the list before one thousand B.C.—banking, state-
craft, mathematics, astronomy, and religion. There is no record
when we firgt possessed these .. .

What changed was the onset of the Industrial Revolution, supported by
arise in agricultural productivity in northwestern Europe. Food yields
rose with systematic improvements in agronomic practice, including the
management of soil nutrients through improved crop rotations. The
dramatic breakthrough came in England around 1750, when Britain's
nascent industry first mobilized new forms of energy for production at
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scales that had never before been achieved. The steam engine marked
the decisive turning point of modern history. By mobilizing a vast store
of primary energy, fossil fuels, the steam engine unlocked the mass pro-
duction of goods and services on a scale beyond the wildest dreams of
the preindustrial era. Modern energy fueled every aspect of the eco-
nomic takeoff. Food production soared as fossil fuel energy was used to
produce chemical fertilizers; industrial production skyrocketed as vast
inputs of fossil fuel energy created equally vast powerhouses of steel,
transport equipment, chemicals and pharmaceuticals, textile and ap-
parels, and every other modern manufacturing sector. By the early twen-
tieth century, the service industries, including modern information and
communications technologies, were powered by electrification, itself a
breakthrough of the fossil-fuel age.

As coal fueled industry, so, too, industry fueled political power. The
British Empire became the global political manifestation of the Indus-
trial Revolution. Britain's industrial breakthrough, unique in the world
as of the early nineteenth century, created a huge military and financial
advantage that allowed Britain to expand its control over one sixth of
humanity at the peak of the empire during the Victorian era.

Why was Britain first? Why not China, which was the world's techno-
logical leader for about a thousand years, between A.D. 500 and A.D.
1500? Why not other centers of power on the European continent or in
Asia? This question is much debated among economic historians, but a
few good answers are evident, and they provide clues to the deeper un-
derpinnings of the Industrial Revolution.

First, British society was relatively open, with more scope for individ-
ual initiative and social mobility than most other societies of the world.
The fixed social orders of the feudal era had weakened enormously or
disappeared entirely by 1500, at a time when serfdom was gtill the rule
through much of Europe. Even more rigid social hierarchies, such as In-
dia's caste system, were common in other parts of the world.

Second, Britain had strengthening institutions of political liberty.
Britain's parliament and its traditions of free speech and open debate
were powerful contributors to the uptake of new ideas. They were also
increasingly powerful protectors of private property rights, which in
turn underpinned individual initiative.

Third, and critically, Britain became one of the leading centers of
Europe's scientific revolution. After centuries in which Europe was
mainly the importer of scientific ideas from Asia, European science
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made pivotal advances beginning in the Renaissance. Modern physics
emerged from the astronomical discoveries of Copernicus, Brahe, Kep-
ler, and Galileo. With Britain's political openness, speculative scientific
thinking was given opportunity to thrive, and the scientific advances on
the Continent stimulated an explosion of scientific discovery in En-
gland. The decisive breakthrough came with Isaac Newton's Principia
Mathematica in 1687, one of the most important books ever written. By
showing that physical phenomena could be described by mathematical
laws, and by providing the tools of calculus to discover those laws, New-
ton set the stage for hundreds of years of scientific and technological
discovery, and for the Industrial Revolution that would follow the scien-
tific revolution.

Fourth, Britain had several crucial geographical advantages. First, as
an island economy close to continental Europe, Britain enjoyed low-
cost sea-based trade with al parts of Europe. Britain also had extensive
navigable river ways for internal trade and enjoyed a highly favorable
environment for agriculture, with a combination of plentiful rainfall, an
ample growing season, and good soils. Another crucial geographical ad-
vantage was Britain's proximity to North America. The new settlements
in North America provided vast new territories for food production and
raw materials such as cotton for British industry, and they were the
safety valve that facilitated the exodus of impoverished people from the
British countryside. As England's own agricultural productivity grew,
with more food produced by fewer people, millions of landless poor
went to North America.

In his seminal 1776 work, The Wealth of Nations, Adam Smith re-
ferred to Britain's natural advantages:

England, on account of the natural fertility of the soil, of the great
extent of the sea-coast in proportion to that of the whole country,
and of the many navigable rivers which run through it and afford
the conveniency of water carriage to some of the most inland parts
of it, is perhaps as well fitted by nature as any large country in Eu-
rope to be the seat of foreign commerce, of manufactures for dis-
tant sale and of al the improvements which these can occasion.

Fifth, Britain remained sovereign and faced lesser risk of invasion than its
neighbors. Being an island helped considerably, much the same way that
Japan's insular geography allowed it to escape invasion despite numerous
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attempts from the Asian mainland. Indeed, with a one-century lag, Japan
was to play arole similar to Britain's as the |eader of Asia's takeoff to mod-
ern economic growth on the other side of the Eurasian land mass.

Sixth, Britain had coal, and with the invention of the steam engine,
coal freed society from energy constraints that had limited the scale of
economic production throughout human history. Before coal, eco-
nomic production was limited by energy inputs, almost all of which de-
pended on the production of biomass: food for humans and farm
animals and fuel wood for heating and certain industrial processes.
Wind power could also be harnessed for sea transport, and wind and wa-
ter power could be harnessed for some industrial processes. None of
these energy sources, however, could unleash the potential for mass
production that coal did.

Britain's advantages, in summary, were marked by a combination of
social, political, and geographical factors. British society was relatively
free and politically stable. Scientific thinking was dynamic. Geography
enabled Britain to benefit from trade, productive agriculture, and en-
ergy resources in vast stocks of coal. Other parts of the world were not as
fortunate to have this confluence of favorable factors. Their entry into
modern economic growth would be delayed. In the most disadvantaged
environments, modern economic growth has been delayed until today.

The Great Transformation

The combination of new industrial technologies, coal power, and mar-
ket forces created the Industrial Revolution. The Industrial Revolution,
inturn, led to the most revolutionary economic eventsin human history
since the start of agriculture ten thousand years earlier. Suddenly, eco-
nomies could grow beyond long-accustomed bounds without hitting the
biological constraints of food and timber production. Industrial pro-
duction grew rapidly, and the power of economic growth spilled out
from Great Britain to all parts of the world. Societies the world over
were fundamentally changed, often tumultously.

The Industrial Revolution, and the modern economic growth that
followed, has changed the way people live in every fundamental sense:
where and how they live, what kind of work or economic activity they
perform, how they form families. In Britain first, and then elsewhere, in-
dustrialization meant a shift of people from overwhelmingly agrarian
activities to industrial activities, giving rise to urbanization, social mobil-
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ity, new gender and family roles, a demographic transition, and special-
ization in labor.

Modern economic growth is accompanied first and foremost by ur-
banization, that is, by a rising share of a nation's population living in ur-
ban areas. There are two basic reasons why economic growth and
urbanization go hand in hand. The first is rising agricultural productiv-
ity. As food production per farmer rises, an economy needs fewer and
fewer farmers to feed the overall population. As food production per
farmer rises, food prices fall, inducing farmers and especially their chil-
dren to seek employment in nonfarm activities. The second is the ad-
vantage of high-density urban life for most nhonfarm economic activities,
especially the face-to-face demands of commerce and other parts of the
service sector. Sparsely populated rural areas make good economic
sense when each household needs a lot of land for farm production.
But they make little sense when people are engaged mainly in manufac-
turing, finance, commerce, and the like. Once the labor force is no
longer engaged mainly in food production, it is natural that the bulk of
the population will relocate to cities, drawn by higher wages that in turn
reflect the higher productivity of work in densely settled urban areas.

Modern economic growth has also produced a revolution in social
mobility. Established social rankings—such as the fixed hierarchical divi-
sions between peasants and gentry, or within the Indian caste structure,
or in the social orders of nobility, priests, merchants, and farmers that
characterized many traditional Asian societies—all unravel under the
forces of market-based modern economic growth. Fixed social orders
depend on a static and largely agrarian economic setting where little
changes in living standards or technologies from one generation to the
next. They cannot withstand the sudden and dramatic bursts of techno-
logical change that occur during modern economic growth, in which
occupations and social roles shift dramatically from one generation to
the next, rather than being inherited by sons from fathers and daugh-
ters from mothers.

One aspect of changing social mobility requires special note, the
changein gender roles. Traditional societies tend to be strongly differenti-
ated in gender roles, with women almost always getting the short end of
the deal. In settings where the total fertility rate—the average number
of children per woman—is typically at least five, and often much higher,
women spend most of their adult lives rearing children. Traditionally
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homebound, women live lives of back-breaking labor on the farm, end-
less walking to collect fuel wood and water, and child rearing. With
modern economic growth, this dynamic changes. Women can avail them-
selves of urban-based employment, as in the case of the young women in
the apparel factories of Dhaka, leading them ultimately toward social
and political empowerment.

The changes in living conditions and economic activities lead to
new realities in family structure as well. The age of marriage is typically
delayed, and sexual relations are transformed, with greater sexual free-
dom much less directly linked to child rearing. Fewer generations of
family members live under one roof. And crucially, the desired number
of children changes remarkably as families move from rural to urban
settings. In rural societies, large families are almost always the norm. In
urban societies, families choose to have fewer children. Thisis the crux
of the demographic transition, one of the most fundamental of all so-
cial changes during the era of modern economic growth.

One more crucial element occurs with deep structural change: the
division of labor increases, as people become more and more specialized
in their skills. The talents of a poor rural farmer in Africa today, or in
Scotland at the time of Adam Smith, are truly marvelous. These farmers
typically know how to build their own houses, grow and cook food, tend
to animals, and make their own clothing. They are, therefore, construc-
tion workers, veterinarians and agronomists, and apparel manufactur-
ers. They do it al, and their abilities are deeply impressive.

They are also deeply inefficient. Adam Smith pointed out that spe-
cialization, where each of us learnsjust one of those skills, leads to a
general improvement of everybody's well-being. The ideais simple and
powerful. By specializing in just one activity—such as food raising,
clothing production, or home construction—each worker gains mas-
tery over the particular activity. Specialization makes sense, however,
only if the specialist can subsequently trade his or her output with the
output of specialists in other lines of activity. It would make no sense to
produce more food than a household needs unless there is a market
outlet to trade that excess food for clothing, shelter, and so forth. At the
same time, without the ability to buy food on the market, it would not be
possible to be a specialist home builder or clothing maker, since it
would be necessary to farm for one's own survival. Thus Smith realized
that the division of labor is limited by the extent of the market (that is,
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by the ability to trade), whereas the extent of the market is determined
by the degree of specialization (and hence, productivity).

THE SPREAD OF MODERN
ECONOMIC GROWTH

Modern economic growth first emerged in England because of the con-
fluence of favorable conditions. However, these conditions were not
unique to England, and once the Industrial Revolution was under way,
the same combination of modern technologies and social organization
could spread to other parts of the world. What started in one corner of
Northern Europe would eventually reach almost the entire planet. In
doing so, the forces of modern economic growth propelled a general
increase in global production of unprecedented dimensions.

On paper, the transition to modern economic growth might appear
to be an unambiguous and straightforward benefit for the world. After
al, new technologies enabled society to harness energy and ideas that
raised labor productivity (economic output per person) to levels never
before imagined. This productivity brought about arise in living stan-
dards of unprecedented scale. Yet the transition was more tumultuous
than not, involving vast social struggles and often war. Before turning to
the historical record, it isworth considering for a moment why the tran-
sition was so difficult in so many places.

Most important, modern economic growth was not only a question
of "more" (output per person) but also "change." The transition to
modern economic growth involved urbanization, changing gender
roles, increased social mobility, changing family structure, and increas-
ing specialization. These were difficult transitions, involving multiple
upheavals in social organization and in cultural beliefs. In addition, the
spread of modern economic growth was also marked by a systematic
and repeated confrontation between the world's newly rich countries
and the world's still poor countries. Since modern economic growth oc-
curred at such different rates in different places, it created an extent of
inequality of global wealth and power that was unique in human history.
Britain's industrial dominance—the result of Britain'slead in industrial-
ization—gave it a unique military dominance as well, which it in turn
converted to empire. More generally, Europe's early industrialization in
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the nineteenth century ended up fueling avast European empire through-
out Asia, Africa, and the Americas.

Finally, the vast differences in power contributed to faulty social the-
ories of these differences that are still with us today. When a society is
economically dominant, it is easy for its members to assume that such
dominance reflects a deeper superiority—whether religious, racial, ge-
netic, cultural, or institutional—rather than an accident of timing or ge-
ography. Thus the inequality of power and economics of the nineteenth
century in favor of Europe was accompanied by the spread of new forms
of racism and "culturism," which offered pseudoscientific justifications
for the vast inequalities that had opened. These theories in turn justi-
fied brutal forms of exploitation of the poor through colonial rule, dis-
possession of the properties and lands of the poor by the rich, and even
dlavery.

Still, despite these difficulties, the basic underlying forces that pro-
pelled the Industrial Revolution could be and were replicated else-
where. As they were replicated, multiple sites of industrialization and
economic growth took hold. Like achain reaction, the more places that
were undergoing this change, the more they interacted with each other
and thereby created the bases for yet more innovations, more economic
growth, and more technological activity. Britain's industrialization spread
to other markets in several ways. by stimulating the demand for exports
from Britain's trading partners, by supplying those trading partners with
British capital to make investments in infrastructure (for example, ports
and railroads), and by spreading technologies first pioneered in Britain.

This diffusion of modern economic growth occurred in three main
forms. Thefirst, and in some ways, most direct spread of the Industrial
Revolution was from Britain to its colonies in North America, Australia,
and New Zealand. All three regions are in temperate zones with condi-
tions for farming and other economic activities similar in many ways to
those of Britain. It was therefore relatively straightforward to transplant
British technologies, food crops, and even legal institutions into these
new settings. These new homes of modern economic growth were literally
a "New England,” in the case of the North American seacoast, or a "West-
ern offshoots" in the phrase of Angus Maddison. Ideologically, the impe-
rial powers and colonizers considered North America and Oceania to be
empty places, despite the presence of native inhabitants in both re-
gions. By slaughtering, cornering, or removing these native inhabitants
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from their lands, England's new colonizers fueled a huge expansion of
population and subsequent economic growth of North America and
Oceania.

A second form of diffusion took place within Europe itself, broadly
in a process that ran from Western Europe to Eastern Europe and from
Northern Europe to Southern Europe during the nineteenth century.
Northwestern Europe started with certain advantages over Eastern and
Southern Europe. First, northwestern Europe is on the Atlantic side of
the continent, and therefore had benefited more than Eastern Europe
from the great explosion of ocean-based trade with the Americas and
Asia. Second, northwestern Europe generally had more favorable natu-
ral resources, including coal, timber, rivers (for water-powered mills),
and rainfall. Third, northwestern Europe generally benefited from a
more benign disease environment, less vulnerable to tropical and sub-
tropical diseases like malaria. Fourth, for a host of reasons, some under-
stood and others much debated, the political and social conditions were
more favorable. Serfdom had essentially disappeared in much of north-
western Europe by the seventeenth century, whereas serfdom and other
social rigidities were far more intact in the south and east. Germany and
Italy were gtill not nation states by the start of the Industrial Revolution,
and they suffered from extremely high barriers to trade among compet-
ing principalities.

When the Industrial Revolution began, and especially when it began
to spread in the midst of and after the Napoleonic Wars, the obstacles to
development in Southern and Eastern Europe began to diminish. Serf-
dom was abolished, fitfully, often violently, across Europe. Constitutional
governance was introduced. Railways were established to link European
regions. ldeas and technologies flowed with ever greater speed and
were backed by ever larger amounts of financial capital. By the end of
the nineteenth century, industrialization was making itself felt through-
out al of Europe.

The third diffusion involved the spread of modern economic
growth from Europe to Latin America, Africa, and Asia. The process was
tumultuous everywhere, involving the confrontation of an increasingly
industrialized and rich Europe with nonindustrialized, largely rural,
and militarily weak societies in other parts of the world. Some were
ancient civilizations with grand traditions, like China or Japan; some
were sparsely populated regions like those in much of tropical Africa
But the great drama that ensued almost everywhere was the turmoil of
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confrontation between these different societies, economies, and cul-
tures. Even when it raised living standards, modern economic growth
brought fundamental change to social organization and painful clashes
with the more powerful Europeans.

The confrontation between rich and poor was very stark because
the gap of wealth also meant the gap of power, and power could be used
for exploitation. Europe's superior power was used repeatedly to com-
pel actions by the weaker societies on behalf of the richer overlords. Eu-
ropean imperial powers forced Africans to grow cash crops they chose.
Colonial authorities imposed head taxes, compelling Africans to work
in mines and on plantations, often hundreds of miles from their fami-
lies and homes. European investors and governments commandeered
natural resources, including mineral wealth and vast woodlands in
Africa and Asia. Private European companies maintained private armies
in the colonies to ensure compliance with company "law," knowing as
well that their national governments would back them up with military
force in extremis.

The Cascade of Technological Change

Living standards began to rise in many parts of the world, even with all
this brutality and suffering in places that had succumbed to colonial
rule, and even in places where colonial masters, rather than the local pop-
ulations, grabbed much of the increased economic output. Often the
climb out of extreme poverty was very gradual and fitful, set back by war
and famine. Occasionally it was rapid, such asJapan's economic takeoff
and industrialization in the last quarter of the nineteenth century.

| believe that the single most important reason why prosperity
spread, and why it continues to spread, is the transmission of technolo-
gies and the ideas underlying them. Even more important than having
specific resources in the ground, such as coal, was the ability to use mod-
ern, science-based ideas to organize production. The beauty of ideas is
that they can be used over and over again, without ever being depleted.
Economists call ideas nonrival in the sense that one person's use of an
idea does not diminish the ability of others to use it as well. This is why
we can envision a world in which everybody achieves prosperity. The
essence of the first Industrial Revolution was not the coal; it was how to
use the coal. Even more generally, it was about how to use a new form of
energy. The lessons of coal eventually became the basis for many other
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energy systems as well, from hydropower, oil and gas, and nuclear power
to new forms of renewable energy such as wind and solar power con-
verted to electricity. These lessons are available to all of humanity, not
just for the first individuals who discovered them.

The first wave of the Industrial Revolution was the development of
the steam engine and related technologies, including the organization
of large-scale factory production, new machinery in the textile and ap-
parel sector, and new techniques to produce steel. A second wave of tech-
nological breakthroughs came in the middle of the nineteenth century
with the rail, and even more notably the telegraph, which offered the
first instantaneous telecommunications around the world, a phenome-
nal breakthrough in the ability to diffuse information on alarge scale.

The second technological wave also included ocean steamers, global-
scale trade, and two huge infrastructure projects: the Suez Canal, com-
pleted in 1869, which significantly shortened the trade time between
Europe and Asia, and the Panama Canal, completed in 1914, which dra-
matically reduced the trade time between the U.S. eastern seaboard and
destinations in the western United States, much of Latin America, and
East Asia. Epidemics of yellow fever and malaria that killed thousands of
workers delayed the first attempt to build the canal in the 1880s. Once
scientists understood that mosquitoes were transmitting those killer dis-
eases, the canal builders made a full-fledged effort to control the mos-
quito breeding alongside the construction of the canal and thereby
completed the project in 1914.

The third wave of technological advance involved electrification of
industry and urban society at the end of the nineteenth century, includ-
ing Edison's invention of the incandescent bulb and other electronic
appliances. Edison, Westinghouse, and others championed large power
plants that could bring electricity into homes, office buildings, and fac-
tories by wire, which was the defining new infrastructure of the early
twentieth century. The development of the internal combustion engine
was also critical, as was the pivotal advance in the chemical industry,
mainly in Germany, with the new process for taking atmospheric nitro-
gen and converting it into ammonia for fertilizer (the Haber-Bosch
process). This use of fossil fuel energy to create nitrogen-based fertiliz-
ers was the breakthrough advance in raising food production in the
twentieth century, enabling a great proportion of humanity, though still
not all of it, to overcome chronic hunger and the risks of famine that
had forever plagued humankind.



THE SPREAD OF ECONOMIC PROSPERITY 43

These waves of technological advance diffused around the world
through the spread of trade and foreign investment; with it, economic
prosperity spread to other parts of the world aswell. But so, too, did the
global system of European political domination. This domination re-
flected the vast inequality of power that grew out of Europe's head start
inindustrialization, a head start that we have seen is rooted in an advan-
tageous confluence of politics, geography, and resource base.

By the early twentieth century, Europe largely dominated the world.
European empires controlled essentially all of Africa and large parts of
Asia, and loomed large in financing and organizing Latin America's
trade as well. This was the first age of globalization, an era of global
trade, an era of global communications over telegraph lines, an era of
mass production and industrialization—in short, what would seem to be
an era of inevitable progress. And it was globalization under European
domination. It was viewed as not only economically unstoppable, but
also as the natural order of things. This imagined natural order gave
rise to the infamous "white man's burden,” the right and obligation of
European and European-descended whites to rule the lives of others
around the world, which they blithely did with a contradictory mix of
naivete, compassion, and brutality.

The Great Rupture

At the beginning of the twentieth century, globalization was viewed as so
inevitable that some thought war itself was probably passe, and certainly
so irrational that no right-thinking leader in Europe would ever take his
country towar. In 1910, a leading British pundit, Norman Angell, wrote
The Great Illusion, which rightly argued that national economies had be-
come so interdependent, so much part of a global division of labor, that
war among the economic leaders had become unimaginably destruc-
tive. War, Angell warned, would so undermine the network of interna-
tional trade that no military venture by a European power against
another could conceivably lead to economic benefits for the aggressor.
He surmised that war itself would cease once the costs and benefits of
war were more clearly understood.

Angell tremendously underestimated the irrationalities and social
processes that lead to devastating outcomes, even when they make no
sense. Angell was therefore half right: war had become much too dan-
gerous to use for economic gain. But it didn't stop war from happening.
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The year 1914 began the great rupture of the twentieth century, even
more dramatic arupture than World War 11 would prove to be.

Why was World War | so dramatic and so traumatic? It ended the era
of European-led globalization. Its death toll was staggering, and it led to
several cataclysmic events that cast their shadow over the rest of the cen-
tury. The first side effect was that it destabilized the Russian czarist
regime, unleashing the Bolshevik revolution. A relatively backward Rus-
sia, which had been the last country in Europe to come out of serfdom,
fell into turmoil under the fiscal and human burdens of war. Vladimir
Lenin and a small group of conspirators were able to seize power with
very little popular support and institute a revolutionary doctrine that
sent Russia on a seventy-five-year detour of enormous brutality and eco-
nomic waste. At their maximum extent, the communist doctrines that
Lenin and Joseph Stalin instituted in Russia ensnared roughly athird of
the world's population, including the former Soviet Union, China, the
Eastern European states under Soviet domination, Cuba, North Korea,
and other self-styled revolutionary states aligned with the Soviet Union.

Another great consequence of World War | was the prolonged fi-
nancial instability it created in Europe after the war. The war created a
morass of interlocking financial and economic problems, including the
mountain of debt incurred by combatant countries; the destruction and
dismembering of the Ottoman and Hapsburg empires and their re-
placement by small, unstable, and feuding successor states; and the Al-
lied claims for reparation payments from Germany, which embittered
the next generation of Germans and was one of the rallying points for
Hitler's rise to power.

John Maynard Keynes understood that the world as he knew it had
been brought to an end after World War |. In his famous essay on The
Economic Consequences of the Peace, Keynes masterfully captured all that
had been lost:

What an extraordinary episode in the economic progress of man
that age waswhich came to an end in August 1914! The greater part
of the population, it istrue, worked hard and lived at alow standard
of comfort, yet were, to al appearances, reasonably contented with
this lot. But escape was possible, for any man of capacity or charac-
ter at al exceeding the average, into the middle and upper classes,
for whom life offered, at a low cost and with the least trouble, con-
veniences, comforts, and amenities beyond the compass of the rich-



THE SPREAD OF ECONOMIC PROSPERITY 45

est and most powerful monarchs of other ages. The inhabitant of
London could order by telephone, sipping his morning tea in bed,
the various products of the whole earth, in such quantity as he
might see fit, and reasonably expect their early delivery upon his
doorstep; he could at the same moment and by the same means ad-
venture his wealth in the natural resources and new enterprises of
any quarter of the world, and share, without exertion or even trou-
ble, in their prospective fruits and advantages; or he could decide to
couple the security of his fortunes with the good faith of the towns-
people of any substantial municipality in any continent that fancy
or information might recommend. He could secure forthwith, if he
wished it, cheap and comfortable means of transit to any country or
climate without passport or other formality, could despatch his ser-
vant to the neighbouring office of a bank for such supply of the pre-
cious metals as might seem convenient, and could then proceed
abroad to foreign quarters, without knowledge of their religion,
language, or customs, bearing coined wealth upon his person, and
would consider himself greatly aggrieved and much surprised at the
least interference. But, most important of all, he regarded this state
of affairs as normal, certain, and permanent, except in the direc-
tion of further improvement, and any deviation from it as aberrant,
scandalous, and avoidable.

As Keynes stressed, in a message for our time, the end of this era was
simply unimaginable:

The projects and politics of militarism and imperialism, of racial
and cultural rivalries, of monopolies, restrictions, and exclusion,
which were to play the serpent to this paradise, were little more
than the amusements of his daily newspaper, and appeared to exer-
cise aimost no influence at al on the ordinary course of social and
economic life, the internationalisation of which was nearly com-
plete in practice.

The economic instability that followed World War | led to the Great De-
pression of the 1930s and then to World War 11. The linkages are subtle
and debated in detail, but undeniable in basic fact. The overhang of bad
debts, shrunken trade within Europe, and overstretched budgets of the
European powers meant that inflation, stabilization, and austerity were
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the orders of the day throughout the 1920s. The European countries
duly climbed one by one back to the gold standard, viewed at the time as
the guarantor of long-term financial stability. Alas, the return to the
gold standard did little more than exacerbate the conditions that had
prevailed in the 1920s. Most important, the gold standard and its "rules
of the game" for monetary management made it difficult if not impossi-
ble for the major economies to escape from a slide into deep depression
in the early 1930s. The Great Depression, in turn, triggered a calami-
tous spread of trade protectionism and the rise of Nazism in Germany
and military rule inJapan.

By the end of World War Il, the pre-1914 global system had gone to
pieces. International trade was moribund. National currencies were not
convertible one to another, so even the basic payments mechanisms for
international commerce had broken down. Mercifully, the age of Euro-
pean imperialism was also coming to an end, although it would take
decades longer, and many wars, for it to end decisively. Still, standing on
the ruins of World War 11, the benefits of a global marketplace—with a
global division of labor, a peaceful spread of technology, and open in-
ternational trade—Ilooked long gone, buried under the rubble of two
world wars and a great depression.

RECONSTRUCTI NG A GLOBAL ECONOMY

Much work between the end of World War Il in 1945 and the end of the
Soviet Union in 1991 went into reconstructing a new global economic
system. The immediate struggle was physical reconstruction: to repair
or rebuild the roads, bridges, power stations, and ports that under-
pinned national economic production and international trade. Yet the
"plumbing" of the international economy also needed to be recon-
structed, with currency arrangements and rules for international trade
that would permit the market-based flow of goods and services, and the
productivity gains that would emerge from a renewed global division of
labor. This reconstruction effort took place in three steps.

First, the countries already industrialized as of 1945—Europe, the
United States, Japan—reconstructed a new international trading system
under U.S. political leadership. Step by step, these countries reestab-
lished currency convertibility (in which businesses and individuals could
buy and sell foreign exchange at market rate) in order to create a pay-
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ments system for international trade. The European currenciesbecame
convertible again in 1958. The yen became convertible again in 1964. At
the same time, these countries agreed to reduce the trade barriers, in-
cluding high tariffs and quotas, which they had put in place in the chaos
of the Great Depression. The trade barriers came down in several
rounds of international trade negotiations handled under the auspices
of the General Agreement on Tariffs and Trade (GATT), a set of rules
that constituted the forerunner to today's World Trade Organization.
The rich world, soon called the first world, succeeded in reconstructing
a market-based trading system. With it came a burst of rapid economic
growth, a powerful recovery after decades of war, blocked trade, and fi-
nancial instability.

The restoration of trade in the first world did not, however, mean
the restoration of a global economy. The divisions in the world econ-
omy after 1945 went deeper than currency inconvertibility and trade
barriers. By the end of the World War 11, the world had become starkly
divided in political terms that mirrored the economic ruptures. These
divisions would last for decades and are only now being heal ed.

The second world was the socialist world, the world first forged by
Lenin and Stalin in the wake of World War |I. The second world re-
mained cut off economically from the first world until the fal of the
Berlin Wall in 1989 and the end of the Soviet Union in 1991. At its peak,
the second world included around thirty countries (depending on the
criteria for inclusion), and included about a third of humanity. The
overriding characteristics of the second world were state ownership of
the means of production, central planning of production, one-party
rule by communist parties, and economic integration within the social-
ist world (through barter trade) combined with economic separation
from the first world.

The third world included the rapidly rising number of postcolonial
countries. Today we use the term third world simply to mean poor. Ear-
lier on, the third world had a more vivid connotation as a group of
countries emerging from imperial domination that chose neither to be
part of the capitalist first world nor the socialist second world. These
were the true third-way countries. The ideas at the core of the third
world were: "We will develop on our own. We will nurture industry,
sometimes through state ownership, sometimes by giving subsidies and
protection to private business, but we will do it without foreign multi-
nationals. We will do it without open international trade. We do not
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trust the outside world. We want to stay nonaligned. The first world
countries are not our heroes; they were our former colonial powers.
The second world leaders are not to be trusted either. We do not want
the Soviet Union to swallow us. Therefore, politically we are non-
aligned, and economically we are self-sufficient.”

Thus, the post-World War |11 world evolved on three tracks. The fun-
damental problem, however, was that the second world and third world
approaches did not make economic sense, and they both collapsed un-
der a pile of foreign debt. Second world central planning was a bad
idea, and so, too, was third world autarky, in both cases for reasons that
Adam Smith had explained. By closing their economies, both the sec-
ond world and third world countries also closed themselves off from
global economic progress and the advance of technology. They created
high-cost local industries that could not compete internationally even
when they chose to try. The closed nature of these societies, in which
domestic businesses were sheltered from competition, fostered a great
deal of corruption. The nonaligned third world countries lost the
chance to participate in the technological advance of the first world
mainly because they did not trust the first world. They were understand-
ably intent on protecting their hard-won sovereignty, even when that
sovereignty was not really at risk.

My own work as an economist began at a time when the second
world and the third world economies were already economically mori-
bund, and were falling into a deepening spiral of economic chaos. The
early manifestations of that crisis, typically, were rising levels of foreign
debt and increasing rates of inflation. My early work centered on macro-
economic stabilization—the end of high inflation—and this work
brought me into contact with countries that were isolated from first
world markets and technology. This early work involved technical mon-
etary economics, but it brought me face to face with the more basic and
fundamental choices of how countries should relate economically to
the broader world.

By the early 1990s, the overwhelming majority of countries of the
second world and third world were saying, "We need to be part of the
global economy once again. We want our sovereignty; we want our sdf-
determination, but we will abandon Leninist-Stalinist central planning
because it doesn't work. And we will abandon the idea of self-imposed
autarky, because economic isolation makes no more sense for a country
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than it does for an individual." In essence, one of my roles from the mid-
1980s onward was to help countries to become sovereign members of a
new international system. | repeatedly dealt with three big questions:
What is the best way back to international trade? How do we escape
from the barnacles of bad debts and inefficient industry? How do we ne-
gotiate new rules of the game to ensure that the emerging global econ-
omy would truly serve the needs of all of the countries of the world, not
only the richest and most powerful ?

TWO HUNDRED YEARS OF MODERN
ECONOMIC GROWTH

| have touched lightly and briefly on two hundred years of modern eco-
nomic growth—complete with change, turmoil, conflict, and ideology.
What has this era of modern economic growth brought the world?
Higher living standards than were imaginable two centuries ago, a
spread of modern technology to most parts of the world, and a scientific
and technological revolution that still gains strength. Living standards
are much higher in almost all places than they were at the start of the
process, the major exception being the disease-ravaged parts of Africa

But modern economic growth has also brought phenomenal gaps
between the richest and poorest, gaps that were simply impossible when
poverty gripped all of the world. The era of modern economic growth
has bequeathed us an economic picture of the world as seen in map 2,
where each country is shaded according to its per capita GDP (mea-
sured in purchasing-power adjusted prices) as of 2002. The rich world
(above $20,000 in per capitaincome) is shaded green, and includes the
United States, Canada, Western Europe, Japan, Australia, and New
Zealand. The countries in the middle-income range (between $4,000
and $20,000) are shaded in yellow, and include most of East Asia (such
as Korea and Singapore), Central Europe, the former Soviet Union,
and Latin America. Countries within the upper end of the low-income
range (between $2,000 and $4,000) are shaded in orange, and include
parts of South America, South Asia, and East Asia The poorest coun-
tries (below $2,000) are shaded in red, and are concentrated in sub-
Saharan Africa and South Asia. There is, of course, a striking similarity
between this map of average GNP per person and the map showing the
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proportion of households in poverty (map 1): the low-income countries
are, notably, the countries with high proportions of moderate and ex-
treme poverty.

So why does a vast gulf divide one sixth of humanity today in the
richest countries from the one sixth of the world barely able to sustain
life? The richest countries were able to achieve two centuries of modern
economic growth. The poorest did not even begin their economic
growth until decades later, and then often under tremendous obstacles.
In some cases, they faced the brutal exploitation of dominant colonial
powers. They faced geographical barriers (related to climate, food pro-
duction, disease, energy resources, topography, proximity to world mar-
kets) that had not burdened the early industrial economies like Great
Britain and the United States. And they made disastrous choicesin their
own national policies, often until the past decade. All of this left them
without the good fortune of two centuries of rapid economic growth, in-
stead growing only sporadically during a few years.

The key point for these countries is that there are practical solutions
to almost al of their problems. Bad policies of the past can be cor-
rected. The colonial erais truly finished. Even the geographical obsta-
cles can be overcome with new technologies, such as those that control
malaria or allow for large crop yields in marginal production areas. But
as there is no single explanation for why certain parts of the world re-
main poor, there is also no single remedy. As | shall stress repeatedly in
the pages ahead, a good plan of action starts with a good differential di-
agnosis of the specific factors that have shaped the economic conditions
of a nation.



Three

WHY SOME COUNTRIES
FAIL TO THRIVE

f the world's population of 6.3 billion, roughly 5 billion people
O have reached at least the first rung of economic development. Five
sixths of the world's population is at least one step above extreme
poverty. Morever, approximately 4.9 billion people live in countries
where average income—measured by GDP per person—increased be-
tween 1980 and 2000. An even larger number, roughly 5.7 billion
people, live in countries where life expectancy increased. Economic de-
velopment is real and widespread. The extent of extreme poverty is
shrinking, both in absolute numbers and as a proportion of the world's
population. That fact is why we can realistically envision aworld without
extreme poverty as soon as 2025.

Precisely because economic development can and does work in so
many parts of the world, it is all the more important to understand and
solve the problems of the places where economic development is not
working, where people are till off the ladder of development, or are
stuck on its lowest rungs. To understand why economic growth succeeds
or fails, we first need a conceptual framework that can account for
changes over time in GDP per person. | have already discussed some of
the factors that promote long-term development, but here | address
them more systematically, including a discussion of why the process of
economic development breaks down in many places, especially the
poorest places. Perhaps it would be clearest to begin with a very specific
case: a single farm household.
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THE GROWTH OF HOUSEHOLD INCOME

Consider a household consisting of a husband, wife, and four children
(two daughters and two sons) living on a two-hectare farm. The house-
hold grows maize and provides for its own shelter in an adobe hut. Be-
ing extremely poor, the family consumes its own maize harvest and
earns no other cash income during most years. The children collect
fuelwood in the vicinity of the farm for cooking, and fetch drinking wa-
ter from a nearby spring.

This year the household produces two tons of maize per hectare, or
four tons in total. Even though the household eats its own maize, the
statisticians in the government will assign this household an income
based on the market value of the maize. Suppose that each ton of maize
sells in the local market for $150 per ton. The household's imputed an-
nual income will be $600 ($150 per ton times four tons), or $100 per
capita ($600 divided by six people). The government will add this figure
to other household incomes to calculate the country's gross national
product.

The family's income per capita can increase in at least four ways the
following year.

Saving

The household might decide to consume only three out of the four tons
of maize, and take one ton to market. With the $150, the household in-
vests in livestock (perhaps chickens or sheep or abull or dairy cow). The
livestock generate a new stream of income, whether from improved
food yields by using the bull for manure and animal traction, or the cow
for sales of milk, or the animals for meat, eggs, or hides. In economic
jargon, the saving has led to capital accumulation (in the form of live-
stock) , which in turn has raised household productivity.

Trade

In adifferent scenario, the household Iearns from a neighboring farmer
that it has the right kind of farmland, climate, and soil to produce
vanilla beans, with a much higher income. After some deliberation, the
household decides to shift to vanilla as a cash crop. The next year the
household earns $800 in vanilla, and uses $600 to buy four tons of grain
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for food. As more vanilla farmers arise in the region, a new group of
trading firms also forms, specializing in shipping and storage of vanilla,
food, and farm inputs.

This pattern exemplifies Adam Smith's insight into the two-way link
from specialization to expanded markets back to increased specializa-
tion. The farm household specializes in high-value vanilla farming be-
cause it lives in favorable ecological conditions for vanilla trees. It relies
on the market to trade with other households, which instead specialize
in producing food. As incomes rise, and the "extent of the market" in-
creases, to use Smith's phrase, there is room for further specialization,
in this case in transport services. Later on, economic activities will be
further divided among firms specializing in housing construction,
clothing manufacturing, road maintenance, plumbing, electricity, water
and sanitation systems, and so forth.

Technology

Alternatively, an agricultural extension officer teaches the farm house-
hold how to manage the soil nutrients in a new and improved manner
by planting special nitrogen-fixing trees that replenish the vital nitro-
gen nutrients of the soil, and to multiply the benefits by using improved
grains. The new cereal varieties are faster maturing and pest resistant,
and they flourish with the replenished soil nutrients. As a result, the
cropyield rises in a single year to three tons of maize per hectare, or six
tons in total. The income per capita therefore rises to $150 (three tons
per hectare times two hectares at $150 per ton divided by six people).

Resource Boom

The farm household is able to move to a much larger and more fertile
farm after the government's success in controlling the breeding of black
flies, which spread African river blindness. Suddenly there are thousands
of hectares of new farmland and a significant expansion of production
capacity as a result. Incomes rise and hunger fals as each household in
the newly opened region is able to triple its previous food output.

These four pathways to higher income are the main ways that economies
grow, albeit in much more complicated settings than | have just de-
scribed. In actual economies, a rise in gross domestic product (GDP)
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per capitais typically the result of most or al of these four processes si-
multaneously at work: saving and capital accumulation, increasing spe-
cialization and trade, technological advance (and a resulting rise in
output for a given amount of inputs), and greater natural resources per
person (and aresulting increase in the level of output per person). Al-
though | have illustrated these pathways to rising income at the level of
an individual household, in fact each of these processes operates
through the interactions of thousands or millions of households linked
together by markets and collective actions through public policies and
public investments.

What, instead, could lead to a reduction of household income per
capita? In general, an economy can rewind the clock, moving backward
rather than forward. Here are a number of ways that this might happen.

Lack of Saving

Suppose that the household is chronically hungry and, therefore, con-
sumes all of the four tons of maize, leaving nothing to sell to the market
and no income to use to purchase a new plow. In fact, during the year,
the existing plow breaks down. Next year's crop falls below four tons,
and household income per person declines. The broken plow counts as
capital depreciation, or a fal in the amount of capital available per
worker.

Absenceof Trade

In another case, suppose the household hears about the vanilla oppor-
tunity, but is unable to make use of it. There may be no road linking the
farm and the regional market, so it is not possible for the household to
market the vanilla or to use the proceeds to buy food. As a result, the
household passes up the opportunity to specialize in a cash crop and
stays with the food crop on which it depends to stay alive. Trade can sim-
ilarly be hampered, or blocked altogether, by violence (which impedes
the reliable shipment of goods), monetary chaos (so that money is not a
reliable medium of exchange), price controls, and other forms of gov-
ernment intervention that may impede specialization and trade.
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Technological Reversal

What if, as often happens in rural Africa, the children lose their mother
and father to HIV/AIDS? The oldest child takes charge, but has not yet
had time to master proper farming techniques. The next crop fails,
and the children must depend on other households in the village. The
family income has declined to zero because the level of technological
knowledge has actually declined. Technological know-how is not automati-
cally inherited. Each new generation must learn technological expertise.

Natural ResourceDecline

To illustrate another possibility, not only is there no additional land, but
part of the existing farmland gives way to environmental decline. Specif-
ically, the household has not been able to afford fertilizer and does not
know about nitrogen-fixing trees, so the nitrogen in the farmland is seri-
ously depleted. The result is that only one hectare remains in produc-
tion, and household annual income falls to a devastating $50 per capita
(two tons times $150 per ton divided by six).

Adver se Productivity Shock

A natural disaster, perhaps a flood, drought, heat wave, frost, pests, or
disease in the household (for example, a bout of malaria), or some
combination, wipes out household income for the year.

Population Growth

A generation passes. The parents die, and the two hectares are divided
between the two sons. Each son now has a wife and four children. As
suming that crop yields of two tons per hectare remain unchanged,
household income per capita has declined by half because the size of
the population living on the same farm has doubled. This experience
has been prevalent in rural Africa's in the most recent generations.

These simple illustrations show the many ways that even a simple one-
household "economy" may grow, as well as the many ways that the
household economy can decline. The first task of a development spe-
cialist looking at the conditions in any particular country is to under-
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stand which of these various processes is working and which is not.
Knowing that an economy is in decline is not enough. We must know
why the economy is failing to achieve economic growth if we are to take
steps to establish or reestablish it.

WHY COUNTRIES FAIL TO ACHIEVE
ECONOMIC GROWTH

The most common explanation for why countries fail to achieve eco-
nomic growth often focuses on the faults of the poor: poverty is a result
of corrupt leadership and retrograde cultures that impede modern de-
velopment. However, something as complex as a society's economic sys
tem has too many moving parts to presume that only one thing can go
wrong. Problems can occur in different parts of the economic machine
and can sometimes cascade, bringing the machine to a near halt.

In economic growth, eight major categories of problems can cause
an economy to stagnate or decline. | have witnessed these kinds of disas-
ters in many parts of the world. Each has its own different appropriate
course of treatment; therefore, a good diagnosis is crucial.

ThePoverty Trap: Poverty Itself asa Cause of Economic Stagnation

The key problem for the poorest countries is that poverty itself can be a
trap. When poverty isvery extreme, the poor do not have the ability—by
themselves—to get out of the mess. Here is why: Consider the kind of
poverty caused by a lack of capital per person. Poor rural villages lack
trucks, paved roads, power generators, irrigation channels. Human cap-
ital isvery low, with hungry, disease-ridden, and illiterate villagers strug-
gling for survival. Natural capital is depleted: the trees have been cut
down and the soil nutrients exhausted. In these conditions the need is
for more capital—physical, human, natural—but that requires more
saving. When people are poor, but not utterly destitute, they may be
able to save. When they are utterly destitute, they need their entire in-
come, or more, just to survive. There is no margin of income above sur-
vival that can be invested for the future.

This is the main reason why the poorest of the poor are most prone
to becoming trapped with low or negative economic growth rates. They
are too poor to save for the future and thereby accumulate the capital
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per person that could pull them out of their current misery. Table 1
shows the rate of gross domestic saving as a share of GDP for countries
at different income levels. Clearly, the poorest of the poor have the low-
est saving rate because they are using their income merely to stay alive.

Table 1: Saving Rates in Developing Countries
by IncomeLevel in 2002, in % of GDP

Upper-Middle-Income Countries 25%
Lower-Middle-Income Countries 28%
Low-Income Countries 19%
Least-Developed Countries 10%

Smart: World Bank (2004).

In fact, the standard measures of domestic saving, based on the offi-
cial national accounts, overstate the saving of the poor because these
data do not account for the fact that the poor are depleting their natu-
ral capital by cutting down trees, exhausting soils of their nutrients,
mining their mineral, energy, and metal deposits, and overfishing. These
forms of natural capital are not monitored in the official national ac-
counts data and, as aresult, their "depreciation" or depletion is not rec-
ognized as a form of negative saving. When a tree is cut down and sold
for fuelwood, and not replanted, the earnings to the logger are counted
as income, but instead should be counted as a conversion of one capital
asset (the tree) into a financial asset (money).

Physical  Geography

Even if the poverty trap is the right diagnosis, it till poses the question
of why some impoverished countries are trapped and others are not.
The answer often lies in the frequently overlooked problems of physical
geography. Americans, for example, believe that they earned their
wealth all by themselves. They forget that they inherited avast continent
rich in natural resources, with great soils and ample rainfall, immense
navigable rivers, and thousands of miles of coastline with dozens of nat-
ural ports that provide awonderful foundation for sea-based trade.
Other countries are not quite so favored. Many of the world's poor-
est countries are severely hindered by high transport costs because they
are landlocked; situated in high mountain ranges; or lack navigable
rivers, long coastlines, or good natural harbors. Culture does not ex-
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plain the persistence of poverty in Bolivia, Ethiopia, Kyrgyzstan, or Ti-
bet. Look instead to the mountain geography of a landlocked region
facing crushing transport costs and economic isolation that stifle almost
all forms of modern economic activity. Adam Smith was acutely aware of
the role of high transport costs in hindering economic development.
He stressed, in particular, the advantages of proximity to low-cost, sea
based trade as critical, noting that remote economies would be the last
regions to achieve economic development:

As by means of water-carriage a more extensive market is opened to
every sort of industry than what land-carriage alone can afford it, so
it is upon the sea-coast, and along the banks of navigable rivers, that
industry of every kind naturally begins to sub-divide and improve it-
«df, and it isfrequently not till along time after that those improve-
ments extend themselves to the inland part of the country.

Other kinds of geographical distress are also at play. Many countries are
trapped in arid conditions with low agricultural productivity or vulnera-
bility to prolonged droughts. Most of the tropics have ecological condi-
tions that favor killer diseases like malaria, schistosomiasis, dengue
fever, and dozens of others. Sub-Saharan Africa, in particular, has an
ideal rainfall, temperature, and mosquito type that make it the global
epicenter of malaria, perhaps the greatest factor in slowing Africa's eco-
nomic development throughout history. Jared Diamond, in his wonder-
ful book Guns, Germs, and Seel, gives a magnificent account of how
geography helped shape the early stages of human civilization. He of-
fers scintillating insights into how the Americas, Africa, Europe, and
Asia differed in terms of indigenous crop species, animals for domesti-
cation, ease of transport, possibilities for the spread of technology, dis-
ease ecology, and other geographically related factors in economic
development. Some of these factors, of course, became much less or not
at al important with the advent of modern transportation and commu-
nications and the resulting transfer of crops and animal species across
different regions of the world.

Fortunately, none of these conditions is fatal to economic devel-
opment. It is time to banish the bogeyman of geographical determin-
ism, the false accusation that claims about geographical disadvantage
are also claims that geography single-handedly and irrevocably deter-
mines the economic outcome of nations. The point is only that these
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adversities require countries to undertake additional investments that
other, more fortunate, countries did not have to make. Roads can be
built from a landlocked country to a port in another country. Tropical
diseases can be controlled. Arid climates can be overcome with irriga-
tion. Adverse geography poses problems that can be solved, typically
through physical investments and good conservation management. But
adverse geography raises the costs of solving the problems of farming,
transport, and health, and thereby makes it much more likely that a
country will be caught in a poverty trap.

Fiscal Trap

Even when the private economy is not impoverished, the government
may lack the resources to pay for the infrastructure on which economic
growth depends. Governments are critical to investing in public goods
and services like primary health care, roads, power grids, ports, and the
like. The government may lack the financial means to provide these
public goods, however, for at least three reasons. First, the population it-
self may be impoverished, so taxation of the population is not feasible.
Second, the government may be inept, corrupt, or incapacitated, and
thereby unable to collect tax revenues. Third, the government may al-
ready be carrying a tremendous load of debt (for example, debt carried
forward from an earlier decade), and must use its limited tax revenue to
service the debt rather than to finance new investments. This third case
is often called a debt overhang. Debt from the past crushes the prospects
for growth in the future. In such circumstances, debt cancellation may
be the only way to give the country afresh start on a path of economic de-
velopment.

GovernanceFailures

Economic development requires a government oriented toward devel-
opment. The government has many roles to play. It must identify and fi-
nance the high-priority infrastructure projects, and make the needed
infrastructure and social services available to the whole population, not
just a select few. The government must create an environment con-
ducive to investments by private businesses. Those investors must be-
lieve that they will be allowed to operate their business and to keep their
future profits. Government must exercise self-restraint in demanding
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bribes or side payments. Governments must also maintain internal
peace and safety so the safety of persons and property is not unduly
threatened, maintain judicial systems that can define property rights
and honestly enforce contracts, and defend the national territory to
keep it safe from invasion.

When governments fail in any of these tasks—Ileaving huge gaps in
infrastructure, or raising corruption to levels that impair economic ac-
tivity, or failing to ensure domestic peace—the economy is sure to fail,
and often to fail badly. Indeed, in extreme cases, when governments are
unable to perform their most basic functions, we talk about "state fail-
ures," which are characterized by wars, revolutions, coups, anarchy, and
the like. We will see later on that state failures are often not only the
cause of economic disaster, but also the last stage of it. State failure and
economic failure can chase each other in a dizzying and terrifying spiral
of instability.

Cultural Barriers

Even when governments are trying to advance their countries, the cul-
tural environment may be an obstacle to development. Cultural or reli-
gious norms in the society may block the role of women, for example,
leaving half of the population without economic or political rights and
without education, thereby undermining half of the population in its
contribution to overall development. Denying women their rights and
education results in cascading problems. Most important, perhaps, the
demographic transition from high fertility to low fertility is delayed or
blocked altogether. Poor households continue to have six or seven chil-
dren because the woman's role is seen mainly as child rearing, and her
lack of education means that she has few options in the labor force. In
these settings women often lack basic economic security and legal rights;
when they are widowed, their social circumstances turn even more
dreadful, and they are left completely impoverished without hope for
improvement.

Similar cultural barriers may apply to religious or ethnic minorities.
Social nhorms may prevent certain groups from gaining access to public
services (such as schooling, health facilities, or job training). These mi-
norities may be blocked from entering universities or public sector jobs.
They may face harassment in the community, including boycotts of
their businesses and physical destruction of property. In extreme cir-
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cumstances, as occurred in East Africa with the Indian community,
wholesale "ethnic cleansing" may ensue, with many fleeing for their lives.

Geopolitics

It takes two to trade. Trade barriers erected by foreign countries can im-
pede a poor country's economic development. These barriers are some-
times political, aswhen a powerful country imposes trade sanctions on a
regime that it does not like. These sanctions may aim to weaken or top-
ple a despicable regime, but often they simply impoverish the popula-
tion of the targeted country without toppling the regime. Many factors
in addition to trade that may affect a country's development can be ma-
nipulated from abroad for geopolitical reasons.

Lack of Innovation

Consider the plight of inventors in an impoverished country. Even if these
inventors are able to develop new scientific approaches to meet local eco-
nomic needs, the chances of recouping investments in research and de-
velopment through later sales in the local market are very low. The local
purchasing power to buy a new product istiny, and will not provide for
sufficient profits if an invention is successfully brought to market, even if
the impoverished country has state-of-the-art patent legislation. The prob-
lem is not the property rights to the invention, but the size of the market.

There is, therefore, a huge difference between rich and poor coun-
tries in their tendency to innovate. Rich countries have a big market,
which increases the incentive for innovation, brings new technologies
to market, further raises productivity and expands the size of the mar-
ket, and creates new incentives for innovation. This momentum creates,
in effect, a chain reaction, which economists call endogenous growth.
Innovation raises the size of the market; a larger market raises the in-
centives for innovation. Therefore, economic growth and innovation
proceed in a mutually reinforcing process.

In the rich countries of North America, Western Europe, and East
Asia, the process of massive investment in research and development,
leading to sales of patent-protected products to a large market, stands at
the core of economic growth. Advanced countries are typically investing
2 percent or more of their gross national product directly into the re-
Search and development process, and sometimes more than 3 percent
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of GDP. That investment is very sizable, with hundreds of billions of dol-
lars invested each year in research and development activities. More-
over, these investments are not simply left to the market. Governments
invest heavily, especially in the early stages of R and D (more in R, re-
search, than in D, development, although government finance is pres-
ent at both stages).

In most poor countries, especially smaller ones, the innovation pro-
cess usually never gets started. Inventors do not invent because they
know that they will not be able to recoup those large, fixed costs of devel-
oping a new product. Impoverished governments cannot afford to back
the basic sciences in government labs and in universities. And the scien-
tists do not stay. Theresult is an inequality of innovative activity that mag-
nifies the inequality of global incomes. Although today's low-income
countries have 37 percent of the world's population and 11 percent of
the world's GDP (adjusted for differences in purchasing power), these
countries accounted for less than 1 percent of all of the U.S.-registered
patents taken out by inventors in the year 2000. The top twenty coun-
tries in patenting, al high-income countries, account for 98 percent of
al patents.

Over the span of two centuries, the innovation gap is certainly one
of the most fundamental reasons why the richest and the poorest coun-
tries have diverged, and why the poorest of the poor have not been able
to get afoothold on growth. The rich move from innovation to greater
wealth to further innovation; the poor do not. Fortunately, there are a
few opportunities for innovation, although these are not as robust as we
would hope.

The first is the diffusion of technology. Even when countries are not
inventors of technology, they can still be beneficiaries through the im-
portation of technology. All countries today, without exception, are us-
ing personal computers, and cell phones are reaching most parts of the
world as well, even very poor places. Innovations can be imported
through consumer goods, capital imports by business (in the form of
machinery, for example), foreign direct investment (in which a high-
tech firm sets up a factory in a poor country), or textbooks, word of
mouth, and reverse engineering. History is replete with examples in
which new capital goods and blueprints were simply pilfered and
brought to a new location.

However, the importation of technology can be frustrated in the
poorest of the poor countries. These countries may be too poor to pur-
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chase the capital goods, and they may be unattractive as places for for-
eign investment, given their lack of infrastructure. But there is often a
much deeper problem. Many of the key breakthroughs in technology
developed in the rich countries are relevant for the particular ecologi-
cal conditions of the rich countries, and are not especially useful in the
tropical, or arid, or mountain environments where so many of the ex-
treme poor live today. The massive investments in biomedical research
in the rich countries, more than $70 billion, largely overlook the chal-
lenges of tropical diseases such as malaria. Rich-country funding is, not
surprisingly, aimed at rich-country diseases.

Many poor East Asian countries were initially successful in raising
technology not so much through home-grown innovation as through
their success in attracting foreign investors who brought the technolo-
gies with them. As early as the late 1960s, Texas Instruments, National
Semiconductor, and Hewlett Packard, among others, set up operations
in Singapore, Penang Island (Malaysia), and other parts of East Asia
They saved a lot of money but also introduced what were otherwise very
poor economies to sophisticated scientific technology and advanced
management processes. If a poor country can become an attractive place
for high-technology enterprises to conduct part of their production activi-
ties, then they can become ahome, even at a low level of development, to
quite sophisticated production and management techniques. Under the
right circumstances, hosting such activities on the home turf can then
lead to a diffusion of knowledge, and participation in modern produc-
tion, so that those benefits can then be transferred to domestic firms.

The process even works in technologically humbler sectors like ap-
parel. When foreign investors such as Wal-Mart, J. C. Penney, Yves Saint
Laurent, and others outsource their production to Dhaka, they bring in
the latest fashion designs and integrate the local production unit into a
global supply chain. The local production units do the cutting, stitch-
ing, labeling, and packaging of the merchandise, which is designed and
ultimately destined for the United States and Europe. These factories
become important training grounds for climbing the technology lad-
der, moving from basic technology up to the next steps. A cutting and
stitching company may take 100 percent of the fashion design orders
from abroad at the beginning, but later on, once it gets the hang of it, it
may start hiring its own designers, and start selling not only the labor of
the assembly operation, but also the designs. That progression has hap-
pened over and over again throughout the world.
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What prevents this process from taking hold everywhere in the world?
Eventually it can, but in the early stages the process almost aways starts
right at a port. The accompanying maps, 3 and 4, show the locations of
multinational companies in the electronics sector and in textiles and gar-
ment manufacturing, illustrating the coastal location of these firms, espe-
cidly in their operation in the poor countries. Hinterlands have lagged
far behind in their ability to attract these kinds of industries.

It is no coincidence that booming sites for foreign investment—
such as Penang Island (Malaysia), Singapore, Taiwan, Hong Kong, and
Mauritius—are all islands on the Asia-Europe trade route. It is no coin-
cidence that China's leading economic city, Shanghai, sits right on the
coast at the mouth of the Yangtze River. It is no coincidence that Mex-
ico's assembly sector is right along the Rio Grande River, since Mexico's
economically relevant "coast” is its border with the United States. The
same geographical advantages are seen in many other places that have
received substantial foreign investments in recent years. Wroclaw,
Poland, and Bratislava, Slovakia, and Lada Bolislav, Czech Republic, and
Lubljiana, Slovenia, have all reaped an extra bonus of jobs and technol-
ogy transfer by virtue of their proximity to Western European markets.

The Demographic Trap

Most countries have experienced a significant decline in fertility rates in
recent decades. Half the world, including all of the rich world, is at or
near the so-called replacement rate of fertility, in which each mother is
raising one daughter on average to "replace" her in the next genera-
tion. The replacement rate is two children, one of whom, on average, is
aqgirl. (Infact, the replacement rate is a little bit above two, to take into
account the possibility that the daughter will not survive to reproductive
age.) The poorest of the poor countries, by contrast, are stuck with fer-
tility rates of five or more. On average, a mother is raising at least two
girls, and in some cases three girls or more. In those circumstances, na-
tional populations double each generation.

However, the demographic transition has occurred in most parts of
the world. Moreover, although Western Europe's demographic transi-
tion took a century or more, the transition among developing countries
in the twentieth century has occurred over decades orjust a few years.
In Bangladesh, the total fertility rate fell from 6.6 in 1975 tojust 3.1 in
2000, as we saw plainly with the BRAC microfinance group in the village
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Figure 1: Fertility and Economic Development
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outside of Dhaka. In Iran following the 1979 Islamic revolution, the
transformation was even faster, from 6.7 in 1980 tojust 2.6 in 2000. The
Iranian revolution, it seems, brought a generation of young girls into
the schools, and this boom in girls' literacy has translated rapidly and
dramatically into the desire for fewer children.

One reason for a poverty trap is a demographic trap, when impover-
ished families choose to have lots of children. These choices are under-
standable, yet the results can be disastrous. When impoverished families
have large numbers of children, the families cannot afford to invest in the
nutrition, health, and education of each child. They might only afford
the education of one child, and may send only one son to school. High
fertility rates in one generation, therefore, tend to lead to impoverish-
ment of the children and to high fertility rates in the following generation
as well. Rapid population growth also puts enormous stresses on farm
sizes and environmental resources, thereby exacerbating the poverty.

As with the other obstacles to economic growth, the demographic
trap is avoidable. Girls' education would allow women to more easily join
the labor force, increasing their earning power and the "cost" of staying
home to bear children. Education, law, and social action can empower
women to more easily make fertility choices (instead of having those
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choices made solely by husbands or others in the family). Children can be
treated for disease to better ensure their survival, meaning that parents
can have fewer children, feeling secure that they will survive to take care
of their parents in old age. Family planning and reproductive health
services can be provided even in very poor communities. All of this re-
quires money, however, and money is lacking in the poorest economies.

Figure 1 shows how the total fertility rate in the year 2001 compares
with the country's national income per person. The total fertility rate,
and hence the population growth rate, is stunningly high especially in
the poorest parts of the world. Here is the demographic trap in vivid
perspective: the poorest places, many with the greatest obstacles to
modern economic growth, are also the places where families have the
most numbers of children, and where the populations continue to soar.
High population growth leads to deeper poverty, and deeper poverty
contributes to high fertility rates.

WHERE GROWTH HAS FAILED

Map 5 shows all of the countries in the world where per capita GDP de-
clined during the twenty-year period between 1980 and 2000. Notice
that not one single rich country in North America, Western Europe, or
East Asiafailed to achieve economic growth! All of the problems lie in
the developing world. Forty-five countries had negative growth in GDP
per capita. (Only countries with a population of at least two million
people in 1980 were examined in order to avoid the idiosyncrasies of
some very small countries.)

Itisilluminating to divide the world's economies into the following
six categories, depending on their per capitaincome in 1980:

» All low-income countries

* Middle-income oil exporters

* Middle-income postcommunist countries
* Other middle-income countries

* High-income oil exporters

» All other high-income countries
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Table 2: Country Classifications in 1980

Negative Economic Growth Positive Economic Growth Totals

Angola Kenya Bangladesh Mdaysa

Bdlivia Madagascar Benin Morocco

Burundi Madli Burkina Faso Mozambique

Cameroon Nicaragua Cambodia Nepd

Centrd African Rep.  Niger Ched Pakigtan
@ Congo, Dem. Rep.  Nigeria Chile Papua New Guinea
= Cote dlvoire Peru China Senegd
€ Ecuador Philippines Dominican Rep. Si Lanka
é Ethiopia Rwanda Egypt Sudan 5 37
Q Guatemda Seraleone Bl Sdvador Syria
g Haiti Togo Ghana Tanzania
= Honduras Zambia Guinea Thailand
3 Jorden India Tunisia
- Indonesia Turkey

Iran Uganda
Jamaica Vietnam
Korea, Rep. Yemen
Lao FDR Zimbabwe
Mdawi
Post- Armenia Mddova Albania Hungary
Soviet Bdarus Romania Bulgaria Poland
Countries | Crodia Russa Czech Republic Sovek Rep.

Georgia Tagikigan 56
® Kazakhgtan Turkmenistan NG
= Kvroyz Rep. Ukraine
3 Lavia Uzbekistzn
O Lithuania
Q
§ Fuel Algeria Venezuda 20
£ |Exporters [ONG)
% Other South Africa Peraguay Argentina Lebanon
2 Middle Bra Mexico
2 Income Colombia Portuga 2 12

Cogta Rica Singapore [ONG)
Greece Span
Hong Kong Uruguay
Non-Fuel Augrdia Ity
B Exporters Audria Japan
= Bedgium Netherlands
§ Canada New Zedand 0 18
(@) Denmark Norway 0 ®
2 Finland Sweden
§ France Switzerland
z Germany United Kingdom
.:SE” Israel United States
Fuel Saudi Arabia 10
Exporters (OIS

Source:  Calculated usingdata from World Bank (2004). Includes only countries with population greater than 2 million in 1980.
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The accompanying table 2 lists the countries in each category, di-
vided into two columns: those that experienced positive economic
growth and those that experienced outright economic decline. The
numbers of countries in each category are shown in the two columns at
the right of the table. There are several key points. First, the biggest
problem with economic decline is indeed in the poorest countries,
especially but not only in sub-Saharan Africa. The second observation
is that except for oil-exporting and ex-Soviet countries, all high-income
countries achieved economic growth, as did most middle-income coun-
tries. The only growth failure among high-income countries occurred
in Saudi Arabia, an oil-exporting country. Among the middle-income
countries, the vast proportion of growth failures were in the oil-
exporting and postcommunist countries. In the rest of the middle-
income countries, twelve out of fourteen countries enjoyed positive
economic growth.

The economic declines in the oil-producing and postcommunist
countries reflect very unusual circumstances. The oil-rich states are, of
course, not impoverished countries, but instead are middle-income and
high-income countries where the economic activity depends over-
whelmingly on oil exports. These economies rise and fal in line with
the "real” price of oil, that is, the price of oil relative to the price of im-
ported goods such as machinery and consumer goods. The real price of
oil soared during the 1970s, leading to the massive growth in living stan-
dards of these economies, but during the 1980s and 1990s, the oil price
fell sharply, leading to a collapse of living standards. If there is a lesson
here, it is that an economy dependent on a single product (or a small
number of products) for export is bound to experience high volatility as
the relative price of the product fluctuates in world markets. Since oil is
highly volatile, the real income of the oil economies has similarly been
highly volatile.

The economic decline in postcommunist countries is even more of
a special case. These countries have experienced a one-time decline in
GDP per capita as they changed over from afailed communist system to
a market economy. Even in the cases of the strongest of the so-called
transition economies—the Czech Republic, Hungary, and Poland—
there was a period of sharp reduction in GDP per capita for a few years
as old heavy industries linked to the Soviet economy declined or disap-
peared in bankruptcy and new sectors took time to develop. The result
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was what economists called a transition recession. By the late 1990s, the
postcommunist countries had resumed economic growth, but from a
lower GDP per capita than before the Soviet collapse.

Figure 2: Cereal Yield and Growth
Among Low-lncome Countries
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WHY SOME POOR COUNTRIES GREW
AND OTHERS DECLINED

Poor countries have a significant chance of falling into a poverty trap.
Out of the fifty-eight nonoil countries with per capita incomes below
$3,000, twenty-two (or 38 percent) experienced an outright decline. Yet
the thirty-six other countries enjoyed economic growth. How is it that
some very poor countries escaped the ravages of a poverty trap while the
rest did not? Comparing those countries that made it and those that did
not, the success stories show certain characteristics. The most important
determinant, it seems, is food productivity. Countries that started with
high cereal yields per hectare, and that used high levels of fertilizer in-
put per hectare, are the poor countries that tended to experience eco-
nomic growth. Countries that began with very low yields in 1980 are the
countries that tended to experience economic decline between 1980
and 2000. Figure 2 illustrates this point: among low-income countries,
high cereal yields in 1980 (measured on the horizontal axis) are associ-
ated with high economic growth rates (measured on the vertical axis).
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The poverty trap is mainly a rural phenomenon of peasant farmers
caught in a spiral of rising populations and stagnant or falling food pro-
duction per person.

Table 3: East Asia and Sub-Saharan Africa in 1980

East Asa |Sub-Saharan

Africa
Cereal yield (kg/hectare) 2016 927
Irrigated land (% of cropland) 37 4
Share of crop area planted to modern varieties (%) 43 4
Adult literacy rate (%) 70 38
Infant mortality rate (per 1000 live births) 56 116
Total fertility rate (births per woman) 31 6.6

Source: Calculated using data fromWorld Bank (2004).

The biggest difference between Africa and Asia is that Asia has had
high and rising food production per capita during recent decades,
whereas Africa has low and falling food production per capita. The
Asian countryside is densely populated, with a relatively extensive road
network that can carry fertilizer to the farms and farm output to the
markets. Farmers use fertilizers and irrigation, and food yields are high.
Donor agencies gave ample support to the development of new high-
yield varieties in Asia. Under these conditions Asian farmers were able
to adopt high-yield crop varieties that produced the famous Green Rev-
olution of rising food production per farmer. The African countryside is
much less densely populated, with an absence of roads to transport fertil-
izers and crops. Farmers do not use fertilizer on food crops, and depend
on rainfall rather than irrigation. Donors have woefully underfunded
the scientific efforts toward improved varieties appropriate for African
conditions. Under these much harsher conditions, Africa’s farmers were
not able to benefit much, if at all, from the Green Revolution develop-
ment of high-yield varieties of food crops. Although both Asia and Africa
were very poor in 1980, Asian agriculture was significantly outperform-
ing African agriculture, as shown in table 3. This performance has pro-
vided a platform for Asias extraordinary growth since then.

There are other tendencies apparent in the data. The Asian coun-
tries that experienced growth started in 1980 with better social condi-
tions: higher literacy, lower infant mortality, and lower total fertility
rates. They were, therefore, less prone to fal into ademographic trap of
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rapidly rising populations pressing on a limited amount of farmland.
Once again, the Asian peasants were somewhat better off than their
African counterparts. Another tendency is that poor countries with
large populations seem to have done better than poor countries with
smaller populations. The larger population probably increased the size
of the domestic market, making it more appealing to foreign and do-
mestic investors. Perhaps it was easier to introduce key infrastructure
such as roads and power supplies in countries with larger populations,
since these infrastructure networks are characterized by large initial
costs of construction that are more easily financed by larger and more
densely populated economies.

WHY LATIN AMERICA'S MIDDLE-I NCOME
COUNTRIES FAILED TO THRIVE

The poverty trap of the poorest countries is less puzzling, in some ways,
than the stagnation that gripped a number of countries in Central and
South America during the 1980s and 1990s. Table 2 shows that coun-
tries like Ecuador, Guatemala, Paraguay, and Peru experienced outright
economic declines. These are not, in general, destitute countries,
though they have destitute populations within them. How can we ac-
count for their development failures?

| take up that question in more detail later. It will suffice here to note
three characteristics of these economies. First, all of these economies
face particular geographical difficulties. Ecuador and Peru are Andean
countries, with populations divided between a lowland tropical environ-
ment and a mountainous highland environment. Transport conditions are
hazardous and expensive. Paraguay, of course, islandlocked. Guatemalais
a mix of mountains and low-lying tropical rain forests. Second, the Cen-
tral American and Andean societies suffer from sharp social divisions,
typically along ethnic lines. The European-descended population tends
to be much richer than the indigenous and mestizo (mixed) popula-
tions. Europeans conquered the native populations, repressed them in
many ways, and were generally uninterested in investing in their human
capital until very recently. Politics have therefore been highly conflict
laden and often violent. Third, these countries are al vulnerable to ex-
treme external shocks, both natural and economic. Natural hazards in-
clude earthquakes, droughts, floods, and landslides. Economic hazards
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include the huge instabilities in international prices for the leading com-
modity exports of these countries, such as copper, fish meal, coffee, ba-
nanas, and other agricultural and mining products.

CONTI NUI NG EXTREME POVERTY I N THE
MI DST OF ECONOMI C GROWTH

Even among the poor countries in Asia that experienced marked eco-
nomic growth, extreme poverty often continues to afflict significant
parts of the population. Economic growth is rarely uniformly distrib-
uted across a country. China's coastal provinces, linked to world trade
and investment, have grown much more rapidly than the hinterland to
the west of the country. India's southern states, also deeply integrated in
world trade, have experienced much faster economic development
than the northern regions in the Ganges valley. Thus, even when aver-
age economic growth is high, parts of a country may be bypassed for
years or decades.

Another reason for persistent poverty is the failure of government.
Growth may enrich households linked to good market opportunities,
but it may bypass the poorest of the poor even within the same commu-
nity. The very poor are often disconnected from market forces because
they lack the requisite human capital—good nutrition and health, and
an adequate education. It isvital that social expenditures directed at hu-
man capital accumulation reach the poorest of the poor, yet govern-
ments often fail to make such investments. Economic growth enriches
households, but it is not taxed sufficiently to enable governments to in-
crease social spending commensurately. Or even when governments
have the revenue, they may neglect the poorest of the poor if the desti-
tute groups are part of ethnic or religious minorities.

A third possible reason for continued poverty in the midst of growth
is cultural. In many countries, women face extreme cultural discrimina-
tion, whether or not those biases are embedded in the legal and politi-
cal systems. In South Asia, for example, there are an overwhelming
number of case studies and media reports of young women facing ex-
treme undernutrition within the household even when there is enough
to go around. The women, often illiterate, are poorly treated by in-laws
and lack the social standing and perhaps legal protections to ensure
their own basic health and well-being.
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In short, there are myriad possibilities for the persistence of poverty
even in the midst of economic growth. Only a close diagnosis of particu-
lar circumstances will allow an accurate understanding. Policy makers
and analysts should be sensitive, however, to geographical, political, and
cultural conditions that may each play arole.

THE GREATEST CHALLENGE:
OVERCOMI NG THE POVERTY TRAP

When countries get their foot on the ladder of development, they are
generally able to continue the upward climb. All good things tend to
move together at each rising rung: higher capital stock, greater special-
ization, more advanced technology, and lower fertility. If a country is
trapped below the ladder, with the first rung too high off the ground,
the climb does not even get started. The main objective of economic de-
velopment for the poorest countries is to help these countries to gain
a foothold on the ladder. The rich countries do not have to invest
enough in the poorest countries to make them rich; they need to invest
enough so that these countries can get their foot on the ladder. After
that, the tremendous dynamism of self-sustaining economic growth can
take hold.

Economic development works. It can be successful. It tends to build
on itself. But it must get started.



Four

CLINICAL ECONOMICS

The rich world dominates the training of Ph.D. economists, and the
students of rich-world Ph.D. programs dominate the international
institutions like the International Monetary Fund (IMF) and the World
Bank, which have the lead in advising poor countries on how to break
out of poverty. These economists are bright and motivated. | know. |
have trained many of them. But do the institutions where they work
think correctly about the problems of the countries in which they oper-
ate? The answer is no. Development economics needs an overhaul in or-
der to be much more like modern medicine, a profession of rigor,
insight, and practicality.

In some ways, today's development economics is like eighteenth-
century medicine, when doctors used leeches to draw blood from their
patients, often killing them in the process. In the past quarter century,
when impoverished countries have pleaded with the rich world for help,
they have been sent to the world's money doctor, the IMF. The main
IMF prescription has been budgetary belt tightening for patients much
too poor to own belts. IMF-led austerity has frequently led to riots,
coups, and the collapse of public services. In the past, when an IMF pro-
gram has collapsed in the midst of social chaos and economic distress,
the IMF has simply chalked it up to the weak fortitude and ineptitude of
the government. Finally, that approach is beginning to change. The
IMF, thank goodness, is searching for more effective approaches vis-avis
the poorest countries.

It has taken me twenty years to understand what good development
economics should be, and | am till learning. Fortunately for me, and
for the countries where | have worked, | realized from the very start of
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my advisory activities that my formal training was not adequate to the
task. While | had learned an important set of tools in my advanced stud-
ies, | had not learned the contexts in which to apply them. | had also
been led to believe that the standard economics tools were adequate if
they were properly used. It took me a long time to understand the ur-
gent need to bring additional tools and procedures to bear if impover-
ished and crisis-struck countries are to surmount their difficulties.

| propose a new method for development economics, one that | call
clinical economics, to underscore the similarities between good devel-
opment economics and good clinical medicine. On numerous occa-
sions during the past twenty years, | have been invited to take on an
economics patient—a crisis-ridden economy—in order to prescribe a
course of treatment. Over the years | have marveled at how that experi-
ence is akin to that of my wife Sonia's clinical practice of pediatrics. |
have watched in awe, often in the middle of the night, how she ap-
proaches a medical emergency or complicated case with speed, efficacy,
and amazing results. Development economics today is not like modern
medicine, but it should strive to be so. It can improve dramatically if de-
velopment economists take on some of the key lessons of modern medi-
cine, both in the development of the underlying science and in the
systematization of clinical practice, the point where science is brought
to bear on aparticular patient.

SOME LESSONS OF CLINICAL MEDICINE

A doctor is called in the middle of the night. A child has spiked a high
fever. What to do? Thisis akin to acall | received in mid-1985, when Bo-
livia had spiked the high fever of hyperinflation. Medical science and
practice offer a set of rigorous procedures for addressing the fever.
There are five main lessons of clinical medicine relevant to clinical eco-
nomics.

Lesson 1 is that the human body is a complex system. Ancient Greek
medicine talked about illness resulting from an imbalance of the four
bodily fluids. Perhaps this was a good stab at matters more than two
thousand years ago, but we know much better today. The human body
involves biological and biochemical processes of incredible complexity.
The division of human physiology into a large number of intercon-
nected systems—nervous, circulatory, respiratory, digestive, endocrine,
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immune, reproductive, and so forth—just scratches the surface of the
underlying biological processes. The sources of disease can involve in-
fectious agents, environmental hazards, genetic abnormalities, and mal-
nourishment, among other causes, and complex combinations of these
factors.

The complexity of the human system has many implications beyond
the mere fact that lots of things can go wrong. Most important, one fail-
ure can lead to a cascade of additional failures. A fever resulting from
an infectious agent can lead to brain seizures caused by the fever rather
than the infection itself. Heart failure can result in kidney failure, which
in turn can lead to liver failure as the kidney fails to remove certain dan-
gerous toxins from the body. A loss of blood can cause virtually every sys
tem to fail as the body falls into shock. Emergency room doctors must
struggle to keep each basic system functioning at a minimum level, not
only for its own sake but also to prevent a downward spiral of catastro-
phes that shut down other critical systems. Once that downward spiral
starts, it might be hard to reverse, so complex and rapid are the inter-
connected failures.

Lesson 2 is that complexity requires a differential diagnosis. A doctor see-
ing a child with a high fever for the first time knows that fevers can be
caused by many different factors. The doctor's first impulse is to find
out which is the cause in the particular case. Some causes of fever are
dangerous; others are not. Some are treatable; others are not. Some
require urgent attention; others do not (except, perhaps, to raise the
comfort level of the child). Fevers may result from various kinds of in-
fection (bacterial, fungal, viral, protozoan), trauma, autoimmune dis-
ease, cancers, poisoning, and other causes. Since fever is a symptom,
rather than a specific disease, a proper course of treatment requires the
doctor to identify the true underlying cause of the symptom.

The doctor works through a checklist to get to the right answer. My
wife may ask an hour of questions, and then prescribe a battery of labo-
ratory tests before passing along any judgment. On other occasions, the
cause can be pretty clear. An earache accompanying the fever is a pretty
good giveaway that the underlying condition is the common otitis me-
dia (ear infection), especially if the child's older sibling had an earache
earlier in the week, since that particular malady travels rapidly among
children in classrooms and families. The doctor's checklist is not ran-
domly ordered. There are a few principles that determine the order in
which the doctor proceeds with an investigation. First, confronted with
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a child with high fever, my wife looks immediately to see whether the
child's neck is stiff—a warning sign for meningitis as the underlying
cause of the fever. This is one of the few conditions that can kill afever-
ish child almost immediately. If the child's neck is indeed iff, my wife
orders the child to the emergency room before asking other questions.
The principle, in this case, is that diagnosis should not unduly delay the
treatment, a good lesson for the IMF, we will see later, which sometimes
studies problems to death while an economy collapses.

Another principle is one of applied epidemiology. The doctor
should think first about the most likely conditions, not the most ob-
scure. A child who comes in with fever does not immediately invoke
fears of cancer, even though cancer can cause fever. The overwhelming
proportion of cases result from infection, and those likely causes should
be examined first. As doctors say, "When you hear hoof beats, think of
horses, not zebras." (A doctor in Washington should indeed think about
horses. A doctor in Kenya, however, might be wise to think first of ze-
bras!) Epidemiologists also remind us that a patient may be suffering
from more than one condition at a time, and that these diseases might
indeed be interrelated.

Lesson 3 isthat all medicine is family medicine. It isnot enough to iden-
tify the disease in a child. In order to treat the child's disease success-
fully, it is important to understand the social setting. Are the parents
capable of providing treatment? Is the mother herself suffering from
disease, or extreme poverty, abuse, or some other condition that would
prevent her from following through on a recommended course of treat-
ment for her child? Is a child's injury truly an accident or rather a sign
of mistreatment? When a mother is hysterical over the phone about the
condition of her child, is that likely to be a trustworthy account or
merely the latest in a series of overreactions? Upon receiving a late-
night phone call, my wife would save the life of a child with the com-
ment to me, "That's an unusually desperate concern of this particular
mother, who is typically understated. | think I'll send the child directly
to the emergency room.”" And sure enough, a condition of meningitis
would be caught in time.

Lesson 4 is that monitoring and evaluation are essential to successful
treatment. Doctors keep charts so that they know where the patient has
been. Even a careful initial diagnosis can be wrong. Lab tests can give
false positives or false negatives. A child can suffer from multiple under-
lying conditions, so that even a correct diagnosis of one of them is a par-
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rial account of the true underlying reasons for illness. Only careful mon-
itoring, evaluation, testing, and retesting can ensure a safe passage to
health in many cases. Good clinicians therefore hold each diagnosis not
as sacrosanct, but as the best-maintained hypothesis of the moment.
The hypothesis might well be confirmed, but the doctor is prepared to
shift ground if the evidence calls for a new approach.

Lesson 5 is that medicine is a profession, and as a profession requires
strong norms, ethics, and codes of conduct. The Hippocratic oath is not
a mere curiosity to remind doctors of the ancient lineage of their pro-
fession. Even if it is not read literally, and after two thousand years it
should not be, the oath underscores to all newly trained doctors that
they have entered a hallowed occupation, a great and distinctive calling
with very high ethical responsibilities. The doctor has a unique relation-
ship with a patient, one that gives the doctor an entry into the most pri-
vate conditions of an individual and family. The doctor literally has life
and death sway, and it is not hard to take advantage of that sway for
money or other forms of personal gain. The oath reminds doctors that
they must not abuse the privilege of their positions. They must offer
judgments in the interests of the patient, not for personal gain. And
they must keep abreast of new scientific findings, including new proce-
dures and medicines, to ensure the highest quality care that they can
manage.

DEVELOPMENT ECONOMI CS
AS CLI NI CAL ECONOMI CS

The challenge of making policy recommendations for an economy, es-
pecially a poor and unstable economy, shares many of the challenges of
clinical medicine. Yet the practice of development economics is not yet
up to the task. Economists are not trained to think like clinicians, and
are rarely afforded clinical experience in their advanced training. A
graduate student in an American Ph.D. program in economics may very
well study the development crisis in Africa without ever setting foot in
the country or countries under study. An adviser may hand over a data
set, say for Nigerian households, and ask the student to do a statistical
analysis without the benefit of context, history, or direct observation.
Years later, the student may have the opportunity to show up in Nigeria
for the first time.
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The five key lessons of clinical medicine have clear counterparts in
good economics practice as well. First, economies, like individuals, are
complex systems. Like the circulatory, respiratory, and other systems of a
human being, societies have distinct systems for transport, power, com-
munications, law enforcement, national defense, taxation, and other sys-
tems that must operate properly for the entire economy to function
appropriately. As with ahuman being, the failure of one system can lead
to cascades of failure in other parts of the economy. When the U.S. gov-
ernment asked Bolivia to eradicate its peasants' coca crops in the late
1990s, the result was a deepening of rural poverty. When the government
sought to respond to the rising rural poverty with social and develop-
ment programs, the crisis became a fiscal crisis. When outside donor
agencies, including the U.S. government, failed to help Boliviawith the
fiscal crisis, the crisis became one of civil disorder, with the police, army,
and peasants battling in the streets. Eventually the government was top-
pled, and Boliviaentered a new period of extended instability.

Second, economists, like medical clinicians, need to learn the art of
differential diagnosis. Medical pathology textbooks are now often two
thousand pages, and even those may cover just one of the key physical
systems. Doctors know that lots of things can go wrong, and that a par-
ticular symptom such as high fever might reflect dozens, or hundreds,
of underlying causes. The IMF, by contrast, has focused on avery nar-
row range of issues, such as corruption, barriers to private enterprise,
budget deficits, and state ownership of production. It has also presumed
that each episode of fever isjust like the others, and has trotted out stan-
dardized advice to cut budgets, liberalize trade, and privatize state-
owned enterprises, almost without regard to the specific context. The
IMF has overlooked urgent problems involving poverty traps, agronomy,
climate, disease, transport, gender, and a host of other pathologies that
undermine economic development. Clinical economics should train the
development practitioner to home in much more effectively on the key
underlying causes of economic distress, and to prescribe appropriate
remedies that are well tailored to each country's specific conditions.
When in Afghanistan or Bolivia, the IMF should think automatically
about transport costs; when in Senegal, attention should turn to
malaria.

Third, clinical economics, like clinical medicine, should view treat-
ment in "family" terms, notjust individual terms. It is not enough to tell
Ghana to get its act together if Ghana faces trade barriers in interna-
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tional markets that prevent it from selling its goods and services to
world markets; if Ghanais burdened by an unpayable mountain of debt
inherited from previous decades; if Ghana requires urgent investments
in basic infrastructure as a precondition for attracting new investors; if
Ghana is burdened by refugee movements and disorders emanating
from neighboring countries. In short, for the IMF and World Bank to tell
Ghana to liberalize its trade, balance its budget, and attract foreign in-
vestors may be fine and good, but it will be ineffectual if not combined
with trade reforms in the rich countries, debt cancellation, increased for-
eign financial assistance for investments in basic infrastructure, and sup-
port to the West African region as awhole to maintain peace. In the case
of a country, the entire world community is part of the family. That is an
assumption of the Millennium Development Goals, and especially the
concept of a global partnership to achieve the goals, but it is not yet part
of real clinical practice.

Fourth, good development practice requires monitoring and evalu-
ation, and especially a rigorous comparison of goals and outcomes.
When goals are not being achieved, it is important to ask why, not to
make excuses for past advice. Under current development practice, the
IMF and World Bank have rarely taken on specific development objec-
tives as the standards for judging country performance, and by exten-
sion, their own advice. Instead, countries are judged on the basis of
policy inputs, not outputs. A government may be told to cut its budget
deficit by 1 percent of GDP. It is judged on whether or not it carries out
that measure, not on whether the measure produces faster growth, or a
reduction of poverty, or asolution to adebt crisis. The result is a descent
into formalistic debates on whether or not a particular policy has been
carried out, not on whether the policy was the right one in the first
place. The current situation reminds me too much of the fable of the
farmer whose chickens are dying. The local priest gives one remedy &-
ter another—prayers, potions, oaths—until all of the chickens are dead.
"Too bad," says the priest, "I had so many other good ideas."

Fifth, the development community lacks the requisite ethical and
professional standards. | am not suggesting that development practi-
tioners are corrupt or unethical; such cases are rare. Rather, the devel-
opment economics community does not take on its work with the sense
of responsibility that the tasks require. Providing economic advice to
others requires a profound commitment to search for the right answers,
not to settle for superficial approaches. It requires a commitment to be
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thoroughly steeped in the history, ethnography, politics, and economics
of any place where the professional adviser is working. It also requires a
commitment to give honest advice, not only to the country in question,
but to the agency that has hired and sent the adviser. Not every problem
facing the impoverished world is homegrown, nor will al solutions be
found in good governance, belt tightening, and further market reforms.
True solutions will also require deeper debt relief, greater development
assistance, more open trade with the rich countries, and the like. Any
IMF or World Bank official, as well as any academic development practi-
tioner, has the responsibility to speak truth not only to the policy makers
within the impoverished country, but to the policy makers of the rich
and powerful countries aswell.

WHERE ECONOMI C DEVELOPMENT
PRACTI CE HAS GONE WRONG

Clinical economics is needed to replace the past twenty years of devel-
opment practice, known widely as the structural adjustment era. This
era, ushered in by the conservative turn in the United States under Pres-
ident Ronald Reagan and in the United Kingdom under Prime Minister
Margaret Thatcher, was based on a simplistic, even simpleminded, view
of the challenge of poverty. The rich countries told the poor countries:
"Poverty is your own fault. Be like us (or what we imagine ourselves to
be—free market oriented, entrepreneurial, fiscally responsible) and you,
too, can enjoy the riches of private-sector-led economic development.”
The IMF-World Bank programs of the structural adjustment era were
designed to address the four maladies assumed to underlie al eco-
nomic ills: poor governance, excessive government intervention in the
markets, excessive government spending, and too much state owner-
ship. Belt tightening, privatization, liberalization, and good governance
became the order of the day.

There were some truths in the structural adjustment agenda. Many
poor countries that had fallen into economic crisis by the early 1980s
were there as a result of profound economic mismanagement. Too
many countries had chosen closed trading systems. The second world
and third world strategies had failed, and needed to be reoriented to a
global, market-based international economic system. But the policy and
governance problems in the poorest countries were only part of the
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story, and in many places not the central part. It should have been possi-
ble to tend to the problems of closed trading systems and excessive na-
tionalization of industry without ignoring the problems of malaria and
AIDS, mountain geographies, and inadequate rainfall. But alas, such a
multifaceted approach did not enter the policy debate until very recently.

Sadly, there were self-serving and ideological aspects of the struc-
tural adjustment era's failures of advice and insufficient help. The sdf-
serving aspect is clear. The responsibilities for poverty reduction were
assumed to lie entirely with the poor countries themselves. Increased
foreign financial assistance was deemed not to be needed. Indeed, for-
eign aid per person in the poor countries plummeted during the
1980s and 1990s. Aid per person in sub-Saharan Africa, for example, ex-
pressed in constant 2002 dollars, fell from $32 per African in 1980 to
just $22 per African in 2001, during a period in which Africa's pandemic
diseases ran rampant, and needs for increased public spending were
stark. Donors thought they had done everything they could, with any re-
maining problems caused by issues beyond their responsibility.

The ideological aspects of the advice are plain enough. Conserva-
tive governments of the United States, United Kingdom, and elsewhere
used international advising to push programs that found no support at
home. Many African countries have heard an earful from the World
Bank over the past two decades about privatizing their health services,
or at least charging user fees for health and education. Yet most of the
high-income-country shareholders of the World Bank have health sys
tems that guarantee universal access, and all have education systems
that ensure access to public education.

DIFFERENTIAL DIAGNOSIS
FOR POVERTY REDUCTION

The Millennium Development Goals (MDGs) offer the world a chance
to do better visavis the poorest countries after twenty years of failed
structural adjustment policies. The MDGs state real goals that provide
not only benchmarks for aid but also milestones for assessing the advice
of the international agencies as well. The failures to meet the MDGs
are failures of the rich countries as well as the poor, since both are re-
sponsible for their success. The fact that the MDGs are not being met
throughout Africa, the Andean region, and Central Asia tells us that the
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problems are more than simply those of governance. Many govern-
ments in these regions have shown boldness, integrity, and intelligence.
Yet development continues to fail. A clinical economics approach will
point the way to a better strategy.

The key to clinical economics is a thorough differential diagnosis,
followed by an appropriate treatment regimen. In the course of a physi-
cal exam, the doctor runs through pages of questions: "Are you taking
medications?" "Do you have allergies?" "Have you been operated on re-
cently?" "Do you have a family history of the following diseases?' The
clinical economist must do the same. In table 1, | describe a seven-part
diagnostic checklist that should be part of the "physical exam" of any
impoverished country.

The Extent of Extreme Poverty

The first set of questions involves the extent of extreme poverty. The
clinical economist should make a set of poverty maps, using available or
newly commissioned household surveys, geographic information sys
tems data, national income accounts, and other information. What pro-
portion of households live in extreme poverty? What proportion of
households lack access to basic needs in schooling, health care, water
and sanitation, electricity, roads, nutrition? What is the spatial distribu-
tion of poverty? Is poverty mainly urban or rural, and is it concentrated
in a few regions or distributed evenly throughout the country? How
does poverty relate to demographic conditions of the household (female-
or male-headed household, number of children, health of household
members) and to its asset ownership and economic activities (landless
poor, smallholder farmer, commerce, industry, and so on)?

In the course of mapping poverty, the clinical economist should
also identify key risk factors that may exacerbate poverty in the coming
years. What are the demographic trends (births, deaths, internal and in-
ternational migration) that may affect the numbers and distribution of
the extreme poor? What environmental shocks and trends (sea level
changes, coastal erosion, deforestation, land degradation, depletion of
water aquifers, biodiversity loss) might impinge on poverty? What cli-
mate shocks (El Nino, long-term warming, chronic drought, extreme
weather events) are likely to affect public health, disease, and agricul-
tural productivity? What changes in infectious disease incidence and
prevalence may weigh on the national or regional economies? How
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Table 1. Checklist for Making a Differential Diagnosis

I. Poverty Trap Population density
Poverty mapping Costs of connectivity to power,
Proportion of households lacking basic telecoms, roads
needs Arable land per capita
Spatial distribution of household poverty Environmental impacts of population-
Spatial distribution of basic infrastructure land ratios
(power, roads, telecoms, water and Agronomic conditions
sanitation) Temperature, precipitation, solar
Ethnic, gender, generational distribution of insolation
poverty Length and reliability of growing
Key risk factors season
Demographic trends Soils, topography, suitability for
Environmental trends irrigation
Climate shocks Interannual c!lmate variability
(e.g., ElI Nino)

Disease ; ;
) ) Long-term trendsin climate patterns
Commodity price fluctuations

Disease ecolo
Others 9

Human diseases

. Economic Policy Framework Plant diseases and pests

Business environment . .
Animal diseases
Trade policy )
V. vernance P rnsand Failur
Investment policy

Civil and palitical rights
Infrastructure
Public management systems
Human capital Decentralization and fiscal federalism
I1l. Fiscal Framework and Fiscal Trap
Corruption patterns and intensity

Political succession and longevity

Public sector revenuesand expenditures by
category

Percent of GNP Internal violence and security

. . . Cross-border violence and security
Absolute levelsin comparison with

international norms Ethnic, religious, and other cultural divisions
Tax administration and expenditure V1. Cultural Barriers
management Gender relations

Public investment needs to meet poverty
reduction targets

Ethnic and religiousdivisions

L - Diaspora
M acr oeconomic instability

VII. liti
Overhang of public sector debt Geopolitics

Quasi-fiscal debt and hidden debt International security relations

Medium-term public sector expenditure
framework War
Terrorism

Cross-border security threats

V. Physical Geography

Transport conditions Refugees
International sanctions

Proximity of population to ports,

international trade routes, navigable Trade barriers
waterways Participation in regional and inter national
Access of population to paved roads groups

Access of population to motorized
transport
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might world-market fluctuations in key commodities affect extreme
poverty and prospects for economic growth?

Economic Policy

The second set of questions involves the economic policy framework.
These are more traditional questions, but they should be addressed sys
tematically. What is the cost of doing business in the country (and in
different regions within the country)? What is the coverage of key
infrastructure (power, water, roads, transport services), focusing on sub-
national regions, both urban and rural, as well as national averages?
How are costs affected by the lack of infrastructure? What is the trade
policy framework, and how are trade barriers impinging on the costs of
production, especially for export-oriented businesses? What are the in-
centives in place for potential domestic and foreign investors, and how
does the incentive system compare with the incentives in place in com-
petitor countries? |Is the government investing adequately in human
capital through programs on nutrition, public health, disease control,
education, and family planning?

TheFiscal Framework

The third set of questions homes in on the fiscal framework, since the
budget must carry much of the burden of key investments in infrastruc-
ture and social services. What are the current levels of budget spending
and public revenues? These should be measured both as a percent of
GDP and in dollars per person. The share of public spendingin GDP in
various categories (health, education, infrastructure) gives a sense of
the level of effort that a country is making to reduce poverty. The ab-
solute spending, in dollars per person, gives a sense of the adequacy of
the spending to ensure basic needs and to support the escape from a
poverty trap. To what extent is the government hampered by an over-
hang of public sector debt inherited from the past? How much would
debt relief contribute to the capacity of the government to expand pub-
lic services? Are there hidden or off-balance-sheet lines on the public
sector, such as debts of the central bank, or hidden losses of the com-
mercial banking system that will have to be covered by the government's
budget?
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Physical Geography and Human Ecology

The fourth category of questions involves the physical geography and
human ecology (meaning the interface of society with the physical envi-
ronment). Economists are surprisingly untrained in this area, despite
its fundamental importance in diagnosing and overcoming extreme
poverty. What are the transport conditions in the country, on average
and by subregion? How much of the population is proximate to sea-
ports and airports, navigable rivers, paved roads, and rail services? What
are the costs of transporting freight (such as fertilizers, food crops, ma-
chinery, industrial products) within the country and internationally,
and how do those costs compare with competitor countries? What is the
distribution of population between coastal and interior areas, rural and
urban settlements, and densely and sparsely populated areas? How does
population density in various parts of the country affect the costs of in-
frastructure, for example bringing the population into road, rail, power,
and telecom grids?

How are agronomic conditions affected by the physical environ-
ment? What is the length of the growing season, and how does that &-
fect crop choice, nutrition, and income levels? What are the patterns of
soils, topography, hydrology, and land use affecting crop yields, suitabil-
ity for irrigation, and costs of land improvements? How are agronomic
conditions affected by interannual climate variability linked, for exam-
ple, to the El Nino fluctuations? How are agronomic conditions affected
by long-term trends such as global warming and changes in precipita-
tion patterns, like the evident decline in rainfall in the African Sahel?

How are ecosystem functions changing, and perhaps degrading,
over time? |s deforestation threatening the functioning of ecosystems
(for example, by exacerbating flooding and land degradation) and the
livelihoods of the poor (for example, by exhausting the supplies of fuel
wood)? Is the loss of biodiversity threatening ecosystem functions (for
example, by reducing the pollination of agricultural products)? Are
invasive species affecting the fertility of the land and fisheries? Is the
introduction of toxins into the environment threatening the air and
drinking water?

How does the ecology affect the burden of disease and its change
over time? Malaria is a disease heavily conditioned by climate and
mosquito species. Is malaria transmission epidemic or endemic (year-
round), and is it changing over time as a result of population move-
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ments and climate change? What are the key patterns of animal disease
that may have major effects on agricultural productivity (such as African
sleeping sickness, a classic example)? What plant pests and diseases
pose the gravest threats to livelihoods, international trade, and human
health?

Patterns of Governance

The fifth category of the differential diagnosis involves patterns of gov-
ernance beyond the specifics of the budget process and detailed eco-
nomic policies. History has shown that democracy is not a prerequisite
for economic development. On the other hand, aregime that is despotic,
arbitrary, and lawless will easily destroy an economy. Is there a rule of
law, or only the arbitrary command of a dictator? Do the systems of pub-
lic management—for registering businesses, trading property, defend-
ing contracts, bidding for government tenders—work effectively? Are
public services such aswater and sanitation, power, and basic health and
education efficiently provided (given the resources at hand), or are they
subject to massive waste and fraud? |s corruption rampant, and at what
levels of government? Is the succession of power from one government
to the next regularized, or subject to the whim and abuse of the current
rulers? Are public services run on behalf of a narrow elite, a subregion
of the country, or particular ethnic groups?

Cultural Barriers to Economic Development

The sixth category of issues involves possible cultural barriers to
economic development. Is the society torn apart by class, caste, ethnic-
ity, religion, or gender inequity? Do women and girls face severe dis-
crimination in personal rights (for example, sexual and reproductive
choices) and access to public services (education, health facilities, fam-
ily planning services)? Are women deprived either legally or informally
of the right to own and inherit property? Can women participate with
substantial equality of opportunity in the economy beyond home pro-
duction? Do cultural norms and practices define limits to the economic
opportunities of minority groups? Is interethnic violence rampant?
What role, if any, is played by a diaspora, such as the offshore Chinese
and Indian communities, in terms of investment, remittances, and so-
cial networking?
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Geopolitics

The final category of the differential diagnosis involves geopolitics, the
country's security and economic relations with the rest of the world. Is
the country part of a security bloc that might define or limit its eco-
nomic possibilities? |Is the country subject to international sanctions,
and if so, what are the consequences of the sanctions for economic de-
velopment? Are there critical cross-border security threats, such as
refugee movements, terrorism, or cross-border warfare? Do the contigu-
ous neighbors cooperate regarding cross-border infrastructure? Is there
an effective regional trade group, and if so, is it supporting an overall
expansion of trade or merely a diversion of trade from nonmembers?
What trade barriers in the rich world seriously impede development
prospects?

The checklist is long. Answers to these questions cannot be ascer-
tained in a fifteen-minute checkup at a clinic, nor, in practice, can they
be addressed by a single international agency like the IMF. The answers
must be systematic, continually updated, and put into a comparative
framework for sound analysis. Many institutions, both within the low-
income countries and internationally, should cooperate to address
these diagnostic issues. Not only the IMF and World Bank, but also the
specialized United Nations institutions such as the World Health Orga-
nization, UNICEF, the Food and Agriculture Organization, and many
others, should cooperate in the diagnostics.

EDUCATION OF AN ECONOMIST

A differential diagnosis is the beginning, not the end, of the process.
The next steps, of course, are to design programs and institutions to ad-
dress the critical barriers to poverty reduction that are identified
through the differential diagnosis. These strategies will be much more
effective if the right questions are asked from the start. Questions, |
trust, that will be evident later in this book.

It took me along time to appreciate the need for a new approach to
development economics. | did not have the benefit of hindsight—or a
comprehensive diagnostic checklist—when | went on my first economic
house call. In fact, when | arrived in La Paz, Bolivia, inJuly 1985, | had
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almost no checklist at al. | was there for a specific problem in a specific
place. | had no idea that during the trip | would be involved with the
very issues that were to become the centerpiece of my research and
practical work for the next twenty years. These were issues that, much to
my surprise, | had not been truly trained to address.



Five

BOLIVIA'S HIGH-ALTITUDE
HY PERINFLATION

As with many eventsin my career, it was an accidental path that first
brought me to the tarmac of the La Paz airport, thirteen thousand
feet above sea level. | had first seen extreme poverty up close during my
first visit to Indiain 1978, but my early academic work was very much
about the U.S. and European economies, not the problem of extreme
poverty and the puzzle of why it persists in a world of increasing wealth.
In the early 1980s, development economics was a fringe topic in U.S.
Ph.D. programs, studied mainly by students from the poor countries. Al-
though | was interested in the questions of development, my formal
training focused on international economics, especially international fi-
nance. When | joined the Harvard faculty as an assistant professor in the
fall of 1980, | was working mainly on problems of the rich countries, and
on the flows of international financial capital between the rich and poor
countries. When the developing-country debt crisis hit in 1982, | began
to write theoretical papers on how to account for the onset of the debt
crisis. | studied some of the historical precedents for such debt crises,
particularly the Great Depression, and some of the mechanisms used to
help extricate countries from bankruptcy. Little did | know that | would
be the first to apply these mechanismsin the 1980s.

My work was theoretical and statistical, rather than immediately
practical. At the time, | thought that | knew just about everything that
needed to be known about the subject. As ayoung faculty member, | lec-
tured widely to high acclaim, published broadly, and was on a rapid aca-
demic climb to tenure, which | received in 1983 when | was twenty-eight.
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And then my life changed. A note arrived from a former Bolivian
student of mine who asked if | would come to a seminar on campus to
be given by a group of visiting Bolivians. The student, David Blanco, had
been the finance minister of Bolivia in the 1970s. He had delighted me
during my first year of teaching when he had introduced himself as a
former finance minister, and said that he was taking the course to try to
understand exactly what he had done while in office!

| was scheduled to give a development seminar at the World Bank
soon after the scheduled seminar, and | thought hearing about Bolivia
might bolster my knowledge. Of the Harvard faculty who were invited,
only two of us showed up. It was probably one of the luckiest things that
ever happened to me. A young Bolivian, Ronald McLean, who was a
Kennedy School graduate and would later become mayor of La Paz and
my dear friend, stood up and opened the seminar with the most mes-
merizing portrait of Bolivia's hyperinflation that | could have imagined.
His talk, | still remember, opened with a scene of the burgeoning black
market for foreign exchange in which huge stacks of Bolivian pesos
were being traded for dollars at an ever more frenetic pace in a street
market on Avenida Camacho in La Paz, the capital city.

For a finance specialist like mysdlf, Bolivia's crisiswas riveting. | had
studied the German hyperinflation of 1923, as well as some of the other
hyperinflations. Those long-ago events were legends to economics stu-
dents. We chuckled and groaned at Keynes's quips about those hyperin-
flations (always order two beers at the start, lest their price go up while
you are sitting at the bar; take buses rather than taxis, because in a bus
you pay at the start; and so forth). But we never expected to come across
real hyperinflation other than in the history books.

Many academic economists in the early 1980s had been using the
hyperinflations of the 1920s as bases for theoretical analyses of some of
the current debates in macroeconomics, so | had read some recent pa-
pers. At one pointin the seminar | raised my hand and took issue with a
statement that had been made. Walking to the blackboard with great
confidence, | said, "Here's how it works." After | put down the chalk, a
voice at the back of the room said, "Well, if you're so smart, why don't
you come to La Paz to help us?' | laughed. And he called out again, "I
mean it." This was Carlos lturralde, a key political figure who in the
coming years became a friend and eventually minister of foreign rela-
tions and ambassador to the United States.

The group told me that they wanted an economic adviser. | was
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taken aback. | did not know exactly where Boliviawas in South America,
and | certainly did not know whether it was safe or wise for me to get in-
volved. | told them that | would get back to them. The next morning |
told them that although | had never done anything like help a country, |
would be willing to give it ashot if they were really interested. | also told
them | would not work for their political party, but only for a govern-
ment after the forthcoming elections. | did not want to get involved in
partisan politics, since | knew it would prevent me from being effective.
Throughout my work in Bolivia and elsewhere, this approach has al-
lowed me to advise governments of different political parties as a
trusted, impartial outsider.

The group agreed they would call me again if they won the elec-
tions. That was May. In early July, | got a call from Ronnie McLean.
"We've won the election; pack your bags." | asked a colleague, French
economist Daniel Cohen, and a graduate student, Felipe Larrain, to
join me. We embarked for La Paz on July 9, 1985.

Designing a Stabilization Plan

From the moment | walked off the plane, | began to understand what
real economic development was about. It was the beginning of twenty
years of grasping the need for a new clinical economics, one up to the
task of helping countries such as Bolivia. All | had with me at the start
was an empty notebook and a few articles on hyperinflation. Fortu-
nately, | had a basic theoretical understanding of what we would be up
against.

First, | understood the basic monetary forces that led to hyperinfla-
tion. The government was printing money to finance a large budget
deficit. Initially | did not understand the origins and dynamics of the
budget deficit, nor the politics of the budgetary process. But | did un-
derstand that the Bolivian government was not creditworthy enough to
sell bonds to the private sector at home or abroad. Instead, it had to sell
its bonds directly to the Central Bank of Bolivia (or BCB in its Spanish
acronym) in return for fresh cash to pay the army, miners, and teachers.
The Bolivian hyperinflation was in this sense no different from others
from economic history. Like those before it, the government was print-
ing money to pay its bills, and as it printed the money it was driving
down the value of the currency—and driving up the price of goods.
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As the government paid the salaries, the injection of new pesos into
circulation fueled the precipitous rise of prices. With each injection of
Bolivian currency, people would take their pesos to the black market to
buy dollars. The price of a dollar in terms of pesos soared: about 5,000
pesos per dollar in June 1983, about 10,000 pesos per dollar by January
1984, about 50,000 pesos per dollar by June 1984, about 250,000 pesos
per dollar by December 1984, and 2 million pesos per dollar by July
1985, when a team of three inexperienced economists arrived. The
goods in the shop by this time carried dollar price tags, even though the
purchases were still made in pesos. A one-dollar item, therefore, cost a-
most 2 million pesosin July 1985, up from 5,000 pesos just two years ear-
lier. In the single year between July 1984 and July 1985, prices had risen
by more than 3,000 percent (thirty times).

Second, | knew that the end of a hyperinflation tended to be very
rapid, and would occur as soon as the peso could be stabilized relative to
the dollar. This would happen when a government could end its de-
pendency on borrowing from the BCB. The concept of a sudden end to
a 24,000 percent inflation was not intuitive. Some people thought that if
you stopped the hyperinflation abruptly, it would necessarily lead to
economic collapse. They thought that a better way would be to try to re-
duce the inflation gradually from several thousand percent per year to
several hundred percent the next year, to a couple hundred percent the
third year, and so on. Although no hyperinflation had ever been
stopped that way, some of the consultants to the outgoing government
had recommended such a policy.

Within a couple of days of arriving, | was asked to give a talk to the
Bolivian-American Chamber of Commerce, and | went armed with my
theoretical and historical knowledge. | displayed a figure from a recent
paper by Thomas Sargent to stress that Germany's hyperinflation had
ended in one day, November 20, 1923, and that | predicted the same for
Bolivia. The crowd was startled, and delighted, at the prospect.

My small team, bolstered by assistance from Bolivian colleagues,
started doing the numbers. We looked for a package of fisca measures
that could quickly wean the government away from its dependence on
Central Bank financing of the deficit. We soon realized in discussions
with our Bolivian colleagues and in looking through the books that the
budgetary key lay in the price of oil. Government revenues depended
heavily on taxes on hydrocarbons, mainly paid by the state petroleum
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company, YPFB. The YPFB set the price of oil and gasoline (in pesos).
Generally, the oil price was changed only every few months, so the price
of ail fell sharply in comparison with other prices and in terms of the
U.S. dollar during the period in which the peso price was held constant.
The low price of oil, in turn, was destroying the budget.

Here's an illustration: Suppose that the gasoline price is temporarily
set at 250,000 pesos per liter on a day when the peso-dollar exchange
rateis 1 million pesos per dollar. The U.S. dollar price of gas is therefore
$0.25 per liter. Now suppose that the exchange rate depreciates by 50
percent per month. In thirty days, a U.S. dollar will cost 1.5 million pesos.
In sixty days, it will cost 2.25 million pesos. If the peso price of gasoline
remains unchanged for sixty days (not uncommon back in 1984 and
1985), the price of a liter in dollars will fal tojust $0.11 (250,000 pesos
per liter multiplied by $1 per 2.25 million pesos). Since the government
budget depends on ail taxes, the tax base has collapsed.

The actual situation regarding oil prices was more dramatic than
the illustration. By August 1985, the U.S. dollar price of a liter of gaso-
line in Bolivia had plummeted to around $0.03 per liter. Whole truck-
loads of gasoline were being smuggled over the border to Peru. The
budget revenues had collapsed. The budget deficit was on the order of
10 percent of GDP, all financed by printing money (technically by "bor-
rowing" the money from the BCB). We calculated that if the price of
gasoline (and other fuels) was raised around tenfold, back to the actual
world price of around $0.28 per liter, this increase by itself would close
most of the budget deficit. A package of other measures on the spend-
ing and revenue side could close the rest.

My team therefore proposed a sharp one-time increase in oil prices
as the key element in stopping the hyperinflation, combined with a pack-
age of other fiscal measures. Our Bolivian colleagues viewed skeptically
the idea that a massive increase in oil prices could end the hyperinflation
rather than trigger yet another acceleration. To the untrained eye, in-
deed, it seemed preposterous to propose price increases as the key to
price stability. It made sense only in the context of a theoretical under-
standing of the problem, which diagnosed hyperinflation as being
caused by the underlying monetary and budget conditions. In a way, |
was taken aback by the skepticism. This part of the problem, after all,
seemed rather straightforward. John Maynard Keynes, | decided, had it
right in 1923 when he noted how little the process of inflation was under-
stood, and how hyperinflation was all the more destructive as a result:
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There is no subtler, no surer means of overturning the existing basis
of society than to debauch the currency. The process engages al the
hidden forces of economic law on the side of destruction, and does
it in a manner which not one man in amillion is able to diagnose.

We wrote our report in two weeks and left La Paz on July twenty-
fourth. Though we had come on the assurance that our friends were
about to take power following the elections, in fact the electoral results
proved to be a deadlock, which meant that the next president would be
selected by the congress, not the outright vote. Back in Boston | re-
ceived word that the political party with whom | had worked, the ADN,
had not won. As of August sixth, the new president would be Victor Paz
Estenssoro, of the opposing MNR party. | had met Paz Estenssoro's key
economic advisers, especially aleading businessman, Gonzalo ("Goni")
Sanchez de Lozada. | had no idea whether | would have any relation-
ship at al with the new government, although | was happy to hear that
the ADN had shared a copy of our stabilization plan with the new presi-
dent and his team.

In fact, the new president moved quickly. He asked Goni to |lead
the effort to write a plan for bold and broad-based economic reforms,
including but well beyond currency stabilization. The draft plan was rev-
olutionary, calling for Bolivia to move from a statist and closed econ-
omy—typical of third world countries of the day—to a market-based,
open economy. The plan prefigured the changes that would take place
later in the decade in Eastern Europe, albeit on a more limited scale.
The plan included the ideas about stabilization—including the central
tactic of raising energy prices—but went well beyond stabilization to is-
sues that our team had not even discussed.

As awily politician, back as president for his fourth time since 1952,
Paz Estenssoro pulled off something that only an experienced back-
room dealer could accomplish. With Goni's plan in hand, he brought
the new cabinet to the presidential palace and told them, "Nobody
leaves. No one talks to the press. We're going to debate and then agree
on an economic strategy. And we're all going to sign it. If you want to re-
sign, you can resign. But otherwise, you're in the government, and
you're going to be part of this." They debated around the clock for the
better part of three days, and adopted what became known in Bolivia as
Supreme Decree 21060, a blueprint not only for ending the hyperinfla-
tion but also for a thoroughgoing transformation of Bolivia's economy.
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The program was initiated on August twenty-ninth, starting with a
sharp rise in oil prices. As gasoline prices soared (a gasolinazo in Latin
American slang), the budget deficit closed. Money poured into the state
oil company and from the state oil company into the budget coffers.
The sudden end of the budget deficit led to an immediate stabilization
of the exchange rate. Since prices were set in dollars and paid in pesos,
the sudden stabilization of the Bolivian peso-U.S. dollar exchange rate
meant an equally sudden stability in peso prices. Within a week, the hy-
perinflation was over.

Figure 1 shows the monthly price level for the period 1982 (at the
onset of the hyperinflation) until 1988. We see the sudden stop in the
rise of the price level in September 1985. Figure 2 shows the same thing
in finer resolution, on a week-to-week basis during August and Septem-
ber of 1985. There would be tense moments in the early months of the
stabilization program, and a near collapse of the stability at the end of
1985, but the hyperinflation as it turned out was over for good. It had
lasted for three years, and was ended in a day.

Had events proceeded quietly from that point on, | might never
have had a further engagement with Bolivia. Sooner rather than later,
however, | came to understand that Bolivia's hyperinflation, and the
budget deficit that had caused it, were symptoms of much deeper ills.

Figure 1: Bolivian Prices, 1982-1988
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My understanding of Bolivia was quite superficial at the time—good
enough to help assess how a stabilization plan could be launched, but
not good enough to understand why the hyperinflation had occurred in
the first place, and why a long cascade of wrenching changes lay ahead.
Circumstances were far more fragile and difficult than | imagined.

CRACKS IN THE EDIFICE

On October 24, 1985, the London Metal Exchange suspended trading
on tin, marking the beginning of a crash in prices. Over the next nine
months, tin prices plummeted by about 55 percent after the tin cartel,
of which Bolivia was a member, went bankrupt and was no longer able
to buy tin stockpiles to hold the price at the earlier targeted rate. Bolivia
was a tin exporting country, and the state-owned tin mines were an im-
portant source of jobs, political support, social support for workers, and
taxes. Thus another huge hole opened in the deficit of this impover-
ished and stricken country, and what had been an early start to stability
was suddenly thrown onto the shoals once again. Soon afterward, | got a
call: President Paz Estenssoro wanted me to return to Bolivia

By then | was more familiar with Bolivia's economic history. Amaz-
ingly, | had found an obscure book in Harvard's library written by
George Eder, aforeign economic adviser to the Bolivian government in
1956, who advised the Bolivians on ending the high inflation that had

Figure 2: Weekly Inflation Rates
(Week 0 = August 26-September 1, 1985)
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followed Bolivias 1952 Revolution. George Eder had set up a govern-
ment committee for economic stabilization and had advised the com-
mittee. Eder had had lots of good ideas. Even the cast of characters was
familiar, including Victor Paz Estenssoro himself, who had led the 1952
revolution and was Bolivia's president between 1952 and 1956.

When | returned to La Paz, | met Paz Estenssoro for the first time,
and presented him with a memo on recommendations that harked back
to 1956. The president was quite taken with the memo, and asked if |
would continue as his adviser. | accepted, knowing it would give me the
chance to watch the continuing drama, make suggestions, and learn
from the experience. | went home, planning to return in a couple of
months.

At Christmastime, a month later, 1 got another urgent call: the hy-
perinflation was back. Could | return immediately? | arrived immedi-
ately after the new year. On a brief stop in Lima, | heard the news that
Bolivian Planning Minister Guillermo Bedregal had resigned, and on
his way out had called for a 50 percent increase in wages so that Boli-
vians could keep up with a new explosion of prices. It sounded as if the
hyperinflation was off and running once again. | knew that a new round
of hyperinflation would trigger a new cycle of political instability. Upon
arriving in La Paz, | went straight from the plane to the Central Bank.
Sure enough, there had been a tremendous spike in the money supply
in December.

A technical team at the Central Bank explained that the budget has
to cover two monthly salaries in December as part of the Christmas
package. This could have been accommodated through better mone-
tary management, but as one central banker told me wistfully, "We've
never had a finance minister who lasted two Christmases.”" The govern-
ment simply did not know how to handle the extra monthly wage in a
manner that was not financially explosivel!

| quickly worked out a trick after the fact. | said that the Central
Bank should sell its foreign exchange reserves into the currency market
in return for the pesos that had just been issued. This foreign exchange
operation would thereby mop up the newly issued pesos. The peso ex-
change rate would strengthen, peso prices would stop rising, and the
just-announced wage increases could be obviated. This approach was
unusual because Bolivia risked throwing away its scarce foreign ex-
change reserves for a situation that seemed already to be going down
the drain. | thought that it was worth the risk, however. A return to hy-
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perinflation would have been devastating. | took the idea to Goni, who
was just then becoming the new planning minister. Goni bought the
idea. We went to the president, who also accepted it.

The foreign exchange operation began. Just as monetary theory
said, the exchange rate stabilized and then started to strengthen. This
time was the first in along while that the Bolivian currency had actually
strengthened. The president announced, "There will be no wage in-
crease. We are committed to stability and will make sure that our mone-
tary policy is consistent with that.” So the government took a strong line
and won a lot of credibility with the public as aresult. After this skirmish
the hyperinflation was never to return, even as a threat.

The turnaround succeeded, at which point, ironically, | was called to
the International Monetary Fund in Washington to explain why | was en-
couraging the Bolivian government to "waste" its scarce foreign ex-
change reserves. | explained the logic. The IMF could not see it and felt
that the sale of foreign exchange was unwarranted. The opposition came
too late. The operation was already finished and had succeeded. | hap-
pily left Washington on the evening flight, having had my first skirmish
with the IMF. | was coming to realize that "official advice" coming from
Washington could have itsweak points. Little did | know at the time!

Consolidating the Victory over Hyperinflation

| also began to discover that there is no moment of peace in such crises.
Bolivia had four huge obstacles that remained before the stabilization
was finally consolidated. First, the October 1985 collapse of tin prices
was eating away at the budget and macroeconomic stability. The tin
mines were no longer profitable. The mining sector was throwing the
entire budget into a huge deficit. The Bolivians undertook a massive
cutback of the tin-mining labor force, one that was shocking in scale
and heartrending for those affected. Almost five sixths of the tin work-
ers eventually lost their jobs. An era of large-scale tin mining in Bolivia
had ended with the collapse of the tin cartel.

The second obstacle was facing up to the debt crisis. The Bolivian
government was bankrupt. It could not service its foreign debts owed to
international banks and to foreign governments, and had, in fact, sus-
pended payments more than a year earlier. Now that Bolivia had stabi-
lized, the IMF was pressing for a resumption of debt servicing. | felt that
such a step at this point would simply send Bolivia into political crisis
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and back to hyperinflation. It would require politically explosive and so-
cially unacceptable burdens on Bolivia's poor through further cuts in
government spending and further increases in taxation (if those were
even possible to collect). Upon my strong advice, and Goni's strong con-
currence, Bolivia said no to the IMF: it would not restart debt servicing.
Bolivia's opposition to the resumption of debt servicing, and its insis-
tence on debt cancellation, helped to set in motion the process of debt
cancellation for the poorest countries.

How the debt debate played out was another eye-opener for me. The
IMF team and | opened the debate one evening in Goni's living room. |
held forth vigorously that renewed debt servicing would crush the living
standards of already impoverished people, and would also destabilize the
country politically. The IMF, on its side, said that there was no alterna-
tive; debt service must resume. After a heated exchange, we agreed to
continue the debate the next day at lunch. As lunch started, | gave alit-
tle sermon about how renewed debt servicing was completely inappro-
priate, and how debt crises in the past had been resolved by substantial
reductions in the debt through one contrivance or another. Indeed,
Bolivia and many other countries had defaulted in the 1930s and had
had their debts canceled in the 1940s. | announced, rather brazenly, that
this was just the way it was going to have to be again in the 1980s.

The IMF team, of course, had instructions to the contrary. The Rea-
gan administration had not yet acknowledged the need for debt cancel-
lation, and was apparently content to squeeze Bolivia, if only to set an
example for other much larger debtors, such as Argentina, Brazil, and
Mexico. As | was talking, the IMF mission chief turned redder and red-
der. He was deeply annoyed to hear this kind of radical talk by an ad-
viser. Finally, in exasperation, he said, "That is unacceptable, Professor
Sachs. We will never send such a program to our board for approval.” To
my further protests, he then declared, "When | get home, | will call Bill
Rhodes, who will also say that this is completely unacceptable.” | nearly
fell out of my seat because Bill Rhodes was a senior Citibank executive
with responsibility for Latin American debt. Here was the IMF mission
chief, in a broken country with hungry people, closed mines, hyperin-
flation, and disarray, saying that Citibank would have aveto over an IMF
policy on debt cancellation.

| paused, and then replied scornfully, "Oh, now | really do under-
stand. Let me explain to my Bolivian friends what you'vejust said. You
are going to call Citibank to find out whether Bolivias policies are ap-
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propriate? So the IMF's debt strategy is going to be determined by the
international banks?" He became furious, closed his book and stood up,
declared the meeting over, and walked out of the room with everyone
scrambling behind him. The amazing fact, however, was that after that
the IMF never again asked Bolivia to repay its debts. | think they were
taken aback by their acknowledgment that the creditor governments
that controlled the IMF were setting debt policies according to the
wishes of major international banks rather than the dictates of good
macroeconomic policy and international commitments to the needs of
extremely poor countries. The IMF had finaly acknowledged that Bo-
livia was truly broke, and needed to have its debt written down if it was
going to get back on its feet.

From that point on, Bolivia remained in suspension of its debt. In
1987, | helped Bolivia to negotiate a debt cancellation agreement with
its major commercial bank creditors, which became a template for later
debt-cancellation operations. The concept was radical, but it was the
only sensible and realistic way to face the economic circumstances of
the country. It has made sense in the long term for the creditors as well
as the debtors, since—when applied wisely—it has allowed countries to
get back on their feet and either repay part of the debt (where that is
possible) or at least be less of a burden to the international system in
terms of future foreign assistance. The strategy of debt cancellation has
now been applied in dozen of countries, but far too often the interna-
tional community has been too late and too grudging in the debt relief
to enable really impoverished, debt-torn countries to reestablish eco-
nomic growth and development.

John Maynard Keynes, as usual, had many important things to say
about debt servicing. In the period following World War |, Keynes un-
derstood and wrote brilliantly about the political economy of societies
in deep economic distress. He understood that there was little advan-
tage in pushing countries over the brink, either by demanding war repa-
rations from Germany or the repayment of wartime debts to the allied
victors of the war. Keynes warned that political systems could snap. In
The Economic Consequences of the Peace, he boldly called for the cancella-
tion of the post-World War | claims in an eloquent plea that | would
find invaluable three quarters of a century later.

It might be an exaggeration to say that it is impossible for the Euro-
pean Allies to pay the capital and interest due from them on these
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debts, but to make them do so would certainly be to impose a crush-
ing burden. They may be expected, therefore, to make constant at-
tempts to evade or escape payment, and these attempts will be a
constant source of international friction and ill-will for many years
tocome. . ..

There will be a great incentive to [the debtors] to seek their
friends in other directions, and any future rupture of peaceable re-
lations will always carry with it the enormous advantage of escaping
the payment of external debts. If, on the other hand, these great
debts are forgiven, a stimulus will be given to the solidarity and true
friendliness of the nations lately associated. The existence of the
great war debts is a menace to financial stability everywhere. . . .

We shall never be able to move again, unless we can free our
limbs from these paper shackles. A general bonfire is so great a ne-
cessity that unless we can make of it an orderly and good-tempered
affair in which no serious injustice is done to anyone, it will, when it
comes at last, grow into a conflagration that may destroy much else
aswell.

Keynes warned that the failure to address the debt crisis could even-
tually lead to calamity, as indeed overtook Europe with the rise of Bol-
shevism and Nazism:

The bankruptcy and decay of Europe, if we allow it to proceed, will
affect ever)' one in the long-run, but perhaps not in a way that is
striking or immediate.

The third critical obstacle was tax reform, the great drama of the spring
of 1986. It was time for Bolivia's upper class to contribute to the tax sys
tem. | pushed friends within the government and political supporters of
the government. Many of Bolivia's richest landowners could not quite
understand why their thousand-hectare cattle ranches also needed to be
taxed. The political debate was touch and go, but in the end, the tax re-
forms passed and they helped to consolidate a fairer fiscal base. Bolivia
remains a place of great inequality. But the country took a step forward
to greater fairness in 1986, and one that was extremely important in
maintaining monetary stabilization and political civility in the country.

The final major initiative that year was to establish an emergency so-
cial fund that could address at least some of the urgent social conditions
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of the country. | was beginning to understand that the end of hyperin-
flation did not mean the end of suffering or extreme poverty. Far from
it. 1 said ruefully to the government's economic team that if they were
brave, heroic, steadfast, earnest, and honest, they could hope to turn
their impoverished, hyperinflationary country into an impoverished
country with stable prices. The end of the hyperinflation would at least
provide the foundation for economic development.

Goni Sanchez de Lozada understood that Bolivia would have to
reinvent itself, since tin mines could never again offer prosperity. But
transformations and reinventions take time. Until then, Bolivians had
to survive. People neededjobs, health care, and schools for their chil-
dren. Canceling the debt was part of the answer. Working hard for more
foreign aid was another piece. And finding new ways to direct emer-
gency help to the poorest people was absolutely essential. One day in
Goni's office we were brainstorming and hit on the idea of establishing
an emergency socia fund that would direct money to the poorest com-
munities to help finance local infrastructure like water harvesting, or ir-
rigation, or road improvements. 1 picked up the phone and called the
World Bank. Katherine Marshall, the head of the Bolivia team at the
Bank immediately responded, "You're right, let's do this." Within avery
short period of time we were able to get the emergency social fund
started with World Bank backing. The fund offered a bit of a safety
net—jobs, village-level infrastructure—in extraordinarily difficult and
fragile circumstances.

My last intensive involvement in Bolivia in this period came a year
later when a U.S. military effort to interdict Andean drug trade hit Bolivia
very hard. The arrival of U.S. military forces sent Bolivia's drug-traffickers
scurrying. A financial crisis quickly ensued. Goni and | decided to seize
the opportunity by pushing for a much deeper eradication of the coca
crops (which provide coca leaf used in the manufacture of cocaine). We
believed that if the United States would invest meaningfully in alterna-
tive development options for the tens of thousands of organized, politi-
cally mobilized cocaleros (coca cultivators), it would be possible to shift
Bolivia to other agricultural and manufacturing exports.

Goni and | got together a group of anthropologists, agriculture spe-
cialists, and coca cultivation experts to work out a program to use in-
creased foreign assistance to offer realistic economic alternatives to
coca production, partly to help move people out of coca-growing re-
gions with alternative employment, and partly to substitute other crops.
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As with many other cases, the U.S. government ended up adopting
some of these ideas, gradually and fitfully, over the next fifteen years. It
did so, as so often happens, only after dividing the scope of U.S. funding
by ten. The United States, then and now, was looking for the cheap way
out, trying to push the costs onto the very poorest people, never making
enough of an investment to underwrite a solution.

I went with Goni to Washington to present the analysis. The U.S.
lack of support for Boliviawas appalling. In essence, Goni was told there
was no money available to accomplish anything other than through mil-
itary means. The worst meeting of all was with George Shultz, secretary
of state at the time, who spent half an hour explaining to the Bolivian
planning minister how the United States had budget problems and that
there was just no money to help the Bolivians. This lecture came from a
country whose per capita income was perhaps thirty times higher than
Bolivias, at a time when Bolivia was doing the United States' bidding on
coca interdiction at great risk to its own economic and political stability.

WAKING UP TO GEOGRAPHY

Perhaps three years into my work in Bolivia, | received awake-up call on
economic realism in the course of a conversation with David Morawetz,
a genial and insightful World Bank consultant. Morawetz was an inter-
national trade expert who had written awonderful book on the collapse
of Colombia's textile and apparel sector in the 1970s. He was attuned to
the practicalities of business. The bank had sent him to address one ma-
jor issue: what could Bolivia export after tin and coca?

Morawetz began the conversation with a straightforward observa-
tion: "Thisis alandlocked country, up in the Andean mountains, facing
incredibly high transport costs. The only products that Bolivia has ever
been able to export are commodities with a very high value per unit
weight because only those commodities can successfully overcome the
high transport costs." Morawetz observed that as a nation, Bolivia had
been born in the Spanish colonial period first as a silver exporter, then
as a gold exporter. It experienced a rubber boom in the middle of the
nineteenth century, the tin boom early in the twentieth century, a brief
hydrocarbons boom in the 1960s and 1970s, and the coca boom in the
1980s. All of Bolivia's exports were indeed commodities with avery high
value per weight. "What can this country export nhow?"
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Morawetz's point about Bolivias geographical distress was truly
(and incredibly) something new for me. Of course | knew that Bolivia
was landlocked and mountainous. The mountain vistas added immea-
surably to Bolivia's charm, the high altitude to my chronic shortness of
breath in La Paz, and the landlocked status to Bolivia's lingering suspi-
cions and hard feelings concerning Chile, which had stripped away Bo-
livia's coastal territory in 1884. Yet | had not reflected on how these
conditions were key geographical factors, perhaps the overriding fac-
tors, in Bolivia's chronic poverty. In all of my training, the ideas of physi-
cal geography and the spatial distribution of economic activity had not
even been mentioned.

Problems of geographic distress became a centerpiece of my think-
ing over the next fifteen years because once | started thinking about the
economic forces of geography, it was hard not to think about it. Coun-
tries are shaped profoundly by their location, neighborhood, topogra-
phy, and resource base. Adam Smith had thought widely about it, but |
had not read Adam Smith for years. My conversation with Morawetz
really got me thinking, and | realized that almost al the international
commentary and academic economic writing about Bolivia neglected
this very basic point. It bothered me greatly that the most basic and cen-
tral features of economic reality could be overlooked by academic econ-
omists spinning their theories from thousands of miles away.

Fortunately, in my first foray into country advising, this serious mis-
take did not cause too much disruption. My assignment had been
largely about ending a hyperinflation and reestablishing a fiscal and fi-
nancial base for economic development. Monetary theory, thank good-
ness, still worked at thirteen thousand feet above sea level. My basic
insights about how to end a hyperinflation and how to overcome a debt
crisis still worked. When | turned my attention from stabilization to de-
velopment, however, arenewed focus on physical geography and its eco-
nomic consequences became crucial.

EARLY LESSONS IN CLINICAL ECONOMICS

Bolivia gave me my first insights into the problems of economic develop-
ment. | began to understand vividly how much | would have to learn to
be able to give sound guidance on critical issues of development. | would
never again be an economist who could neglect a crucial "detail" about a
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country, such as its being mountainous or landlocked or at war with a
neighbor. | became ever more attuned to a country's resource base, cli-
mate, topography, political relations with neighbors, internal ethnic and
political divisions, and proximity to world markets. In short, | started re-
alizing that |1 needed to be a clinician with the skills of differential diag-
nosis. | was not yet thinking explicitly in these terms, but the general
notion that | was an economist making house calls began to take hold.

| learned several specific points that would prove useful in the future.

» Stabilization is acomplex process. Ending a large budget deficit may
be the proximate step, but controlling the underlying forces that
caused the budget deficit is a more complex and longer-term
process. Many factors in Bolivia had to change to consolidate its new
price stability: domestic oil prices, the closure of unprofitable tin
mines, reform of domestic taxation, debt cancellation, and social
funds to reduce the crisis of extreme poverty.

* Macroeconomic tools are limited in their power. Even with the suc-
cess of macroeconomic stabilization, Bolivia continued to experience
great long-term difficulties because of its intrinsic problems: its geog-
raphy; the great social and economic inequalities that divide the
country; and regional political relations fraught with difficulty, partic-
ularly with Chile, Brazil, and Argentina.

» Successful change requires a combination of technocratic knowl-
edge, bold political leadership, and broad social participation. With-
out technocratic knowledge, there would have been no successful
stabilization or debt cancellation. Without the strong leadership of
President Victor Paz Estenssoro and Goni Sanchez de Lozada, the
very same plans would have failed.

» Success requires not only bold reforms at home but also financial
help from abroad. Bolivia needed to make bold, coherent, and com-
plex reforms. The international community needed to give adequate
aid and debt cancellation.

» Poor countries must demand their due. Bolivia would have suffered
years of further anguish from external debt had Goni and | not
pushed relentlessly for a cancellation of Bolivia's debts. The IMF, cer-
tainly, was not coming to Bolivia's rescue. Perhaps because of my inex-
perience, | believed that a very different approach to debt reduction
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was not only needed but also possible. This outlook proved to be cor-
rect. Since then, | have strived to be clear about what is needed, and
have paid much less attention to what | am told is "politically possi-
ble." When something is needed, it can and must become possible!

Table 1: Bolivian Progress Since 1985

1985 2002
GDP per capita (constant 1995 $) 835 940
Adult literacy rate (% of people ages 15 and above) 74 87
Primary school enrollment (%) 91 94
Secondary school enrollment (%) 29 67
Ternary school enrollment (%) 21 39
Infant mortality rate (per 1,000 live births) 87 56
Under-5 child mortality rate (per 1,000) 122 71

Note: Where 1985 or 2002 data arenot available, table showsnearest availableyear.
* Source: Data fromWorld Bank (2004).
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Bolivia hasimproved significantly since 1985, with social and political
stability, constitutional rule, low inflation, and positive per capita eco-
nomic growth (albeit growth that has been much too slow to consolidate
public support), major improvements in literacy and school enrollment,
and major reductions in infant and child mortality rates. Table 1 shows
some of these improvements. During the early 1980s, the path of per
capitaincomewas on a steep decline; after stabilization there was a signifi-
cant increase, shown by the V-shaped curve in figure 3. Goni Sanchez de
Lozada was much praised for this turnaround, and won election as presi-
dent, serving from 1993 to 1997. Bolivias growth, however, stagnated at
the end of the 1990s and the first years of the new century, part of a gener-
alized economic crisis throughout South America.

Bolivia remains poor and divided to this day. Stabilization and open
markets did not end poverty, even a generation later. Deep ethnic divi-
sions remain. After Sanchez de Lozada won a second round of the presi-
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Figure 3: Bolivian Income

1050
1000
950 \
900
850 1

200 4

GDP per Capiis {consiant 1995%)

700 T T '
1980 1985 1990 1995 2000

Year

Seesce: Daba from World Bank (2004].

The story of Bolivia thus shows the successes of macroeconomic
reforms as well as their deep limitations. Price stability and market re-
forms reestablished growth, but the growth was too little and too un-
even in its impact to lift the entire population from extreme poverty.
The economic transformation in Bolivia remains only partially accom-
plished. Bolivia has gotten one foot on the development ladder, but the
step up to the next rung has been excruciatingly slow and uncertain.

Bolivia's successes in the mid-1980s in stabilization and the restora-
tion of growth attracted international notice for my evolving ideas on
debt relief, stabilization, and social programs. | was invited to work with
national leadersin Argentina, Brazil, Venezuela, and Peru, and | rapidly
got to know more about the history, physical geography, social condi-
tions, and economic trends of South America. Thiswork, in turn, led to
an unexpected call and invitation to Poland in early 1989 that began an-
other chapter in my career.
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POLAND'S RETURN
TO EUROPE

I n early 1989, | got a call out of the blue from Krzysztof Krowacki, an
official in the Polish embassy in Washington, to ask if he could visit
me at my office at Harvard. | agreed. | did not know what it was about,
but it would turn out to be an invitation to participate in the epochal
events starting to unfold in Eastern Europe.

A few days later, Krowacki was in my office explaining the economic
disasters that had hit his country, and asking whether the advice | was
giving in Latin America might be of relevance to Poland. He described a
country in deep trouble: Poland had long ago partially suspended its in-
ternational debt payments, the economy was suffering from high and
rising inflation, and there was a deepening political crisis. He said that
the government wanted to make reforms.

Poland had long been known as the most liberal of the communist
states, but after the rise of Solidarity in 1980 and the military crackdown
the year afterward, it was the only Soviet-dominated country of Eastern
Europe under martial law. But even during martial law between 1981
and 1989, Poland was a kind of freewheeling, almost chaotic country
and economy, with tremendous black marketing and smuggling. Al-
though many people were arrested and jailed, there were still dissident
voices being heard.

| listened with fascination to my guest for more than an hour. We
talked about the developing-country debt crisis and what | had recom-
mended in South America. At the end of the discussion he asked me if |
would be willing to go to Poland to discuss these issues with some of his
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colleagues. | told him that | was interested in the events in Poland and
that | had visited Wroclaw, Poland, in 1976, soon after worker strikes
and protests in that city. | had followed Polish affairs and events in
Eastern Europe with great interest, in part because my wife and her fam-
ily had emigrated from Czechoslovakia.

That said, | politely declined his invitation, explaining that | did not
choose to work for the communist government. | was a great fan of Lech
Walesa's, who was still under house arrest. If atime came when there was
a chance to talk both to the government and to a legalized Solidarity, |
would be interested in doing so. When we parted, | said, "If anything
changes, if martial law islifted, please give me acall. I'd love to go."

Four weeks later Krowacki called me back and said, "Professor
Sachs, you said to call if anything changes. Well, it turns out the govern-
ment is going to legalize Solidarity in a round-table agreement in early
April." This was amazing news. | did not quite take it at face value, since
these things are never sure until they actually happen. But | said, "If this
is really going to happen, count me in. Please make sure that when | ar-
rive, | see both the government and the Solidarity economists. | want to
see if there is some way that my knowledge and experience can help to
bridge the gap between the two sides.”

POLAND'S DEMOCRATIC REVOLUTION

| arrived in Warsaw on April 5, 1989, after attending a short conference
in Moscow. A professional economist at the Trade Institute was my host.
| gave atalk about debt management, met with a couple of the econo-
mists from the Solidarity movement as planned, and drove by the palace
where the negotiations were being completed for the signing of the
round-table agreement. | left that evening. It was a one-day visit, but |
had a sense of history in the making.

A few weeks later | got a call from the remarkable investor and phi-
lanthropist George Soros, who said that he was in touch with some of
the Solidarity leadership and with the government, and was taking atrip
to Poland. Would | accompany him on the trip to meet with these
groups? | told him that, strangely enough, | had recently had discus-
sions in Warsaw and that | had an open invitation to return. Soros un-
derstood that his financial backing could help leverage democratization
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throughout Eastern Europe. His timely grants of fax machines, photo-
copiers, airplane tickets, and much more had an unparalleled catalytic
effect on the democratic revolutions throughout Eastern Europe. In
May 1989, | went with Soros, and we met with government officials and
again with the Solidarity economists.

During that spring, everybody had expected a continuation of com-
munist rule. Still, there was growing economic chaos, and a desperate
urge to find some kind of political and social equilibrium in which re-
forms could go forward. No one knew what to do. The economy was
broken; planning had collapsed; black markets, inflation, and extreme
shortages were pervasive. At the conclusion of the trip, | told the Soli-
darity group and the Polish government that | would be willing to be-
come more involved to help address the deepening economic crisis. |
asked George Soros if his Stefan Batory Foundation would cover the
costs of a small team. | invited a friend, former student, and coauthor
David Lipton, then at the IMF, to work with me. We began our advisory
work still not having any inkling of what was about to happen.

Poland's political turning point was June 4, 1989. On the same day
as the Tiananmen massacre in China, Poland held its first partially free
elections in a half century. According to the round-table agreement, two
things happened: first, an upper chamber of the parliament was added
to create a new senate. And second, one third of the seats of the lower
chamber, the Sejm, went up for election. Solidarity swept both cham-
bers, winning ninety-nine of the hundred Senate seats, and al 35 per-
cent of the lower chamber up for election. The result was a political
earthquake: a partial political opening and a public scream in unison,
"We want the communists out."

The next two months were the most remarkable of my professional
life. When | returned to Poland soon after the election, ayoung and dy-
namic activist, Grzegorz ("Larry") Lindenberg, took Lipton and me to
meet, one by one, the leading strategists of the Solidarity movement:
Bronislaw Geremek, Jacek Kuron, and Adam Michnik. All three men
are giants in the worldwide struggle for human rights; all three played a
pivotal role in ending the cold war divisions of Europe.

Early one evening | sat down with Geremek, who asked me what |
thought Solidarity should do at that point. We began several hours of
discussion. | told Geremek that the elections had given Solidarity a man-
date to govern. | did not want to be naive, | hastened to add, given the
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repeated tragedies of Eastern Europe's recent history, including Soviet-
led crackdowns in East Germany in 1953, Hungary in 1956, and Czecho-
slovakiain 1968, not to mention martial law in Poland. Still, the election
results were unambiguous.

Geremek demurred. | could see the weight of history on his deeply
furrowed brow. Aside from the practical difficulties of any form of
power sharing in Eastern Europe, Geremek doubted that Solidarity
could actually manage the economy, which was in a state of complete
disarray if not freefall. He wondered whether it would be better for Soli-
darity to participate from the political sidelines, giving advice—perhaps
through a Solidarity-run economics committee of the newly elected
Senate—but not attempting to take responsibility for a mess that was
not Solidarity's making and that was not easily remedied.

Now it was my turn to demur. 1 disputed the idea that an economy
could be steered from the sidelines, that Solidarity could play its historic
role through a Senate committee. | explained the trials and tribulations
of managing a stabilization program. | explained how the real life of
economic reform, asin Bolivia, was "one damned thing after another." |
explained how steering an economy through the gales of hyperinflation
and aforeign debt crisis was a treacherous task. | also explained why |
thought that Solidarity could succeed. Economic reforms work, | in-
sisted. The public waswith Solidarity. Now was the time to act.

After several hours, Geremek slowly rose. "l feel terrible after this
discussion because | think you're right. Maybe we don't have a choice.”

Geremek suggested that Lipton and 1 go next to see Jacek Kuron.
We met in his apartment in the early evening a few days later. We en-
tered Kuron's small apartment and made our way to the study, where
Kuron sat at a crowded desk in a room filled with books piled high on
the table and everywhere else. He took out the first of many packs of cig-
arettes that he would smoke that evening, and a bottle of alcohol. He
barely spoke English, and understoodjust a little bit more. He smiled
and said, "Okay, so why are you here?"

"Well, | was asked to seeyou to talk about how Poland can get out of
this mess." "Okay then," he replied with Larry serving as interpreter,
"what do you say?' | started weaving a story about what economic re-
form in Poland might really mean. | said that Poland needed to become
a"normal" country once again with a normal economy. The revolution-
aries of Eastern Europe, including Kuron, had carried the banner of a
"Return to Europe." They were not Utopians or would-be inventors of a
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new social system. They simply demanded that Poland and its neighbors
should become part of a united "normal” Europe again. In economic
terms, that meant amixed economy like Poland's neighbors to the west.
| continued to improvise, sketching out an economic strategy for
Poland's return to Europe, drawing a bit on my experience in Bolivia,
since that country had "returned" to the world economy after decades
of self-imposed protectionism. | also compared Poland's situation with
that of Spain's and Portugal's in the 1970s, after their long periods of
military rule under Franco and Salazar, respectively. Those countries
had been isolated economically and politically, and then had found
their way back to the heart of Europe through economic and political
reforms. Their return to Europe had been marked by considerable eco-
nomic achievement, with high rates of economic growth and success in
attracting job-creating foreign investment from the rest of Europe.

| said that the essence of Poland's return to Europe would be to
trade on a market basis with Europe; to have people, and goods, and
companies moving to and from Europe; and to have Poland adopt the
laws, institutions, and governance patterns of Western Europe, so that
sooner rather than later—perhaps on a five-year timetable—Poland
could become a member of the European Community (the European
Union, established in 1992, was still three years away). To get there,
however, would also require a decisive stabilization program, since the
immediate crisis was one of shortages, black markets, and spiraling hy-
perinflation. The mountain of unpayable foreign debt would also have
to be reduced by negotiating the cancellation of part of the debt, as Bo-
livia had just accomplished in 1987.

This conversation took place well before there was a Solidarity-led
government, so | was improvising. Every couple of minutes Kuron
would hit the table and say, "Tak, rozumiem! Tak, rozumiem!"—"Yes, |
understand! Yes, | understand!" Smoke was filling the room, and the
bottle kept pouring. | talked and talked, probably for another three or
four hours. | was drenched in sweat. | do not know how many packs of
cigarettes he smoked that night, each stub being crushed into an ever
filling ashtray. At the end of the evening, he said, "Okay, | understand
this. We'll do it. Writeaplan.”

| thought to myself, "Thisis exciting. He liked the ideas." | said, "Mr.
Kuron, we will go home and fax you something within a week or two
about these ideas." He hit the table. "No! We need the plan now." | said,
"What do you mean?" "l need this tomorrow morning." Lipton and |
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looked at each other. And Kuron said again, "l need this tomorrow
morning." It was probably half past eleven at night. Larry said, "Okay,
we'll go over to the Gazeta office. There's a computer there. You can
type out a plan." Larry Lindenberg was business manager of Gazeta
Wyborcza, the newly legalized Solidarity newspaper, under the leadership
of the new editor in chief, Adam Michnik.

A PLAN TO ESTABLISH
A MARKET ECONOMY

We arrived at midnight in the newsroom, recently converted from a
kindergarten classroom. | sat at the keyboard, and Lipton and | began
to write a plan for the transformation of Poland from a socialist econ-
omy in the Soviet orbit to a market economy within the European
Community. We worked through the night until dawn, at which point
we printed out a fifteen-page paper with key concepts and a planned
chronology of reforms. It was the first time, | believe, that anyone had
written down a comprehensive plan for the transformation of a socialist
economy to a market economy. It briefly touched on the questions of
trade, exchange rates, price liberalization, convertibility of the cur-
rency, stabilization, industrial policy, debt cancellation, and abit on pri-
vatization, which was the area of greatest uncertainty.

Our proposal was for a dramatic, quick transformation to a mar-
ket economy—a leap across the institutional chasm—with market forces
to be introduced even before widespread privatization could be
achieved. Our hypothesis, which proved to be correct, was that the state-
owned enterprises would function somewhat like regular businesses if
they were allowed to operate according to market forces, despite the
fact that they were bureaucratic entities without owners other than the
state. We stressed that sooner rather than later the state would have to
find real owners for these enterprises, through various methods of pri-
vatization.

In an economic shorthand that was to be repeated many times in
the coming years, our program, in essence, was described as resting on
fivepillars:

e Stabilization—ending the high inflation and establishing a sta-
ble, convertible currency
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» Liberalization—allowing markets to function by legalizing pri-
vate economic activity, ending price controls, and establishing
the necessary commercial law

» Privatization—identifying private owners for assets currently
held by the states. These assets might be privatized in the form of
entire enterprises, or piecemeal (machinery, buildings, land),
depending on the circumstances

» Social Safety Net—pensions, health care, and other benefits for
the elderly and the poor, especially to help cushion the transition

» Institutional Harmonization—adopting, step by step, the eco-
nomic laws, procedures, and institutions of Western Europe in
order to be a successful candidate for the European Union (still
the European Community as of 1989)

Poland's challenges had some similarities to the problems in Latin
America, but also some profound differences. The similarities were
mainly macroeconomic. Like Latin America, Poland had high inflation,
a large budget deficit, and a large overhang of foreign debt. Asin parts
of Latin America, Poland's currency was unstable and not freely con-
vertible at the official exchange rate, so there was a huge gap between
the official exchange rate and the black market rate. That gap, in turn,
led to massive smuggling and tax evasion.

The differences were perhaps even more important. Poland was a
literate and ethnically homogeneous society. The ethnic and class ten-
sions that divided Bolivia were, mercifully, not present. Poland was also
not impoverished. Yes, its infrastructure was in a dilapidated state and
needed a massive overhaul; its air and water were polluted after decades
of energy-intensive industrialization and lack of environmental control;
and its Soviet-era factories were uncompetitive in Western markets. But
still, Poland was largely urban, literate, and equipped with basic infra-
structure (roads, electricity, piped water and sewerage, seaports and air-
ports). Geography was also favorable. Poland's proximity to Germany,
for once in its modern history, would be a big plus because it would ease
the two-way trade between Poland and the largest economy in Western
Europe. (In the past, the same proximity had meant repeated invasions
and conquest by outside forces.)

The biggest difference with Latin America, by far, was that Polish so-
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ciety knew where to head: toward Western Europe. Before 1945, Poland
had been a market economy, and part of the reforms would be to dust
off the commercial codes of the 1930s. Another part would be to adopt
the more modern commercial laws that were the shared legal base of
the European Community. In its quest to return to Europe, Poland also
had a worthy role model, at least in part: Spain, after the death of the
dictator Francisco Franco.

In important ways, Spain and Poland shared a similar position in
Europe. Both are Catholic countries of around forty million people.
Both are in the periphery of the continental European economy,
roughly equidistant from the heartland of the Rhine industrial region,
with Spain to the south and Poland to the east, as shown in map 6. As
such, both were late industrializers in Europe.

In 1955, the per capita GDPs of the two economies were roughly of
equal size: Spain was at $516 per capita; Poland at $755. Both countries
had been damaged by war (civil war in Spain's case); Poland was newly
under the political control of the Soviet Union. Spain gradually liberal-
ized, even while Franco was till alive, and then accelerated its integra-
tion with Europe after Franco's death in 1975. It finally became a
member of the European Community in 1986. Spain's return to Europe
had done wonders for its economic growth. Spain attracted Western Eu-
ropean tourists and investments, and enjoyed an export boom to its
neighboring countries, thereby becoming one of Europe's fastest grow-
ing economies. By 1989 Spain's per capita GDP was roughly four times
that of Poland.

My explicit hope and belief was that Poland could enjoy a Spanish
type of boom to start making up for nearly forty years of lost time. Aswe
wrote the plan, there was one big uncertainty, however. What would
happen to the old heavy industry built in Poland on the basis of trade
and energy links with the Soviet Union? We were soon to find out. The
start of the transition involved a large reduction in production by the
old industry. The first changes, therefore, saw a dramatic decline in in-
dustrial production as a shakeout of the old Soviet-era enterprises oc-
curred. It was two years into the reform, in 1991, when a recovery in
GNP began to occur. Fortunately, that recovery would soon gain mo-
mentum and carry Poland above its 1989 GDP and industrial produc-
tion levels, asisevident in figure 1.
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Figure 1: GDP and Industrial Production in Poland
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Launching the Plan

We took the document to Jacek Kuron the next morning. 'Good, thisis
good," said Kuron. "Go see Michnik." Adam Michnik, the Gazeta editor,
was the third member of Solidarity's intellectual triumvirate. Brave and
visionary, Michnik was as clear thinking as anyone | met in the demo-
cratic upheavals of Eastern Europe and the former Soviet Union.

| laid out the plan to him. We talked a bit. He kept saying, "I'm not
an economist. | don't understand these things." At the end of our con-
versation he asked, "Will this work? That's what | want to know. Will this
work?" | said, "Yes, thisis going to work." He said, "Are you really confi-
dent that it's going to work?" | said, "This is good. Thiswill work." Mich-
nik said, "Okay, then you have filled in the last piece of my puzzle. I've
known what to do politically. Now you tell me that there is an economic
strategy as well. In that case, we're going to go for government.”

Within a few days, Michnik wrote a lead editorial in the Gazeta
Wyborcza that defined Poland's political transformation: "Wasza Prezy-
dentura, Nasz Premier" ('Y our Presidency, Our Prime Minister"). Power
would be shared. Solidarity would form the government; the com-
munists would keep the presidency and the "power ministries" (de-
fense, interior, intelligence, police). It was a brilliant gambit, building
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confidence across an embittered half-century political divide. Michnik's
compromise proposal was based not only on political realism, but also on
the fundamental insight that the leaders of Solidarity and of Poland's
Communist Party were all Polish patriots, with much more uniting them
than dividing them. With the power ministries in communist hands, the
Soviets were much more likely to assent to Solidarity's leadership in the
civilian ministries.

At this point, Michnik, Kuron, and Geremek all advised Lipton and
me that it was time for us to brief Lech Walesa. We got on a little plane a
few days later to fly from Warsaw to Gdansk. Upon landing, we took a
taxi to a nearly empty, cavernous building across the street from the
famed Gdansk Shipyard, the place where Lech Walesa hadjumped the
wall in 1980 to start the revolution of freedom in Eastern Europe.

We were led into Walesa's office. The walls were covered with pic-
tures of Martin Luther King, Jr., and John and Robert Kennedy, and var-
ious proclamations and awards. Out of the window we could see the
great anchor at the shipyard entrance. Walesa came in and we greeted
him. He began abruptly. "What are you doing here? What do you want?"
| said, "Mr. Walesa, we're here to talk to you about the fact that Poland is
slipping into hyperinflation. We have a plan for economic stabilization
and reforms that we'd like to present.” He immediately interrupted me.
"l didn't come here for an abstract discussion; | want to know how we
get banks into Gdansk."

| was nonplussed, but | pushed back firmly. "Mr. Walesa, hyperinfla-
tion is not an abstract issue. The current economic crisis could really de-
stroy Polish society.” | began to try to describe what | thought was
happening. He listened, asked a question or two, and then said, "I want
to know how we get foreign banks to come here. We've got good build-
ings here. We need banks. | want you to help me get abank to Gdansk."
| said, "Well, I'll certainly be working to try to help you with that." We
discussed a little bit more, and he thanked us for coming, and we were
led out. | was bewildered.

A few years later | was at the Belgian embassy in Moscow, speaking to
a number of ambassadors. The Belgian ambassador pulled me aside,
and said, "You'll be alittle bit surprised to know that | was the next visi-
tor to see Lech Walesa after you met him in the summer of 1989. | was
Belgium's ambassador to Poland at the time." | expressed my amaze-
ment. He continued, "Well, Mr. Walesa said to me, 'l don't know what
that fellow was talking about, but it sure sounded interesting.™
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Asitturned out, | had many subsequent meetings with Lech Walesa.
My admiration for Walesawas, and remains, sky-high. He was surely the
inspiration that had brought me to Poland in the first place. Having
been an electrician who jumped a shipyard wall and brought freedom
to his country, Walesa had not had much time to learn macroeconom-
ics. He clearly understood human nature and politics, however, and |
learned a lot from him on both counts, as did the entire world. Walesa
was a great president of Poland in the early 1990s and is one of the
world's heroic freedom fighters.

Lipton and | flew back to the United States. About a week later, in
mid-July, | talked with Michnik by phone. "So, what's going to happen?"
Michnik responded, "It's okay; it's going to work." "What do you mean?"
| asked. He said, "Gorbachev called us, and he's agreed with the pro-
posed change." The Soviet Union was going to accept a Solidarity prime
minister and a communist president. This decision was yet another of
Gorbachev's extraordinary contributions to world peace and the end of
the cold war. Gorbachev had actively helped to broker the arrival of Soli-
darity to power in Poland. Solidarity's rise to power was not a fait accom-
pli grudgingly accepted by the Soviet |eader. It was something Gorbachev
promoted in the interest of peace.

Lipton and | returned to Poland in early August, and we introduced
the reform plan to the Solidarity members of the Polish parliament.
Gazeta Wyborcza also ran several big stories promoting the "Sachs Plan"
as the way out of Poland's economic crisis. On August twenty-fourth, the
day that Prime Minister Mazowiecki came to power, | was invited to
speak to the Solidarity members of parliament. This was Poland's first
day of political freedom in almost half a century. The national and inter-
national mediawere there, and as it turned out, so too were Senate Ma-
jority Leader Bob Dole and his wife, Elizabeth Dole.

Senator Dole spoke first. He brought the good wishes of the presi-
dent of the United States and the American people. Dole wanted the
Polish people to know that the American people stood with them in this
moment of freedom. The United States would help to ensure that
Poland was successful on its path to democracy and freedom. He sat
down after prolonged applause. | was called to the podium next.

| started by saying that Poland's economic crisis was very deep, that
a hyperinflation was brewing and the socialist system was collapsing.
Poland was going to have to move with boldness and urgency to the
market system. Then | said that there was one huge issue that was on
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everyone's mind: the crushing $40 billion of foreign debt that Poland
owed to the world. Many people feared that this debt would become the
real barrier separating Poland from Europe and from prosperity.

"l want to remind you of what Senator Dolejust said. Senator Dole
said that the American people are with you. | have no doubt that that's
true. We Americans understand that after forty-five years of domination,
Poland today marks one of the most important and positive events in
modern history. Americans will be with you; Europe will be with you. So
I'm sure Senator Dole agrees that Poland's debt should just be can-
celed. There's no way that the Soviet-era debt should in any way risk the
freedom of the Polish people.”

| then used the line that was often repeated afterward. | said, "Your
debt crisisis over. All you have to do is send a postcard to your creditors:
'Thank you very much, but now we're in the age of freedom and democ-
racy, and we can't pay you the Soviet-era debts." And | said, "Don't
think about it again; it's done." A huge, thunderous applause erupted,
not surprisingly, along with some shock.

After that evening there were a lot of people in Washington who
tried to tell the new Polish leaders that | was dangerous. At least one well-
placed Pole in Washington advised the prime minister to get me out of
the country before | did real damage to Poland's economic reforms. |
was worried, of course. Even though | felt that my concepts were right,
my toehold as adviser was tenuous. Poland needed a decisive transforma-
tion to a market economy, combined with stabilization, currency con-
vertibility, and debt cancellation. It was an attractive package of reforms
that had a good chance of working despite the deepening crisis.

The next evening Lipton and | met the new prime minister, Tadeusz
Mazowiecki. We were led in late at night to the Stalinesque Council of
Ministers building. The prime minister greeted us wearily; his burden
was evident. He was an older man, and the difficult months ahead were
going to be exhausting. 1 didn't know what to expect of his approach to
the economic crisis. In one sentence he dispelled my concerns and got it
exactly right. He said to me, "I'm looking for Poland's Ludwig Erhard."

Ludwig Erhard had been the minister of economic affairs of postwar
West Germany who decisively put the country on the path of market re-
form. He was a famously successful and bold economic manager who
went on to become a somewhat less successful chancellor in the early
1960s. Erhard was especially famous for having ended price controls
overnight in West Germany, a move that allowed goods to come back into
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the stores from the black markets. | had been recommending this kind of
dramatic step, what would later be called shock therapy. Erhard had also
been a major inspiration for Gonzalo Sanchez de Lozada in Bolivia

We talked further. | described the ideas that | had, and he replied
that the plans sounded very much like what he wanted to do. He needed
to find someone who could really lead such a dramatic effort. He
named a fellow whom | did not know, Leszek Balcerowicz. Balcerowicz
ultimately headed the economic effort, and he was the true Ludwig Er-
hard of Poland—a brave, brilliant, and decisive leader.

Lipton and | met Balcerowicz two weeks later. | spent a few minutes
describing our plan, with which he was already familiar. He then took
out alarge flow diagram and unfolded it on the table. He said, "We're
going to do this, and we're going to do this dramatically fast." Balcero-
wicz was a professor at the Warsaw School of Economics and Planning.
He was a respected, politically independent scholar who had received a
master's degree in business at St. John's University in New York City. He
spoke perfect English, understood the market economy, and was a long-
distance runner. He would need this endurance for what lay ahead.

We began to work with Balcerowicz and his team to turn concepts
into policies. It was one thing to sketch out some ideas, another to elabo-
rate aprogram, and still another to construct a legislative, budgetary, and
financial agenda. The details are overwhelming and unavoidable. Thatis
why reforms cannot be led from the sidelines of parliament. Reforms
have to be led by an executive team, with a real executive leader. Bal-
cerowicz's first presentation of his plans would be in Washington, in late
September 1989, at the annual IMF meetings. We helped draft the plan
that he circulated to financial leaders at that occasion. It was an important
moment. The world was waiting to hear what Poland planned to do.

Early one morning during the IMF meetings, | called Balcerowicz
and said, "Leszek, | have an idea. | want to get you abillion dollars today.
| want to raise money for a stabilization fund for the Polish currency, the
Zloty Stabilization Fund. If we're going to make the Polish zloty a con-
vertible currency, | think we should try to peg the zloty at a stable value
right from the start of the reforms. To do that, Poland will need foreign
exchange reserves, which could be put in a highly visible stabilization
fund." Balcerowicz replied, "Do you think you could raise that money?
If you can get a billion dollars, great.”

Aswe had become accustomed to doing, Lipton and | set up a com-
puter on Lipton's dining room table, and typed out a one-page memo
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explaining the idea of the $1 billion Zloty Stabilization Fund. The
memo explained the concept of currency convertibility and stability as a
linchpin of Poland's return to Europe. We then went to see Senator
Dole. We explained the idea and he liked it. He invited us to return to
his office in an hour to meet with General Brent Scowcroft, the National
Security Adviser. We presented the concept to General Scowcroft, who
also liked it. By the end of the day the plan had been accepted at the
White House; and by the end of the week, the Bush administration had
announced its support for the $1 billion Zloty Stabilization Fund, of
which the United States would contribute $200 million and would seek
$800 million in contributions from other governments. The fund was
put together by the end of the year, and was in place at the start of Po-
land's reforms onJanuary 1, 1990.

FromPlanto Action

Poland's "big bang," or shock therapy as it came to be called, began on
the first day of the new year. Virtually all price controls were eliminated.
The currency was steeply devalued and then pegged at the new rate of
9,500 zlotys per dollar. The currency was backed by the Zloty Stabiliza-
tion Fund, and the Central Bank of Poland announced that it was pre-
pared to intervene in the foreign exchange market to keep the rate at
9,500 per dollar. A raft of new economic legislation went into effect, es-
pecially laws allowing private companies to open for business. Trade bar-
riers with Western Europe were eliminated, and private traders were free
to travel to and from Western European neighbors to buy and sell goods.

The first days were frightening. With the end of price controls, the
pent-up excess demand of the socialist era caused a massive jump in
prices, on the order of a fivefold increase. The price of a particular cut
of meat, for example, might rise within days from 1,000 zlotys per kilo to
5,000 zlotys per kilo. In the prereform days, however, the 1,000-zloty
price was mostly afiction. Only those people who queued up early in the
morning and were lucky to pick the right shops could get meat at that
price, but most shoppers would find only empty store counters. If they
really wanted to get meat, they would have to pay black market prices,
which could be even higher than 5,000 zlotys per kilo. Thuswhat looked
like a shockingfivefoldjump in prices was, in many cases, an actual de-
clinein prices if one compared the black market prices before January 1,
1990, with the free-market prices afterward. After the reforms, the
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goods were available in the shop counters, not the alleys of the black
market. This change, too, lowered the cost of goods by lowering the
time and effort that went into buying them.

Theory is one thing, and practice is quite another. Even though |
was confident that the end of price controls onJanuary 1, 1990, would
put goods back into the shops, at affordable prices, the early days of
1990 were nerve-racking. | called Poland regularly from the United
States. Larry Lindenbergwas getting more and more nervous. "It's been
a week, and we don't see any goods in the shops yet." And then, sud-
denly, the breakthrough came. "J&f, there are goods in the stores! In
fact, the department store down the block is having a sale, cutting the
price that it was charging for some appliances. This is the first time in
my adult life I've seen a sale. Something is starting to happen."

Indeed, within a few weeks the markets filled again. On our visits to
Poland at the time, Lipton and | kept a reconnaissance on the availabil-
ity of kielbasa in a shop around the corner from the Ministry of Finance.
Throughout late 1989 there were no sausages available at all. By the
middle of January, the sausages lasted until about eleven in the morn-
ing. A few weeks later, the sausages were amply available the entire day.
An amazing shuttle trade also began between Germany and Poland.
Poles would take their little cars and drive across the border to Germany
to buy goods to sell in Poland. They would sell the goods out of the
trunk of the car, convert the zlotys into deutsche marks (a conversion le-
gal after the start of the year), and then use the deutsche marks for the
next round of purchases. Others were selling Polish goods—such as
processed meats—or Polish labor on construction sites in Western Eu-
rope, bolstering the flow of deutsche marks and other Western Euro-
pean currencies on the Polish market.

None of this trade made Poland rich overnight. The newly available
goods were expensive, and incomeswere low. Still, Poles stopped spend-
ing their daily lives searching for goods in the black market or queuing
up for goods in front of empty shops. The freedom to trade would be-
come an underpinning of economic growth during the coming years.
There were, of course, some very sharp changes in consumption pat-
terns, some highly desirable, others quite painful. One change for the
better was in the composition of the Polish diet. Until 1990, the Polish
diet had been overstuffed with fatty dairy products, the result of heavy
subsidies for dairy farmers. At the start of 1990, the subsidies were elimi-
nated, and the diet shifted toward fruit and vegetables and away from
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cholesterol-laden dairy products. Fruit that had simply been unavailable
in Poland, such as bananas, was now available through the shuttle trade.
The new diet led to a significant drop in heart disease within afew years.
The biggest dislocation, by far, came in Poland's large state-owned
industrial enterprises. Many enterprises had survived only because of
central planning. They were not manufacturing products that were
marketable, especially when Western goods became readily available.
Many were making products that had been sold to the Soviet Union,
which was not much of a customer any longer. Most of heavy industry
had relied for decades on the delivery of very cheap and plentiful Soviet
energy to Poland. In the beginning of 1990, with the end of communist
rule in Poland, the Soviet Union began selling oil and gas to Eastern Eu-
rope on a strictly market basis, leading to a huge drop in supplies.
Poland's large heavy industrial firms were forced to scale back their
workforce, and some closed their doors permanently. The greatest pain
was endured by middle-aged workers in their forties and fifties who had
been trained for a Soviet economy that no longer existed. Most of these
laid-off workers ended up on the unemployment dole for a while, then
on pensions after early retirement. History had cheated them of the
training and knowledge for a full lifetime of productive employment.

Fortunately, foreign investment from Germany and other Western
European countries began to pick up relatively early. In late 1989, | was
asked to meet with a senior executive of Asea Brown Boveri in the
Zurich airport as | was traveling back to Boston. She told me that the
company was considering an investment in Poland: taking over a state-
owned power turbine factory. She asked if | would meet with the board,
and when | did, they were very surprised when | told them how opti-
mistic | was about Poland. Fortunately, enough of the ABB leadership
shared that optimism, and the proposed investment went ahead. It be-
came very successful, and the company ended up selling power turbines
al over the world through ABB's global production network. Its success
was a clear example of how Poland's integration into the world econ-
omy could createjobs in Poland, raise the productivity of local industry,
help integrate Poland into the European economy, and begin the long
process of raising productivity and living standards.

In general, Western European firms began to invest in Eastern Europe
after 1989, often setting up production facilities in order to export manu-
factured goods to Western European markets, taking advantage of the
lower wages in the east. This same pattern fueled Spain's rapid economic
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progress once it had become integrated with the European Community in
the 1970s and 1980s. Geography, as usual, showed its power to shape eco-
nomic events in the east. The farther a postcommunist country was from
Western European markets, the lower the foreign direct investment (FDI)
per person that flowed into the country. Thisisillustrated in figure 2. The
distance of each postcommunist country's capital city from Stuttgart, in the
heart of the European economy, is plotted on the horizontal axis, and the
amount of foreign direct investment per person as of 1996 on the vertical
axis. Though not a rigorous analysis, the downward sloping line shows a
strong relationship: the closer to Western Europe, the higher the FDI.

Within two years, it was beginning to dawn on many people that
Poland was out of disaster and, in fact, beginning to grow. That resur-
gence was the first case of postsocialist growth in al of the countries of
Eastern Europe. A degree of optimism began to creep in, even in a mi-
lieu that was historically so riddled with pessimism. The real revival of
optimism, however, awaited a solution to the foreign debt, which hung
over Poland's future like a persistent storm cloud.

Figure 2: FDI and Location in Eastern Europe
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ENDING THE STRANGLEHOLD
OF SOVIET-ERA DEBT

Balcerowicz was not going to be able to manage the strife and disloca-
tion of wrenching economic reforms if the benefits of the reforms were
gobbled up by increased debt servicing. The gains from reform had to
accrue to the Polish people, not to Poland's foreign creditors, a basic
point of political economy that | had been stressing for many years
about Latin America and Eastern Europe. Balcerowicz decided to draw
the line,just as | had recommended. Poland would aim for a negotiated
cancellation of a significant part of its external debts to ensure that its
future was not held hostage to Soviet-era debts and that the Polish
people themselves would be the beneficiaries of their brave plunge into
democracy and a globally integrated market economy.

Alas, the negotiations would not be so simple. | heard repeatedly
from senior finance officials of the United States, Europe, and Japan
that the Western creditor nations would not forgive the debt of a Euro-
pean country. Boliviawas one thing, they argued, but Poland was quite
another. Then the breakthrough came, when Balcerowicz went to see
Helmut Kohl. Before he left, | suggested to Balcerowicz that it would be
helpful for him to read the 1953 London Agreement, in which the al-
lied victors of World War 11 had given the new Democratic Federal Re-
public of Germany a fresh start by reducing the burden of pre-World
War |l-eradebts. In their meeting, as Chancellor Kohl started to object
to debt cancellation for Poland, Balcerowicz told him that Germany had
received the same treatment that he was asking for, and then he pro-
ceeded to summarize the 1953 settlement. Kohl ultimately agreed to do
the same for Poland as had been done for Germany, calling it a historic
time. That was the breakthrough. In the end, Poland received a cancel-
lation of 50 percent of its debt, roughly $15 billion.

Countries are often told that if their debts are cancelled, they will
no longer be creditworthy. This argument is backward. If a country has
too much debt, it cannot be creditworthy. Rational investors will not
make new loans. If debt cancellation is warranted by financial realities,
is negotiated in good faith, and the country pursues sound economic
policies afterward, then debt cancellation raises creditworthiness rather
than reduces it. After all, a well-governed country with low debts can &-
ford to take on new debts. Debt cancellation cannot be for a lark or
whim. It must not be a game to avoid past obligations. Debt cancellation
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must reflect true social, economic, and political realities. Under those
circumstances, a negotiated cancellation of debt can give new hope and
new economic opportunities to the debtor country, and renewed credit-
worthiness. This is exactly what happened with Poland, which returned
to the capital markets in the 1990s.

Alas, Yugoslaviawas not so fortunate. At the time that | was advising
Poland, | was also asked to help Yugoslavia escape from a similar spiral
of hyperinflation, excessive foreign debt, and socialist collapse. The last
prime minister of federal Yugoslavia, Ante Markovic, launched a stabi-
lization plan inJanuary 1990 that | had helped to devise. That plan got
off to a wonderful start and could actually have worked, but for Slobo-
dan Milosevic's deliberate and disastrously successful moves to under-
mine the federal government and its economic program. Markovic
needed bolstering in his struggle with Milosevic, who was at that point
head of Serbia. Markovic appealed to the Western powers to postpone—
not to forgive—Yugoslavia's debts. A postponement would have given fi-
nancial breathing room and political prestige to Markovic, both of
which would have strengthened the stabilization plan, whose success
would have further strengthened him.

Yet while Milosevic gained strength in his battle to bring down Yu-
goslavia, the first Bush administration, the European Union, and the
IMF refused even the modest request to reschedule Yugoslavias debts.
This refusal reflected, in my opinion, the stupidity of having foreign
policy and international economic policy divorced from each other. Al-
though Milosevic, not the West, must be blamed for the collapse of Yu-
goslavia, there was no effort of any sophistication to help hold the
country together. The U.S. ambassador at the time, Warren Zimmer-
man, with whom | dealt briefly, wrote an account of the collapse of Yu-
goslavia, Origins of a Catastrophe: Yugoslavia and Its Destroyers, which
arrived at the same conclusion.

LESSONS FROM POLAND'S REFORMS

By 2002, Poland was more than 50 percent richer in per capita terms
than it had been in 1990, and it had logged the most successful growth
record of any postcommunist country in Eastern Europe or the former
Soviet Union. On May 1, 2004, fifteen years after the start of democracy,
Poland became a member of the European Union. Poland has indeed
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returned to Europe. Its economic reforms have succeeded, even if the
country faces many continuing challenges and decades more before it
closes the income and wealth gaps with its richer neighbors in Western
Europe.

| had first been invited to Poland because of my experience with Bo-
livia and its neighbors in South America. The lessons of Latin American
stabilization and debt cancellation had indeed proved useful for Poland,
as Krzysztof Krowacki hoped when he had first come to my office at Har-
vard inJanuary 1989. | learned a vast amount after arriving in Poland,
and the lessons were vital not only for understanding what was needed
in Poland (and its neighbors) but also for understanding events and
economic development strategies in Latin America and other parts of
the world. Both the similarities and differences with Bolivia captivated
me. | began to understand how a country's geography, history, and in-
ternal social dynamics shaped its economic performance. Clinical eco-
nomics was beginning to evolve.

First, |1 realized more than ever how a country's fate is crucially de-
termined by its specific linkages to the rest of the world. Bolivia's history,
crises, and economic prospects all thoroughly reflected its situation as a
mountainous, landlocked country making its living by exporting natu-
ral resources. Poland's history, crises, and economic prospects, by con-
trast, all thoroughly reflected its situation as a mainly low-lying plain
sandwiched between Germany to the west and Russia to the east.
Throughout the two centuries from 1763 to 1989, the long, flat Pomer-
anian plain had been among the worst, if not the very worst, plots of real
estate on the planet. German and Russian armies had invaded Poland
many times. Poland had disappeared from the map—consumed by its
more powerful neighbors in the second half of the eighteenth cen-
tury—only to reappear in 1919 as part of the peace settlement after
World War |. But independence was not true freedom. Poland was in-
vaded in the same month by Germany and the Soviet Union, in Septem-
ber 1939, the launch of World War 1I, and then it fell under Soviet
domination between 1945 and 1989.

| believed that although Poland's geography had been perhaps the
most adverse in the world for two centuries, it would likely prove to be
among the most fortunate after 1989. With peace in Europe, that broad
flat plain between Germany and Russia would be perfect for trucks car-
rying merchandise and cars carrying tourists, instead of tanks carrying
conquering armies. Indeed, geography did work to Poland's advantage
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after 1989, with a boom of trade and foreign investment. ABB, Volkswa-
gen, and dozens of other Western European companies viewed Poland
as an enormously convenient base of operations for production for the
European market. Poland thereby took in billions of dollars of foreign
investment in ways that Bolivia, up in the mountains, could only dream
about.

Second, | learned once again about the importance of a basic guid-
ing concept for broad-based economic transformation, a concept pow-
erful enough to frame the great debates in a society and give guidance
to millions of individuals about the changes ahead. In Bolivia, the guid-
ing concepts were democracy, the end of hyperinflation, and the rein-
vention of the country, from a tin and coca producer to something new.
In Poland, the guiding principle, above al others, was the return to Eu-
rope. Western Europe, and particularly the European Community (and
later the European Union), provided the reference point, the organiz-
ing principles, even the specific tasks ahead for Poland's transforma-
tion. Hardship and uncertainty would be tolerated in Polish society if
the end point seemed reachable. Indeed, the promise of membership
in the European Union was fulfilled fourteen years after the start of the
reforms.

Third, and crucially, | saw again the practical possibilities of large-
scale conceptual thinking. Poland needed a fundamental transforma-
tion from a moribund socialist economy to a market economy. The end
point was clear, but the path was not. Certain facts seemed to stand in
the way. Poland needed to integrate with the neighboring market
economies, especially Germany's. For that it needed a stable, convert-
ible currency for market-based trade. But convertibility of the zloty
seemed along way off, unless confidence in the zloty could be restored
quickly. Hence the idea of the Zloty Stabilization Fund. Poland needed
to reestablish creditworthiness, but the overhang of Soviet-era debt
seemed to stand in the way; hence the idea of a negotiated debt cancel-
lation. By showing how these specific policy initiatives fit into a grander
vision, and with practical historical precedents (like Germany's debt
agreement in 1953), | was able to sell the pragmatic approaches needed
to clear away the stumbling blocks on Poland's way back to Europe.

Fourth, | learned not to take no for an answer. For almost two years |
had been told by senior finance officials of the seven richest countries,
the G7, that Poland's debts would not be cancelled. In the end, they
were. Logic prevailed, as indeed it often does. Sometimes, however,
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logic fails, as it did in Yugoslavia, and as it did in important ways in the
Russian reforms as well. Still, the experience of hearing no, no, no,
eventually followed by yes, has deeply affected my view of policy advo-
cacy. | do not take as a given what is considered politically impossible,
but rather | am prepared to argue incessantly, and annoyingly, for what
needs to be done, even when it is claimed to be impossible. That leads
to some striking successes as well as some deep disappointments, some-
thing | would experience in the case of Russia's reforms.

Finally, Poland's experience further confirmed a fundamental les-
son that | had seen clearly in Bolivia. By the time a society has fallen
deep into crisis, it aimost always needs some external help to get back
on track. Countries are like individuals in trouble who need the help of
their families, friends, counselors, and public programs, and can rarely
simply pull themselves up by their bootstraps. Societiesin crisis are sub-
ject to powerful forces of disarray. Even when |leaders want to lead, soci-
eties may fracture nonetheless, slipping into violence, war, or anarchy,
as Yugoslavia did in the early 1990s. Investors flee the country, not only
because of fundamental weaknesses, but also because they see others
fleeing as well. Disaster can become a self-fulfilling prophecy.

In these circumstances, outside help isvital on at least two accounts.
First, the help may be needed to get the fundamentals right. Debt can-
cellation is a case in point. Second, the help may be needed to bolster
confidence in the reforms. The Zloty Stabilization Fund is a clear exam-
ple. Simply having $1 billion in the bank was enough to convince Poles
that the zloty could be a stable and convertible currency (especially
since the rest of macroeconomic policy was responsibly managed). Al-
most al countries have received important help at some point: The
United States received French support during the War of Indepen-
dence. Europe and Japan received extensive U.S. aid after World War 11,
as did Korea a decade later. Israel has received vast financial support
from the United States. Germany and Poland had their debts canceled.
We should be wary of excessive moralizing, or telling the poorest or the
most vulnerable or crisis-struck peoples in the world simply to solve
their own problems.
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REAPING THE WHIRLWIND:
RUSSIA'S STRUGGLE FOR NORMALCY

After  the exciting and difficult year in Poland from April 1989 to
mid-1990, | planned to return to my academic work. | traveled reg-
ularly through Eastern Europe in 1990, and got to know more of the re-
gion and many of the new democratic leaders. Soon | began to meet
some young Soviet economists who were interested in the transforma-
tion under way in Poland and the neighboring countries.

In the summer of 1990, David Lipton and | were invited to meet with
the leadership of Gosplan, Russia's economic planning agency. We went
to talk about Poland's reforms. We were told that we were the first for-
eigners ever to be invited to the top floor of Gosplan, which is replete
with busts and portraits of Marx and Lenin and others of the communist
pantheon. We gave detailed briefings to senior Soviet planners about the
logic and key principles of market reforms. Gorbachev's perestroika was
very much under way, but the economy was not responding, other than
by falling deeper into black marketing, intensifying shortages, and the
spiraling inflation that we had witnessed the previous summer in Poland.

The Soviet Union's cascading economic problems, at their core, re-
flected the breakdown of the socialist system, just as had occurred in
Eastern Europe. But there were special immediate features that mark-
edly exacerbated the Soviet crisis. Most important, the Soviet Union
relied almost entirely on its oil and gas exports to earn foreign exchange,
and on its own use of oil and gas in energy-intensive heavy industry to run
the industrial economy. Starting in the mid-1980s, however, just as Gor-
bachev was coming to power, two big shocks hit the Soviet Union. First,
the world price of il plummeted, driving down the Soviet Union's export
earnings. Second, Soviet oil production peaked and then began to fall
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sharply because of the depletion of old oil fields and a lack of investment
in new, harder-to-reach fields in the tundra. The Soviet Union began to
borrow from abroad, both to fill the gap left by falling export earnings
and to try to modernize the economy. All of this was to no avail: the old
system could not be salvaged. In the second half of the 1980s, the Soviet
economy was caught in scissors of falling oil export earnings and rising
external debt, as shown in figure 1. Oil earnings exceeded Soviet foreign
net debt in 1985 ($22 billion versus $18 billion), but by 1989, debt had
risen to $44 billion (on itsway to $57 billion in 1991), while oil earnings
had collapsed to a mere $13 bhillion. By 1991, the creditors (many of
which were major German banks) stopped making loans and started de-
manding repayments, paving the way to economic collapse.

Figure 1: Russia's Scissors of Oil and Debt
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At that point, George Soros helped me to meet a young Soviet re-
former, Grigory Yavlinsky, who was a new economic adviser to Mikhail
Gorbachev. Yavlinsky explained to me that Gorbachev had sent him to
Poland in early 1990 to observe the first days of Poland's reforms. Yavlin-
sky wrote back to Moscow that goods were coming back into Poland's
shops and that there were important lessons for Gorbachev in what
Poland was doing. Interestingly, when he tried to send that message
back to Gorbachev through the Soviet embassy in Warsaw, the hard-line
Soviet ambassador refused to transmit the message, so Yavlinsky carried
it back personally to Gorbachev.

When | first met Yavlinsky, he was propounding the 400-Day Plan,
an attempt at accelerated market reform in the Soviet Union, where
such a call for radical market reforms was heatedly debated. Yavlinsky
and | had had very good discussions early in 1991, and then he had
come to Harvard that spring to work with Harvard's Graham Allison,
MIT's Stanley Fischer, and me on what became known as the Grand Bar-
gain. The idea of the Grand Bargain was that Gorbachev would attempt
accelerated economic reforms and democratization, backed by large-
scale financial assistance from the United States and Europe. The
economic reforms would follow roughly along the lines of Poland's, tai-
lored to the Soviet realities, and the democratization would include free
elections in the republics, which at that point were still considered in-
creasingly autonomous states within the union.

A flurry of political activity surrounded thiswork at Harvard. Allison
tried to market the concept in Washington to the first Bush administra-
tion, but Bush's advisers did not buy the notion of large-scale financial
assistance. Gorbachev had gone to the 1990 Houston G7 Summit look-
ing for large-scale financial help, in part to service a growing mountain
of external debts, but he did not get any traction. The Soviet crisis deep-
ened markedly. Yavlinsky went back to Russia, and | went off to Europe
for a much-needed summer vacation in August 1991. The first evening,
though, | received a phone call to turn on CNN. The attempted putsch
against Gorbachev was under way. It failed, but it gave Boris Yeltsin the
upper hand in his political challenge to Gorbachev. Russia was soon to
be an independent state, together with fourteen other successor states
of an already moribund Soviet Union.

In November 1991, BorisYeltsin asked Yegor Gaidar, aleading young
Russian economist, to create an economic team. Gaidar invited me and
David Lipton to a dacha outside of Moscow to work with the new eco-
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nomic team in putting together areform plan for Russia. Russiawas still
a republic of the Soviet Union; but it seemed clear that it would soon
gain its independence, and Yeltsin would become president of a sover-
eign state. The timing and the complexity of this transformation were
mind-boggling. We spent several days at the dacha. With the experience
of the Polish era and with the knowledge of economic events through-
out Eastern Europe, we began a very long, intensive discussion about
Russian reforms with the new team.

RUSSIA: A WORLD APART

The differences between Russia and what we had seen elsewhere were
staggering. Everything in Russia was vastly more complex than in Poland:
the scale of the problems; the extent of the socialist straitjacket on the
society; the thousand years of autocracy; the eleven time zones in Russia
alone; a population almost four times as large as Poland's; and pro-
found geographical, cultural, religious, and linguistic differences within
Russia and between Russia and the West. Even the knowledge of what a
market economy meant was vastly greater in Poland than in Russia
Poland's minister of finance, Leszek Balcerowicz, had studied in the
United States for two years and received a master's degree. No one in
the Russian leadership had anything like that experience. Gaidar had
spent just a few weeks in the West, and he was by far the most worldly of
al of the emerging Russian leaders at the time.

Russia was truly aworld apart. | realized that although Russia could
not organize its reforms around the concept of the return to Europe as
Poland had done, it could follow Yeltsin's call for Russia to be a "nor-
mal" power—one not seeking empire but embracing democracy and
adopting a market economy. In the shadow of Russian history, normalcy
was a riveting and revolutionary concept, but who in Russia truly knew
what it meant? Nobody in Russia had ever lived under normalcy. Rus-
sians had lived under Stalin, seventy-five years of central planning, a
thousand years of Russian autocracy, and centuries of serfdom in which
the overwhelming majority of the population lived as peasants without
freedom. Normalcy would not be so easy to achieve. | never once
claimed it would be easy, only that it could be possible.

This transformation would be the hardest in modern history be-
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cause the gap between where Russia was and where it needed to be—for
domestic peace, stability, and economic development—was as vast as
imaginable. All of Russia's basic economic and political institutions would
need an overhaul. Russia's economic structure—the interconnections
of factories, people, natural resources, and technology—had already
reached a dead end. People were literally in the wrong places. They
were in Siberia, living in large secret cities that had been created for mil-
itary purposes. They were working in heavy industries utterly dependent
on the massive use of oil and gas reserves, as if there was no limit to
those resources. In 1989, for example, the Soviet Union produced 557
kilograms of steel per person, compared withjust 382 kilograms in the
United States, despite Russia's per capita income being less than one
third of the United States in purchasing-power terms. Yet during that
same period, the late 1980s and early 1990s, its oil and gas production
was plummeting. Existing reservoirs were being depleted, and the Sovi-
ets were not investing adequately in new reservoirs in difficult locations,
often in the tundra. According to estimates by the U.S. Energy Informa-
tion Administration, overall Soviet oil production fell from 12 million
barrels per day in 1989 to 10.3 million barrelsin 1991.

No economic policy could be massive enough to relocate people,
factories, and assets in a matter of days or weeks or even a few years. The
transformation that Russia needed would be complex and contentious.
The phrase shock therapy, ajournalistic concoction to describe radical
reform, was all wrong. There would be no singlejolt to end Russia's
tribulations. The initial shocks of price decontrol, currency convertibil-
ity, and market liberalization could help, as such measures did in
Poland, but they would not solve the problems of underlying structural
disarray, falling energy supplies, and a myriad of other interconnected
crises. The reform measures, at their very best, would help to steer Rus-
sia onto a path of massive, generation-long economic and social trans-
formation. Nevertheless, Russia would need considerable international
help to pull al of this off successfully, including the now-familiar com-
ponents of financial reserves for stabilization of the Russian currency,
the ruble, and cancellation of part of the Soviet-era debt.

Could it work? | thought so. | certainly thought it was worth a try.
What, after all, were the alternatives? Civil war? A quick descent into a
new tyranny? Anarchy? A new conflict with the West? | took on the as-
signment of adviser to Gaidar and his team not because | was sure,
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or even confident, that the reforms would work, but rather because |
thought they needed to be tried. They offered the best chance for
peace, democracy, and economic prosperity.

My essential advice to Russiawas to move quickly on the key reforms
that were possible—such as stabilization and market liberalization—
and to move definitively, although not overnight, on privatization. Aim
for normalcy rather than uniqueness, we kept repeating. We also urged
them to get al the external financial help possible. Gaidar shared this
vision. He appointed a group of advisers from abroad, and asked us to
prepare a strategy paper that could be presented to President Yeltsin in
December. | became the main drafter and spokesman of the group, and
we met twice with Yeltsin in December 1991 at the Kremlin.

In the second of the meetings, the morning of December eleventh,
Yeltsin came in beaming, arms outstretched, and sat down as happy and
asradiant as he could be. "Gentlemen, | want to tell you, indeed | can be
the first to tell you, the Soviet Union is finished." He continued, "I just
met in the next room with the Soviet generals, and they've agreed to the
dissolution of the Soviet Union." Our work took on an added urgency.
The Soviet Union was finished; Russiawould soon be independent, and
economic reforms would be launched within weeks.

Russia launched the reforms on January 2, 1992, two years to the
day after Poland had launched its reforms. Gaidar became acting prime
minister during 1992, until he was replaced as prime minister by Viktor
Chemomyrdyn at the end of the year. By the end of the first week, the
differences between Russia and Poland regarding social and political at-
titudes to reform had become clear. In Poland, the early days of reform
were met with trepidation and grim acceptance. In Russia, the attacks
on Gaidar and his team began immediately, including from within the
cabinet and from his rival and eventual successor Chemomyrdyn, but
more forcefully from leaders in the Russian Duma (parliament) who al-
most immediately called for Gaidar's resignation. It would be like that
for years, with the reformers barely holding on to office and, even more
rarely, to power. Most reforms were implemented only as pale shadows
of what had been planned.
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ATTEMPTS TO SECURE FOREIGN HELP

The question of foreign help for Russia was, for me, the dominant
theme for the next two years. | believed that Russia needed something
like what Poland had received, but scaled up by a factor of four to match
its much larger economy and much greater challenge. | called repeat-
edly for a $15 hillion per year aid program to enable Russia to stabilize
the currency, introduce a social safety net for pensioners and other vul-
nerable groups, and to help restructure industry. | thought that $15 bil-
lion per year was not too much to ask, since it was a tiny fraction of 1
percent of the income of the rich world, and a tiny fraction of the an-
nual spending for armaments to fight the cold war. If the end of the
cold war could be secured, it would amount to a minuscule and worth-
while fraction of the peace dividend.

This view was not accepted in Washington. | did not realize the ex-
tent of its rejection until many years later because | aways felt at the
time that there was a fighting chance to get the aid in place. In away, |
had been spoiled by the against-the-odds successes that | had helped to
achieve in Poland and Bolivia, where | had been told repeatedly that
debts would not be cancelled or that various aid packages would not be
forthcoming, only to see them fall into place with surprising speed. |
had taken no to mean yes, but later.

| advocated three immediate actions by the West to support Russia's
transformation:

» A stabilization fund for the ruble, as there had been for Poland

* An immediate suspension of debt payments, followed by deep
cancellation of Russia's debts

* A new aid program for transformation, focusing on the most
vulnerable social sectors of the Russian economy

Many critics later accused me of peddling a ruthless form of free-market
ideology in Russia. That was not the case. My main activity for two years
was an unsuccessful attempt to mobilize international assistance to help
cushion the inevitable hardships that would accompany Russias at-
tempt to overcome the Soviet legacy.

The saga over a ruble stabilization fund provides a vivid case of
Western obtuseness. The Polish case had proved the value of a stabiliza-
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tion fund. It had enabled Poland to move decisively and quickly to a
convertible currency, which in turn was the financial linchpin of
market-based international trade. The Zloty Stabilization Fund was so
successful in bolstering confidence in the new currency that the Bank of
Poland had never needed to draw on the fund to defend the zloty. (A
few years later, the $1 billion was converted into budgetary support for
other reform initiatives.) | argued that if Poland needed $1 billion, Rus-
sia needed afund of around $5 billion. Initially, the IMF balked, partly
on erroneous technical grounds (the IMF wanted to keep the Soviet ru-
ble in circulation throughout the former Soviet Union, rather than re-
place it by separate national currencies), and also because of political
resistance by the United States and other G7 leaders.

[ronically, by mid-1992, the concept of the stabilization fund had fi-
nally been approved by the G7, but it was never put into operation. By
the time the fund had been accepted in principle by the G7, Gaidar had
already lost momentum, the Central Bank was in the hands of oppo-
nents of the reforms, and, in practice, the G7 seemed content to have
the proposal sit idle. In the midst of hyperinflation and political up-
heaval, timing is everything, and the timing of the stabilization fund was
badly mishandled by the West.

There was one more major hiccup to address. In the Soviet system,
the ruble had been used across the entire Soviet economy. With the So-
viet Union now divided into fifteen successor states, there would need
to be as many currencies. Otherwise, each state, with its own newly inde-
pendent central bank, would aim to issue rubles. The only plausible
alternative to fifteen separate national currencies was a single ruble
backed by a single supranational central bank, akin to the European
Central Bank. In the political conditions of 1992, however, that level of
cooperation among the successor states was out of the question. They
were fleeing from each other as fast as possible.

The conversion of the Soviet ruble into fifteen national currencies
was a fairly complicated but still manageable technical operation, one
that 1 thought could and should be carried out within the first six
months of 1992. In the end, it took more than two years, partly because
the IMF had huge objections to establishing separate national monies.
The IMF analysts instead hoped to establish a cooperative approach to a
shared currency, in which separate central banks would establish a com-
mon monetary policy. Their assessment was a diagnostic mistake, re-
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versed by 1993, and one of many that they made in the early years of
Russia's reforms.

As there had been in Poland in late 1989, there was great skepticism
among Russian policy makers that the ruble would be convertible any
time soon. The Russian Central Bank governor at the time, Georgy
Matyukhin, said to me, "You know, | don't believe in any of this quick
convertibility, but if you could get a $5 billion Ruble Stabilization Fund,
of course | would support the policy," almost the same thing that the
governor of the Central Bank of Poland had told me two years before.
Matyukhin's position was, of course, a powerful reason for getting a sta-
bilization fund established. Not only would it convince the public, but it
would also convince the reform skeptics within the government itself,
just as had happened in Poland!

| campaigned unsuccessfully for the Ruble Stabilization Fund in the
early months of 1992, in growing incredulity and despair over the passiv-
ity and stubbornness of the IMF and G7 policies. In April 1992, | ap-
peared on an evening news show about Russia with Secretary of State
Lawrence Eagleburger, who offered me a ride back to town from the
studio. On the ride back he said, "J&ff, | want to explain something to
you. You know that stabilization fund you keep going on about? Sup-
pose that | believe what you said. Suppose that | agree with you. Sup-
pose that Leszek Balcerowicz, the Polish finance minister, was telling me
the same thing last week. | want you to understand something. This is
not going to happen." | was confused, especially given the premise that
he agreed with the argument. "You know what year this is?' "Of course,
it's 1992." "This is an election year. | want you to understand something.
Thisis not going to happen this year. So, forget it."

Well, | admit, | did not believe him. Too many times a no had be-
come yes. Eagleburger turned out to be half right: the proposal was de-
layed long enough to become moot. Eagleburger's message seemed to
reflect processes under way in Washington. First, Patrick Buchanan was
mocking President Bush for being a "foreign policy president,” just the
kind of attack to motivate the political advisers to oppose any major for-
eign policy initiative. Moreover, this period was when Richard Cheney,
then the secretary of defense, and his deputy, Paul Wolfowitz, were draft-
ing the controversial Defense Planning Guidance, which aimed to en-
sure long-term U.S. military dominance over al rivals, including Russia

In my own thinking, | had treated Russia like Poland, only four
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times larger and perhaps ten times harder in structural and cultural
terms. | had felt, like Yavlinsky and Gaidar, that Poland's reforms
provided a valuable set of lessons and guideposts for Russian reforms,
including the steps needed by the international community. | had sup-
posed in 1991 and 1992 that the United States would be rooting for Rus-
sia's success as it had been rooting for Poland's, With hindsight, | doubt
that this was ever the case. Poland was viewed by U.S. strategists, includ-
ing those in the first Bush administration, as the eastern flank of the
Western alliance. Poland was, unambiguously, a candidate for the Euro-
pean Union and indeed for NATO. Bolstering Poland was, therefore,
unambiguously bolstering Western interests as well. | had believed that
the same was true about Russia, but I now doubt that Cheney and Wol-
fowitz ever shared that perception. Russiawas not destined to become a
member of the European Community or European Union. Russia was
certainly not a candidate for NATO. It was still a country with more than
twenty thousand nuclear weapons. Given the zero-sum thinking that
Cheney and Wolfowitz have propounded, it now seems plausible to me
that bolstering Russia's quick recovery was viewed as inimical to U.S. in-
terests by the White House of George H. W. Bush and the defense estab-
lishment.

The G7 treatment of Russia's Soviet-era debt was a similar debacle. |
urged an immediate, unilateral suspension of debt servicing, pending
a longer-term arrangement between Russia and its creditors. When
Gaidar had his first meeting with the G7 finance deputies in late No-
vember 1991, David Mulford, who was a U.S. undersecretary of treasury,
warned Gaidar, "Do not stop paying the debts. Keep paying." Other G7
deputies chimed in, warning Gaidar that shipments of emergency food
relief could be suspended if Russia tried to stop servicing its foreign
debt obligations. Worse still, the G7 negotiated a special "joint and sev-
eral obligation" clause with the successor states, in which each pledged
to make good, if necessary, on the overall Soviet-era debt. That led to a
thicket of political and financial problems that took years to unravel.
The G7 insistence on debt repayments was reckless and shortsighted. It
simply guaranteed that Russia would be utterly drained of foreign ex-
change reserves by early 1992, which is exactly what happened by Febru-
ary 1992.

| have aways found it ironic that Russia and R. H. Macy &: Co., the
department store, suspended debt servicing around the same day in
February 1992. Macy's, however, had the benefit of U.S. bankruptcy law,
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which allowed it to obtain legal protection against its creditors, aformal
standstill on debt servicing, and an almost immediate infusion of new
market borrowing under the protection of bankruptcy law. (The U.S.
bankruptcy code allows the new borrowing to have repayment priority
over the old debt.) These protections under bankruptcy law kept Macy's
intact and allowed it to regain its footing, thereby benefiting the credi-
tors, who otherwise would have made a mad dash for the exits and
ended up with less valuable claims on a defunct department store. Rus-
sia, by contrast, received none of those privileges. There was no legal
protection against creditors, no legal standstill on debt servicing, and
certainly no quick infusion of new working capital. Both Russia and its
creditors suffered as a result.

As for grant assistance, the West announced in April 1992 a $24 bil-
lion aid package for Russia. It was one in an endless stream of mislead-
ing announcements that come from rich countries visavis poor
countries. In truth, there was almost no real money for Russiain that an-
nouncement. Much of the money comprised short-term loans at market
interest rates to enable Russia to buy goods it did not really want from
American and European suppliers who had powerful political inroads
with their governments. The $24 billion so-called aid package was in di-
rect contrast to the Marshall Plan that had rebuilt Europe. Under the
Marshall Plan, the United States gave grants to Europe, rather than short-
term loans.

In the end, 1992 proved to be a dreadful year for Russia's reforms
and reformers. After the first moment of price liberalization, the other
reforms never really got under way, or they got under way only in atrun-
cated form. Many price controls remained in place. International trade
was only partly opened. The currency was only partly convertible. And
worst of all, monetary stabilization was not achieved. Rampant inflation
continued throughout the year. In part, this was the result of ongoing
political pressures that prevented a more decisive monetary policy. In
part, it was the result of the disastrous policies of the new Central Bank
governor, Viktor Gerashchenko, whom | tagged at the time as "the world's
worst Central Bank governor." It was also the result, however, of the
IMF's failure to promote a Russian national currency. The reliance of
fifteen sovereign countries on a shared Soviet-era ruble turned out to be
a debacle, just as predicted. Since inflationary costs would be spread
widely, each country had the incentive to issue credits, in other words,
to "print money."
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With inflation rampant in the final months of 1992—contrary to the
early predictions and promises of Gaidar's economic team—Gaidar |ost
his political advantage. Yeltsin could not save him when the opponents
of reforms began to howl for his head. In December 1992, Gaidar was
replaced by the gray Soviet-era apparatchik Viktor Chernomyrdyn, who
as energy minister had resisted reforms. When Gaidar left, | intended to
resign from advising Russia. | was on a Christmas break when | got a call
from Boris Fedorov, who hadjust been appointed finance minister. He
was ayoung, tough, strong reformer who was calling to say that despite
Chernomyrdyn's becoming prime minister, Fedorov would be serving as
finance minister. Would | meet in Washington the following week?

We met in an office at the World Bank. Fedorov said that he had a
big struggle ahead, and that he was intent on trying to keep the reforms
on track. He was not very optimistic about Chernomyrdyn, and was even
less optimistic about Gerashchenko. Fedorov asked if | would help him.
Could | open a small office in the finance ministry and continue to
serve as adviser? Despite the fact that Gaidar was out, and that the politi-
cal situation was rather harrowing, | thought, once again, that it was
worth the fight to help.

The year 1993 proved to be no better than 1992. The reformers
were holding on by their fingernails. Fedorov lasted one year; he was
thrown out by the end of 1993. Gaidar made a brief comeback toward
the end of 1993. This time, he lasted about a month and a half, and in
December 1993 was thrown out again. It was ayear of struggling to pre-
vent hyperinflation from taking off. For me, it was a year of trying to
persuade the Clinton administration to do more than the Bush adminis-
tration had done. Unfortunately, by the time President Clinton came to
office, Gaidar and much of the reform team were already out of power.
The new counterpart, Prime Minister Chernomyrdyn, was hardly an en-
thusiastic or reliable reformer.

Early on in the transition from the Bush to the Clinton administra-
tion, it was clear there would be no truly large-scale increase in help for
Russia. Michael Mandelbaum, who had been one of Clinton's advisers
on Russia during the election campaign, resigned from the Clinton
team, saying he would not serve in the incoming administration. He ex-
plained to me that the Clinton team had decided against any large-scale
program for Russia, and that it would continue to rely on IMF-led &-
forts. Clinton raised the levels of support for Russia and gave Yeltsin im-
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portant political backing, but the headline figures for Russian aid were
hyped. Too little aid came in a form useful for supporting budgetary
needs like pensions and medical services. Much of it was merely in the
form of commercial credits, and the IMF continued a ham-handed set of
policies vis-avis Russia that curbed the efficacy of whatever help arrived.

More generally, the Clinton years were a period of falling foreign as-
sistance budgets. The United States cashed in the peace dividend of re-
duced military outlays without investing in help for the world's poor
and crisis-ridden regions. President Clinton tried to do more, especially
toward the end of his term, but was hemmed in by a resistant Congress.
Late in the administration he took up the cause of debt relief for the
poorest countries and turned his attention to the fight against AIDS,
which he has continued to champion since leaving the White House.

From my perspective in Russia, 1993 was another year of dashed
hopes. | finally resigned at the end of 1993, when Gaidar and Fedorov
were thrown out, again. My resignation was announced in January 1994,
and that was the end of my involvement in Russia as a policy adviser. |
continued for ayear to do some research, and | helped the Ford Foun-
dation to establish aresearch institute in Moscow. | have not been back
to Russia since the beginning of 1995. My advisory role lasted for two
short, harrowing years. | had little success in pushing forward the initia-
tives that | believed in, particularly the idea of using foreign financial
support to cushion Russian reforms.

The West's failure to help had very high costs. The Russian people
were optimistic at the beginning. They had become deeply cynical, and
deeply demoralized, by the end of the 1990s. Democracy had a very
bright chance in the early 1990s, with new institutions of free speech
and a newly independent media. By the end of the decade, the opti-
mism had vanished, and Russians were again searching for a strong
leader with centralized power. When the reformers did not get the help
they needed, they were replaced by gray apparatchiks and corrupt
wealth seekers.

The worst occurred in 1995 and 1996, by which time | was watching
from the sidelines. During those two years, Russian privatization be-
came a shameless and criminal activity. Essentially, a corrupt group of
so-called businessmen, who later became known collectively as Russia's
new oligarchs, were able to get their hands on tens of billions of dollars
of natural resource wealth, mainly the oil and gas holdings of the Rus-
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sian state. The best estimates are that about $100 billion dollars of ail,
gas, and other valuable commodities were transferred to private hands
in return for perhaps no more than $1 billion of privatization receipts
taken in by the treasury. Billionaires were created overnight, the proud
(and newly rich) owners of Russia's oil and gas industry.

When the phony privatization process was announced, under a dis-
reputable shares-for-loans scheme in which insiders would get access to
company sharesin return for making loans to the government, 1 tried to
warn the U.S. government, the IMF, the Organization for Economic Co-
operation and Development (OECD), and other G7 governments. |
told them that | knew the players in this affair, and that the process was
utterly disreputable. In the end, valuable state-owned resources would
be plundered, and the Russian treasury would suffer greatly. Rather
than using oil and gas income to support pensioners, for example, the
energy-sector proceeds would now go straight into private pockets.

The West let this happen without a murmur. Many in the Clinton
administration reportedly thought that shares for loans represented a
clever deal: Yeltsin would give away the state's assets, and the cronies—
the new oligarchs—would help finance Yeltsin's 1996 reelection. What a
disastrously inefficient way to finance a reelection campaign! Probably
tens of billions of dollars in value went out of the government's coffers,
and a few hundred million dollars came back for the Yeltsin campaign.

In 1997, one of my colleagues in the Harvard Economics Depart-
ment, Professor Andrei Shleifer, was discovered by the U.S. government
to be making personal investments in Russia at the same time that he
was on a U.S. government contract to advise the Russian |eadership on
privatization. This action, understandably, led to a public outcry. Hav-
ing had no knowledge beforehand of Shleifer's activities, | rejected
them then, and now, as unquestionably a breach of basic professional
ethics. When the court eventually ruled on the matter in 2004, it found
Shleifer guilty of defrauding the U.S. government. The court made
clear that as an institution, Harvard had no way of knowing what
Shleifer had been up to on his own account. | was annoyed, however, by
Shleifer's behavior and by any implicit questioning of the integrity of
those of us who had worked in Russia during the same period. Many of
my colleagues on the Harvard faculty shared that feeling.
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LESSONS FROM RUSSIA

Even a dozen years after the start of reforms, it is too early to make a
fina judgment about Russia's prospects for democracy and market
economy. One recalls Chinese Premier Chou En-lai's quip when asked
whether the French Revolution had been a success or failure: "It's too
soon to say." We do not know yet whether Russiawill become a"normal"
country, with a functioning democracy and market economy. We do
know, however, that many opportunities have been squandered. Russia
could have stabilized much more easily if it had had the benefit of a sta-
bilization fund, a debt standstill, a partial cancellation of debts, and a
real aid program. The reformers would have been able to keep their
place at the table of power. Corruption would have been less, and the
oligarchs might never have become household names. And with oil and
gas revenues flowing into the Russian treasury rather than private pock-
ets, the situation of pensioners, the unemployed, and others depending
on public revenues could have been ameliorated, and the country could
have made the public investments needed to resume economic growth.

Still, despite the turmoil, much went right even as much went
wrong. The worldwas lucky. Despite the upheavals of the 1990s and the
lack of consequential help from outside, Russia remained at peace and
in cooperation with the rest of the world. In Chechnya, violence flared
at huge cost, and continues to rage, but matters could have been much
worse. There were predictions of civil war, nuclear proliferation, pogroms,
and more, yet none of those scenarios has come to pass.

Russia became a market economy, albeit one that remains lopsided
toward primary commodities, especially oil and gas. Stabilization was
only achieved at the end of the 1990s, after years of high inflation fol-
lowed by avery sharp balance of payments crisisin 1998. After that, how-
ever, the economy began to grow, quite rapidly in fact, on the basis of
high international energy prices and a devalued currency that pro-
moted exports.

The biggest question is whether Russia will become a democracy,
beating the odds and a history of a thousand years of authoritarianism.
The tendencies toward authoritarian rule remain strong. Though Presi-
dent Vladimir Putin rules with the trappings of constitutionalism and
multiparty democracy, he has also successfully centralized power, tamed
the media, and muzzled the independent opposition. As aways through-
out Russian history, much remains murky. Putin's attack on the oligarchs
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in 2003 and 2004 can be viewed as an utterly appropriate challenge to
ill-gotten wealth. Alternatively, it can be viewed as an attack on the kind
of independent wealth that could challenge the supremacy of the state.
It is probably abit of both. Time will tell.

Russia, like Bolivia and Poland, bears the powerful imprint of its
physical conditions, and thus adds another piece to our puzzle of global
economic geography. Russia has two overwhelming geographical fea-
tures that shape its fate. First, it is a huge landmass, the largest of any
country in the world. Russia's population lives in the interior of Eurasia,
mostly far from ports, navigable rivers, and international trade. Thus,
throughout Russian history, the country has had only relatively weak
economic engagements with the rest of the world. Second, Russia is a
high-latitude country, marked by short growing seasons and an often
forbidding climate. Population densities throughout Russian history
have been low because food production per hectare has also tended to
be low. As aresult, during most of Russian history, more than 90 percent
of the population lived as farmers in sparsely populated villages, pro-
ducing food with very low yields. Cities were few and far between. The
division of labor that depends on urban life and international trade
were never dominant features of social life.

Adam Smith made the point vividly 228 years ago when he noted in
The Wealth of Nations,

All that part of Asiawhich lies any considerable way north of the Eu-
xine and Caspian seas, the antient Scythia, the modern Tartary and
Siberia, seem in dl ages of the world to have been in the same bar-
barous and uncivilized state in which we find them at present. The
sea of Tartary is the frozen ocean which admits of no navigation,
and though some of the greatest rivers in the world run through
that country, they are at too great a distance from one another to
carry commerce and communication through the greater part of it.

Looking back, would | have advised Russia differently knowing what |
know today? | would have been less optimistic about getting large-scale
U.S. aid—especially with Richard Cheney and Paul Wolfowitz in |eader-
ship positions, with their visions of Russia as a continuing threat rather
than a future trade and foreign policy partner. Knowing that, | would
have been less sanguine about the chances for success. But would the
advice have been different? To alarge extent, the answer is no. | viewed
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external help as needed to cushion the reforms, but even without the
foreign help, the reforms needed to be made. Without adequate aid,
the political consensus around the reforms was deeply undermined,
and the reform process was thereby compromised and put at increased
risk of failure. But as for recommendations regarding budget balance,
currency convertibility, international trade, and the like, these changes
made sense with or without external aid. Most of the bad things that
happened—such as the massive theft of state assets under the rubric of
privatization—were directly contrary to the advice that | gave and to the
principles of honesty and equity that | hold dear.

China had a much less tumultuous escape from its socialist econ-
omy, as | detail next, but China's meteoric economic rise is more the re-
sult of China's very different geography, geopolitics, and demography
than a difference of policy choices.



Eight

CHINA:

CATCHING UP AFTER HALF A MILLENNIUM

By the early 1990s, | had begun to understand firsthand the con-

tours of economic development and underdevelopment in Latin
America, Eastern Europe, and the former Soviet Union, but my knowl-
edge of Asia remained much too limited. | had traveled to Asia many
times, and had lived inJapan during a sabbatical year in 1986. During
that year, | met regularly with the new government of Corazon Aquino
of the Philippines, and also traveled elsewhere in Asia. These visits deep-
ened my resolve to understand the great Asian economic transforma-
tions that were gathering force, especially since those changes were
transforming the entire world economy in the process. From 1992 to
2004, | was most fortunate to have several opportunities to work directly
and intensively on Asia's economic reform challenges.

| was drawn to Chinafor more specific reasons as well. Since 1978,
China had undertaken dramatic market-based reforms. Without ques-
tion, these reforms were achieving a spectacular success, helping to fos-
ter the fastest economic growth rates ever seen in a major economy. It
became both a serious policy question and also an academic parlor
game to make comparisons between the reforms in China and Russia. |
had to understand why China was doing things differently, and whether
there were deep lessons in what China was doing for Eastern Europe
and the former Soviet Union, and perhaps vice versa. | began to travel
regularly to China, starting in 1992, and became an adviser to the Chi-
nese Economists Society, a group of Chinese scholars intensively study-
ing China's economy in a comparative perspective. More recently, |
have become an adviser to senior government officials on a range of
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policy issues, including China's public health system and the problems
of economic development of China's remote western provinces.

| have always contemplated the challenges facing China with a spe-
cial awe. China's population of 1.3 billion constitutes more than afifth of
humanity. Asia's population, in total, includes 60 percent of humanity.
Asids fate is truly the world's fate. But well beyond the sheer numbers of
people involved, there is something deeply ironic about the basic eco-
nomic fact that China and India are poor countries catching up with the
high-income world. After all, both China and India are ancient civiliza-
tions that in important ways were far ahead of Europe not so many cen-
turies ago. The rise of the West—the western part of the Eurasian
landmass—was one of the great ruptures of human history, overturning
a millennium or more in which Asia rather than Europe had the techno-
logical lead. Asia is not merely catching up with Europe and the United
States; itis also catching up with its own past as a technological |eader.

The centuries' long slide in relative income and the rapid catching
up in recent decadesis shown in figure 1, where | graph China'sincome

Figure 1: Per Capita Income in China
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per person relative to that of Western Europe over the truly long haul,
one thousand years! The estimates, courtesy of economic historian An-
gus Maddison, may lack a bit of precision some centuries back, but they
do show the basic stark facts. Chinawas once in the lead. It lost the lead
by 1500. It fell further behind as China stagnated while Europe took off.
China actually fell backward not just in relative, but also absolute, terms
between the mid-nineteenth and mid-twentieth centuries. By 1975,
China's per capita income was a mere 7.5 percent of Western Europe's,
Since then, and especially during the past quarter century, China has
soared, reaching around 20 percent of Europe's income level by 2000.
While this growth may not seem like much—and on the graph it doesn't
look like much—it is of great historic importance. Chinais ending ex-
treme poverty, and is on itsway to reversing centuries of relative decline.

HOW CHINA LOST ITS LEAD

Where did China stumble, and why? That question is a useful starting
point in contemplating why China is running so fast today, and what
China must do to maintain this pace for decades to come. Certain dates
stand out in China's economic history: 1434, 1839, 1898, 1937, 1949,
and 1978. Understanding these dates, spanning half a millennium, clar-
ifies the puzzle of China's epochal swings from the world's technologi-
cal leader to an impoverished country to a great success story of
unprecedented rapid economic growth.

Around the start of the sixteenth century, just after Columbus had
found the sea route to the Americas and Vasco da Gama had circled the
Cape of Good Hope to reach Asia by sea, Chinawas clearly the world's
technological superpower, and had been so for at least a millennium.
Europe conquered Asia after 1500 with the compass, gunpowder, and
the printing press, al Chinese innovations. There was nothing fated
about such a turnaround. China's dominance, it appears, was squan-
dered, and 1434 is increasingly understood to be a pivotal year. In that
year, the Ming emperor effectively closed China to international trade,
dismantiing the world's largest and most advanced fleet of ocean ves
sels. Between 1405 and 1433, the Chinese fleet, under the command of
the famed eunuch admiral, Zheng He, had visited the ports of the In-
dian Ocean al the way to East Africa, showing the flag, transmitting Chi-
nese culture and knowledge, and exploring the vast lands of the Indian
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Ocean region. Then, al at once, the imperial court decided that the
voyages were too expensive, perhaps because of increased threats of no-
madic incursions over China's northern land border. For whatever rea-
son, the emperor ended ocean-going trade and exploration, closed
down shipyards, and placed severe limitations on Chinese merchant
trade for centuries to come. Never again would China enjoy technologi-
cal leadership in naval construction and navigation, or command the
seas even in its own neighborhood.

When Adam Smith wrote about China in his 1776 masterwork,
he observed a country that was rich but static. China's dynamism was
drained by its inward orientation and lack of interest in trade. Talk
about the costs of trade protectionism! China had relinquished world
leadership by turning inward. As Smith put it so succinctly and wisely:

China seems to have been long stationary, and had probably long
ago acquired that full complement of riches which is consistent
with the nature of its laws and institutions. But this complement
may be much inferior to what, with other laws and institutions, the
nature of its sail, climate, and situation might admit of. A country
which neglects or despises foreign commerce, and which admits the
vessdls of foreign nations into one or two of its ports only, cannot
transact the same quantity of business which it might do with differ-
ent laws and institutions.

The year 1839 is the next crucial marker of China's economic his-
tory. China's economic isolation ended that year, but very much the hard
way. As had happened throughout the world, Europe's industrial
prowess collided head on with every of her civilization, battering down
the walls, as Marx had predicted. In China, the European incursion was
especially disastrous. Great Britain attacked China in 1839 to promote
British narcotics trafficking, launching the first of the Opium Wars of
1839-42 to force China to open up to trade. Among other things, Britain
insisted that China agree to the importation of opium that British com-
mercial interests were producing and trading in India. British policy
makers were interested in China's vast market, including solving the co-
nundrum of how to pay for Britain's national craze: Chinese tea. The so-
lution was ingenious and utterly destructive. Britain would sell opium to
Chinaand earn the wherewithal to purchase China'stea. Itisasif Colom-
biawaged war with the United States today for the right to sell cocaine.
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In the second half of the nineteenth century, China began to
achieve some commercial development, and even some incipient indus-
trialization, under the effective control of the European powers. The
collision between Europe and an inward-looking Chinawas tumultuous
and violent. It helped to trigger massive socia upheavals, including do-
mestic violence in the Taiping Rebellion, which claimed millions of
lives. Pressure on Chinato reform its economy and political system con-
tinued to build through the decades. When Japan began its own process
of rapid industrialization with a major revolution in 1868, known as the
Meiji Restoration, the pressure on China intensified even more, and
Japan became both a spur to reform and a source of advice.

The year 1898 is both symbolic and symptomatic of China's fate.
That year was perhaps the fina chance for the dying Ching dynasty to
save itself from political collapse, and to spare China decades of tur-
moil. In that year, several young reformers, heavily influenced by
Japan's success in capitalist transformation and industrialization, urged
a hundred-day program of radical reforms in China. The empress dowa-
ger would have none of it. The reformers were arrested and murdered,
except for a few who escaped to Japan. The episode was a grim warning
for would-be economic reformers. Subsequent events show that China
paid afearful price for thefailure of the reforms.

By the eve of revolution in 1911, China's regime had run out of le-
gitimacy and money. It could not resist the encroachments of foreigners
nor the pressures coming from Japan as well as Europe. Industrializa-
tion was under way in the major coastal cities, whose ports, pried open
by European gunboats, had since become home to Japanese and Euro-
pean investors. Shanghai was already an industrial city, rising on the suc-
cess of its textile exports to the world. The Ching dynasty collapsed
under the hopeful calls of China's national revolution. But things did
not go smoothly. The revolution itself failed to deliver political unity
and economic reforms, and by 1916, China was falling into civil unrest
and political disarray, with power increasingly divided among regional
armies. Economic decline ensued. By Maddison's estimates, China was
at 22 percent of the UK's per capita income in 1850, 14 percent as of
1900, and 19 percent as of 1930. In contrast, the corresponding propor-
tions of Japan's per capita income were about 31 percent of the UK's in
1850, 25 percent in 1900, and 42 percent in 1930.

China's internal divisions and economic weakness provided the op-
portunity for military gain by its increasingly powerful and industrial-
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ized neighbor, Japan. In 1937, Japan invaded the Chinese mainland,
six years after Japan had forcibly occupied the contested lands of
Manchuria. The Japanese invasion was not only profoundly destructive
and cruel, but it was also a crushing blow to the domestic political order
in China. Invasion was followed by civil war, and then by the triumph of
the insurgent communist forces under the leadership of Mao Tse-tung.
In 1949, the People's Republic of Chinawas established.

FROM TURMOIL TO TAKEOFF

Probably no country in the world, not even Russia, has experienced the
extent of tumult and swings from misery to triumph, economically and
socialy, that China has since its revolution of 1949. The Maoist period,
looking back, had afew huge successes, mainly adramatic improvement
in basic public health in the country, and many huge failures, especially
socialist industrial development, which failed in ways similar to those of
the Soviet economy's. The public health successes are striking, and de-
serve careful note, because they surely formed part of the foundation of
China's economic boom after 1978.

At the time of independence, life expectancy was forty-one years and
infant mortality (deaths before the first birthday for each 1,000 births)
stood at an astounding 195. Women gave birth to an average of 6 chil-
dren. By 1978, when market reforms began, life expectancy had risen to
sixty-five years, infant mortality had declined to 52, and the total fertil-
ity rate stood at around 3. These successes reflected several major policy
initiatives during the Maoist era. First, major public health campaigns
reduced or eliminated the transmission of several infectious diseases, in-
cluding malaria, hookworm, schistosomiasis, cholera, smallpox, and
plague. Second, there was the innovation of the barefoot doctor, a com-
munity health worker for rural areas with basic training in essential
health services, including the prevention and treatment of infectious dis-
eases. Third, important improvements in basic infrastructure (roads,
power, drinking water, and latrines) raised the safety of the physical envi-
ronment. Fourth, major increases in crop productivity were achieved, in
part through the introduction of high-yield crops during China's green
revolution. Cereal yields, for example, went from 1.2 tons per hectare in
1961 to 2.8 tons per hectare in 1978, according to the official data.

Chinaalso had its share of tragic disasters caused by the madness of
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one-person rule. The two greatest of these disasters were the Great Leap
Forward between 1958 and 1961 and the Cultural Revolution between
1966 and 1976. The Great Leap Forward was a mad scheme of Mao's to
accelerate industrialization through the introduction of so-called back-
yard steel mills. Millions of peasants throughout the country were told
to stop planting and to start producing steel in tiny and ineffective, and
totally misconceived, backyard mills. The policy ended up causing mass
starvation, the news of which did not reach those in charge because of
false reports and the fantasy world of the top leadership at the time, par-
ticularly of Mao. Tens of millions of deaths resulted. The Cultural Revo-
lution, which began in 1966, was Mao's decade-long attempt to create
permanent revolution through upheaval in normal planning and bu-
reaucratic processes. It turned Chinese society upside down, destroyed
livelihoods, led to suicide and displacement, and disrupted for a decade
or more the education of a whole generation of China's young people.
Many of China's current scholars and leaders spent that decade in the
countryside. It was Mao's death in 1976, the arrest of the Gang of Four

Figure 2: Economic Growth and Poverty
Reduction in China
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in 1976, and Teng Hsiao-p'ing's ascension to power in 1978 that began
the great opening of China.

Since 1978, China has been the world's most successful economy,
growing at an average per capita rate of almost 8 percent per year. At
that rate, the average income per person has doubled every nine years,
and thus had increased almost eight-fold by 2003 compared with 1978.
The reduction of extreme poverty in the country has been dramatic, as
shown in figure 2. In 1981, 64 percent of the population lived on an in-
come below adollar aday. By 2001, the number was reduced to 17 per-
cent. The engines of growth are still running strong, with per capita
growth currently only slightly slower than afew years ago. It is typical for
a fast-growing country like China to experience a gradual moderation
of its growth over time, just as Japan did in the second half of the twenti-
eth century. The basic reason is that much of the growth is catching up,
specifically adopting the technologies of the leading innovative coun-
tries. As those technologies comeinto use, and the income gap is thereby
narrowed with the leading countries, the opportunity for "easy" growth
through the importation of technologies is narrowed.

CHI NA''S TAKEOFF UP CLOSE

| was lucky to catch a glimpse of China at the start of the Teng era, on a
short trip in 1981. Chinawas still shaking off the Maoist legacy. Clothing
was uniformly drab, mainly dark blue cotton tunics and pants worn by
both men and women. Beijing was a sea of bicycles, with a handful of
trucks and almost no personal cars. Peasant farmers were hawking cab-
bages at the roadside, a sign of both the new freedoms to sell their
goods and the poverty of what they had to sell. Tourists were still guided
to the special tourist shops, where they were invited to purchase low-
quality', low-tech knickknacks and apparel.

By my next trip, in 1992, the changes were already startling. This trip
was at the invitation of the Chinese Economists Society (CES), agroup of
remarkable young Chinese economists, mostly educated in the West,
who were ardently trying to understand the best choices for economic re-
form and institutional change. Every member of the CES, it seemed, had
a life history suitable for a great drama or novel. They embodied the tur-
moil of modern China. Most had come from middle-class backgrounds,
children of doctors, teachers, and government officials. In the twisted
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logic of Maoism, these backgrounds were regarded with suspicion, and
their families paid a heavy price during the Cultural Revolution. Parents
lost their jobs and social standing; the children, with few exceptions,
were sent for many years to the countryside, typicaly to become farm-
hands in impoverished villages. Their formal educations were sus-
pended. Many of their generation were never able to resume school.

The members of the CES were a select group, however. Almost all of
the CES members had returned from the Cultural Revolution some-
what self-taught in mathematics, languages, and even science, using
books that had circulated informally among the displaced population.
They sat for university exams at the end of the 1970s, as Teng was re-
opening the universities after the Cultural Revolution. What a filter of
talent! A few thousand students gained spots at universities among the
hundreds of thousands who had competed. They sparkled in their stu-
dent years, made their way to Ph.D. programs in the United States and
Europe in the 1980s, and were now devoting their careers and lives to
building China's economic takeoff and expanding the space for per-
sonal freedom in the 1990s.

The 1992 CES Conference was on Hainan Island, one of China's new
Special Economic Zones. Even the drive from the airport to the confer-
ence site was mesmerizing. We arrived at night and drove for miles past
campfires and torchlights on the side of the road. Each of these, we
noted in amazement, was actually a building under construction, with
the night shift hard at work, three or four floors up above the ground on
precarious bamboo scaffolding. There was very little heavy equipment,
and no crane in sight. The multistory buildings were going up by hand,
and were they going up! | learned what a 9 percent growth rate means:
an economy that is growing 24/7, with work shifts around the clock mak-
ing up for lost time. In China's case, it was 550 years of lost time.

The conference participants had invited me to talk about the eco-
nomic reforms that hadjust started in Eastern Europe and the former
Soviet Union. They were voracious for information. The official Chi-
nese press had scathingly bad-mouthed the Eastern European and post-
Soviet reform processes, mainly because they were combining market
reform with democratization. The Chinese leadership was intent on
guiding its market reforms with a continuation of one-party rule. It was
ironic, to say the least, that Poland's first partially free election, in 1989,
had occurred on June fourth, the very same day as the Tiananmen crack-
down. But there was more to the issue than mere propaganda or political
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posturing. China was booming in the course of its market reforms,
whereas Eastern Europe and the former Soviet Union were experienc-
ing a huge and very painful contraction of heavy industry. Had China
chosen a superior reform path? What could it teach Eastern Europe?
And what did China need to understand about the events in Europe
and the former Soviet Union? These questions would engage me for
years to come.

The standard take on these questionsis one that | gradually discov-
ered to be wrong both on the facts and in economic interpretation. The
standard view is that China proceeded gradually, whereas Eastern Eu-
rope proceeded radically, indeed by shock therapy (that awful term that
continued to follow me about). China's gradualism was humane; East-
ern Europe's radicalism was dislocating. China, said many, had been
wise to forestall democracy altogether, waiting until the economy was
better placed to handle political freedom, whereas Eastern Europe had
rushed headlong into democracy.

From the start, this line of thinking did not sit right with me for sev-
eral reasons. First, | knew that Gorbachev had tried gradualism in the
Soviet Union during the era of perestroika and, indeed, had modeled
many of the Soviet reforms on the obvious successes in China. Yet that
course had not worked. Similarly, Hungary had been famous for its
"goulash socialism," another variant of gradual market reforms under
one-party rule. Asin the Soviet case, Hungary's gradual reforms had fa
mously failed, for reasons definitively dissected by Hungary's leading
economist, Janos Kornai. Conversely, China's much touted gradualism
had shown episodes of breathtaking speed and radicalism, for example,
during the initial phase of decollectivization of agriculture. Something
more was at work in the different outcomes than simply a difference of
throttle speeds!

Deciding to untangle the mystery through a detailed application of
differential diagnosis, | didjust that in a series of lectures and articles,
most often in collaboration with my student and then coauthor Profes-
sor Wing Thye Woo of the University of California at Davis. Our analysis
of the differences between the Soviet (and Eastern European) and Chi-
nese cases was also greatly strengthened by our work with the late and
brilliant Chinese economist and member of CES, Professor Xiaokai
Yang of Monash University.

Our diagnosis began by noting a fundamental difference between
the economies of Eastern European and the Soviet Union and the econ-
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omy of China. As of 1978, when it began its market reforms, China was
still alargely rural and agricultural economy. Roughly 80 percent of the
population lived in rural areas, and 70 percent lived as peasant farmers.
During the 1960s and 1970s, these peasants were organized in com-
munes, with communal land tenure and communal pay. Individual fam-
ilies were not rewarded for their own efforts or investments in the land.
Yields in the communes were extremely low, reflecting the absence of
incentives at the household level. Only 20 percent of the population
worked in cities, and about the same proportion of the labor force
worked in state-owned enterprises of all sorts. These, too, were very inef-
ficient. Workers were guaranteed their wages and benefits (including,
for example, health care), and could not be laid off. They had, as the
common expression putit, an "iron rice bowl" that could not be broken
by an economic downturn.

Eastern Europe and the former Soviet Union were utterly different
in structure. Unlike China, roughly 60 percent of the region's popula-
tion lived in urban areas in 1978, whereas about 40 percent lived in ru-
ral areas. The industrial labor force was about 40 percent, of the labor
force, the service sector was another 40 percent, and the agricultural
sector was only around 20 percent. Figure 3 compares China's and Rus-
sia's economic structures, showing the key difference in the percentage
of the labor force engaged in agriculture and industry. In the Soviet-
style economy, virtually 100 percent of the population worked in state-
owned enterprises, as shown in figure 4. Even the farms were organized
not as Chinese communes, but as state-owned enterprises with workers
on salary. It could be said that 100 percent of the labor force in the So-
viet system enjoyed the wheat-based equivalent of the iron rice bowl.

The difference in starting points made all of the difference. In both
contexts the state enterprise sector posed an enormous challenge. With
workers guaranteed their wages, jobs, and benefits, the state-owned en-
terprises were both inefficient and big drains on the budget. Only force,
or the threat of force, kept down the workers' demands for wage in-
creases, since the workers knew that they could press for higher wages
without fear of layoffs or unemployment. Only subsidies from the
budget and the state-owned banks allowed the state enterprises to keep
operating and to cover implicit or explicit losses.

On the other hand, China's peasant commune sector was taxed by
the state, rather than subsidized. The government bought al of the
food from the farmers at low prices in order to subsidize the urban
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Figure 3: Distribution of Employment by Sector in 1980
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workers via low food prices. Moreover, the peasant farmers had no guar-
antees of incomes or benefits—in short, no iron rice bowl. As was true of
China's peasants from time immemorial, they just wanted to be left
alone by the state, rather than taxed by it. The communes were also very
inefficient, with grain yields that were very low because of the lack of ap-
propriate work incentives. The farmers' incomes did not depend on
their own efforts or production, but rather on the overall commune
output. The return to a "household responsibility" system, in which in-
dividual farm households farmed individual plots, with the benefits ac-
cruing mainly to those households, dramatically improved the work
incentives.

Chinawas able, therefore, to begin its reforms with a major burst of
agricultural production and a radical market reform of the food sector.
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Figure 4: Distribution of Employment by
Type of Organization in 1984-1985
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Between 1977 and 1979, the commune system was spontaneously dis-
mantled, not so much by top-down command, but by bottom-up action
of villages across the country in the wake of the power vacuum after
Mao's death. After decommunization spread like wildfire, it was vali-
dated by the Communist Party of Chinain 1979, but the real action was
spontaneous.

There was nothing gradual about this change. This was shock ther-
apy par excellence. Around seven hundred million individuals in farm
households were suddenly farming on plots assigned to the household
rather than to the commune. This new household responsibility system
gave massive incentives to individual farmers to work harder, apply in-
puts with more care, and to obtain higher yields. Food yields boomed,
and food supplies to the urban areas increased rather than decreased
with decommunization. In short, the early stage of China's reformswas a
burst of output that was "win-win" for both the rural and urban sectors.
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The next steps of China's reforms, in the 1980s and early 1990s,
were also rather swift and had highly positive results. First, the rural
peasants were given the freedom to leave the farm and begin to work in
rural industry, known as township and village enterprises (TVES). Sud-
denly, millions of industrial jobs opened up in hundreds of thousands
of these enterprises. Second, international trade and investment was lib-
eralized, initially in specially designated free-trade zones, known as spe-
cial economic zones (SEZs). Foreign investors saw moneymakers at
hand. They could bring in foreign technology and capital to employ
low-wage Chinese labor for the production of labor-intensive exports
for world markets. Chinese workers flocked into the free-trade zones
from the countryside. In effect, the liberalization of the farm sector
freed up labor for the manufacturing export sector. Within a few years
of the establishment of the free-trade zones, China began an export
boom based on labor-intensive exports in garments, textiles, footwear,
plastics, toys, and electronics assembly. Within just two decades, manu-
factured exports soared, from a few billion dollars in 1980 to more than
$200 billion dollars by 2000.

The designation of a few favored free-trade zones had historic
precedent in China's long history with world markets, particularly in the
nineteenth century. It turned out that the special economic zones were,
with a remarkable degree of overlap, the same sites of the initial open-
ing of the Chinese economy in the mid-nineteenth century after the
Opium Wars. The major difference between the early and the more re-
cent period was that in the mid-1800s, China was under quasi-colonial
rule, whereas the current episode was a matter of sovereign choice. This
made the legitimacy of today's free-trade zones vastly greater and the re-
forms much deeper. The idea of using key centers of industrialization as
a strategy of development, picking areas where the industrial invest-
ments would be encouraged, also has had a proven track record else-
where in Asia, from Japan's successful economic development to the
post-World War |1 successes of Korea, Taiwan, Hong Kong, Singapore,
Penang Island (Malaysia), and many other parts of Asia.

The rest, as they say, is history. These zones took off. They combined
very low-cost labor, availability of international technology, and an in-
creasing and eventual torrent of investment funds, both from domestic
savings, but increasingly in the 1990s, foreign direct investment.

That foreign direct investment had three components. Part of it was
long-distance international capital flows from the financial and industrial
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centers of Europe and the United States. Another very important part was
money from the offshore Chinese communities of Asia, the leaders of
which were able to identify excellent business opportunities, frequently
family centered. And a third part was what was called round-tripping
money, money that was taken out of China, usually from state enterprise
accounts, passed through Hong Kong financial intermediaries, and then
reinvested in mainland enterprises. However it was done, the combina-
don of low-cost laborers numbering hundreds of millions, modern tech-
nology, ample capital, and a safe and sound business environment
produced one of the great moneymaking machines of modern history.

One area of China's reforms was indeed gradual: the state enterprise
sector. China partly liberalized, but did not privatize, the state enter-
prises in the 1980s and 1990s. The government did not attempt to break
the iron rice bowl, and the results were not good, as might have been
predicted. Wages increased, profits decreased, and the burdens on the
budget and banking sector multiplied. Still, the government kept the
state enterprises in operation with few layoffs or ownership changes until
state enterprise reforms began in earnest at the end of the 1990s. Only
then did urban unemployment begin to rise with the layoffs of hundreds
of thousands, and then millions, of state enterprise workers.

Gradualism, then, Chinese style, meant radicalism in rural reforms,
a quick opening of the economy to trade, and only gradual reform of
the state enterprises. In that sense, China saved the hardest for last in
the sequence of reforms. This was a prerogative made possible by the
structure of China's economy as of 1978.

COMPARING CHINA TO
EASTERN EUROPE AND RUSSIA

Now consider the difference with Eastern Europe in 1989 or the Soviet
Union in 1991. In both of these cases there was no nonstate-enterprise
sector to be liberalized. Everybody had an iron rice bowl, and all enter-
prises were receiving subsidies from the state. The pressures on the
budget and money supply were already enormous, and macroeconomic
instability was at hand. Even worse, the Soviet Union and most of Eastern
Europe were already overextended in international borrowing, so there
was no fiscal relief at hand through new loans. On the contrary, the for-
eign creditors were demanding repayments from the Soviet Union.
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Gorbachev tried Chinese-style gradualism between 1985 and 1990 by
freeing the nonstate sector while preserving the iron rice bowl in the
state enterprise sector. But the results were a disaster. Whereas China
had 80 percent of the labor force outside state-owned enterprises, the
proportion of workers in the Soviet context that were not dependent on
the state was perhaps 1 percent. There was thus no surplus army of work-
ers ready to join the nonstate sector, as in China's town and village enter-
prises or its free-trade zones. There was also no easily engineered jump
in Soviet food production, since the Soviet state-owned farms {and nearly
equivalent collective farms) could not be turned over to peasants as had
been the case in China. The Soviet farms were capital-intensive, large-
scale wheat-growing operations, not an agglomeration of small-scale fam-
ily plots as were the Chinese communes. Soviet farmers, unlike China's
farmers, did not want to be left alone by the state. They wanted and ex-
pected the guaranteed security of state-enterprise employment.

Thus when Gorbachev freed the nonstate sector and liberalized the
state sector, only bad things happened. There was no surge in new sec-
tors, but there was a surge in wage demands and losses in the state-
owned enterprises. The budget deficit worsened measurably, and it was
not offset either by a burst of nontraditional manufacturing for the lo-
cal market (as in China's town and village enterprises) or a burst of ex-
ports (as in China's free-trade zones). Gradualism Soviet style, under
the rubric of perestroika, was therefore fiscally destabilizing without the
redeeming economic outcomes of China's reforms.

The differential diagnosis pointed to at least five structural differ-
ences between the Soviet and Eastern European economies on the one
side and the Chinese economy on the other.

* The Soviet and Eastern European economies had massive for-
eign debts, whereas China did not.

* China had alarge coastline that supported its export-led growth,
whereas the Soviet Union and Eastern Europe did not have the
benefit of large coastlines and the resulting low-cost access to in-
ternational trade.

* China had the benefit of overseas Chinese communities, which
acted as foreign investors and role models, whereas most of the
Soviet Union and Eastern Europe did not have comparable
overseas communities.
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* The Soviet Union was experiencing a drastic decline in oil pro-
duction at the outset of reforms, but Chinawas not.

* The Soviet Union had gone much further down the road of in-
dustrialization, using technologies incompatible with Western
(U.S., EU, and Japanese) technologies, whereas China re-
mained at alow level of technology and could more easily adopt
Western specifications.

All of these differences made reforms much tougher in Eastern Eu-
rope and the former Soviet Union than in China. None of thisis to say
that China's reforms were less than clever or that the Eastern European
reforms were optimal. | have already indicated how things went terribly
awry in Russia. It's just to say that glib comparisons between Russia and
China are utterly unfounded. Not only could China's reforms not work
in Russia, the irony is that Chinese-style gradualism was actually tried
and failed in the Soviet Union in the second half of the 1980s.

CHINA'S GREATEST CHALLENGES

It would be nice to report that China's economic success is assured, and
that the growth triumphs of recent years can be extended indefinitely.
Although | am optimistic that China will indeed enjoy decades more of
rapid growth, and thereby narrow the gap in per capita incomes that
has developed over the course of several centuries, | am also aware of
some significant challenges.

First, China's growth is not uniformly high. Like every other econ-
omy in the world, China'sis shaped by its geography, in this case an east-
west divide and a north-south divide. The east-west divide is striking.
China's east coast is the Pacific Ocean, and some of the most important
port cities in the world can be found there, including (from north to
south) the ports of Tianjin, Shanghai, Guangzhou, Hong Kong, and
Hainan Island. The coastal provinces have the advantage of proximity,
both in time and transport costs, to major world markets by sea-based
trade. China's western border is the Tibetan plateau, at 4,500 meters
above sea level, and the deserts of Central Asia. Both are forbidding bor-
ders, with enormous transport costs and great distances to major world
trading centers. It is not surprising that the western provinces have been
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growing much less rapidly than the eastern provinces, and that foreign
investors focus their investments almost entirely on the eastern coastal
provinces, as shownin map 7.

There is no easy answer to this divide. This is economic geography,
and the east-west growth divide is natural. It won't go away. It will be ad-
dressed partly through an internal migration of job seekers leaving the
west and heading east. This trend has already produced the largest mi-
gration occurring in the world today, with perhaps 150 million people
having moved either permanently or seasonally between the interior
and the coastal provinces. It will also be addressed in part through in-
vestments from the coastal provinces into the interior. These invest-
ments will help improve infrastructure, industrial development, and
social development, through better schools and better health services.

Eastern Europe and the former Soviet Union also have an east-west
divide, but there the western-most countries are closer to the major
markets of the European Union. Just as China's eastern provinces have
grown faster than the western provinces, so too have the countries of
Eastern Europe that border the European Union grown faster than the
countries of the former Soviet Union, which are much farther away.

The Chinese north-south divide is alittle bit less conspicuous, but it
is also very significant. The north is dry compared to the south. Water
scarcity in the north of Chinawill take on increasing economic and so-
cial significance in the years ahead. Already China is talking about
spending tens of billions of dollars to divert rivers from the south to the
north in three great canals whose costs, effectiveness, and ecological &-
fects are hard to assess with precision, but the risks are very large.

A second major challenge for China is deciding on the role of the
state sector in social and environmental protection in the context of
market reforms. In some ways, China has overshot the mark in market
reforms. When it dismantled the highly inefficient commune system in
the countryside, it also disassembled the only rudimentary public health
system that existed, which was also based on the commune structure.
Since the 1980s, China's rural poor have had to depend on out-of-
pocket payments for their health expenses. The results have been dire.
Too many of the poor cannot afford the health care that they need. In
some rural areas, infant mortality rates have increased in recent years,
despite China's growing wealth. When the SARS epidemic hit in 2003,
China discovered that it utterly lacked a functioning public health sys
tem in rural areas, one capable of surveillance and control of epidemic
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diseases. In short, in the coming years China will have to build a system
of social protection, and most notably a system of public health care, es-
pecially in the rural areas.

In the same way, Chinawill have to take much more seriously its sys
tem of environmental protection. With 1.3 billion people, likely to rise to
14 billion by midcentury, and with one of the world's highest population
densities, the potential for the human destruction of China's ecosystems
is profound. China already experiences profound costs of environmen-
tal stress, including enormous natural disasters such as flooding, massive
costs to health from massive urban air pollution, and rapidly intensifying
water demand in the dry north China plains. Moreover, Chinais likely to
overtake the United States as the world's largest single contributor to
man-made climate change as China's use of fossil fuels continues to soar.
For both internal and international reasons, therefore, Chinawill have
to become a serious manager of environmental threats, atask that will re-
quire government leadership far beyond market reforms.

There is a third area of vital concern for China in the coming
decades: political reform. | believe that China will achieve democ-
ratization, but it will not be a necessarily smooth process unless China's
leadership understands that both domestically and internationally, dem-
ocratization is vital to China's well-being. One reason for optimism, in
general, isthat as economic development takes place, the call for democ-
ratization and transparency grows. That phenomenon, although not uni-
versal, is vay’ widespread, and it will definitely work in China. | say
definitely because we have seen how powerfully that impulse succeeded
in Taiwan, South Korea, and in other nearby cultures and countries.
China will experience powerful forces for democratization from within
as the rate of literacy and the level of private wealth grow, and as various
interest groups in the society have more standing and greater eagerness
to participate politically, in part to defend their property rights.

What is clear, though, is that China will need a different kind of po-
litical system. China's political system is perhaps the longest-standing
state structure in the world: its roots can be directly traced to the admin-
istrative apparatus of the Han dynasty, almost 2,200 years ago. The idea
of a centralized state, with power emanating from the top and extend-
ing down through bureaucracies at the regional, local, and, finally, vil-
lage levels, has been the basic Chinese model since the unification of
Chinain 202 BC. What made the centralized state possible in Chinawas
a vast subcontinental-scale society of villages. The villages themselves
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looked a lot like each other across a very wide space: they were rice-
growing communities of hundreds of millions of people, living in hun-
dreds of thousands of villages, with common economic and cultural
characteristics. In such ahomogeneous setting, a centralized administra-
tive strategy flourished, with orders going down from the top, percolat-
ing through various levels, and reaching the endpoints in communities
very similar in their basic internal organization.

The success of China's centralized state will complicate democ-
ratization. It reigned for nearly two thousand years as a workable model
of political organization. Over its long history, with only temporary ex-
ception, China remained a unified state, one with remarkably little in-
ternal violence for such a vast and populous area. Statecraft has had
tremendous success because, after all, what is a measure of the success
of statecraft? The ability of people to live together. Notwithstanding its
startling achievement, though, it has not furthered China's accomplish-
ment in economic development. The centralization of China con-
tributed to nearly five hundred years of decisions from the top that had
huge, negative economic repercussions. Such a process would have
been impossible in Western Europe, where political and thus economic
power was aways decentralized.

Even with more than two thousand years of success, the central state
has outlived its usefulness. Why? China's centralized apparatus, which
extends over such alarge area, is not compatible with the dynamism of a
decentralized and diverse market economy and market-based society,
which depends on migration, multiple bases of power and wealth, and
regional diversity. This dynamism is already putting huge strains on Chi-
nese statecraft.

Two millennia of social organization are being overturned by urban-
ization, with huge diversity in the kinds of economic activities that differ-
ent parts of the country are pursuing. These different activities, together
with diverse cultural, ethnic, and linguistic representation, give rise to
different infrastructural, educational, and other needs. It is no longer
possible to give one order from the top that will make sense for 1.3 hil-
lion people. Part of China's economic success in the last twenty years has
been the empowerment of provincial and local governments to experi-
ment at their levels by allowing for diversity, creating a more complex di-
vision of labor, and enabling mobility—in short, to see what works.

China's need for legitimate local government is greater than ever,
because more decisions are being made at the local level. But if those
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important decisions are being made by people appointed from the top
who cannot be effectively managed or who are not regarded as legiti-
mate appointments by those below, the model breaks down. It is already
breaking down, with much corruption in local and regional govern-
ments. The one-party system is losing adherence, and yet Chinawants to
avoid internal disarray, even if it fals into conflict. The country's leaders
need to avoid that, but also find ways to decentralize power.

| believe that afederal democratic system will be the most likely solu-
tion, but getting from here to there will be very tricky. There are early
stirrings of democracy in China right now, for example, nonparty elec-
tions at the village level, where individuals stand for positions rather than
represent organized political parties. HuJintao, the general secretary of
the Communist Party, recently declared, "Democracy is the common pur-
suit of mankind, and all countries must earnestly protect the democratic
rights of the people." There is a huge gap between words and action, but
the gap isvery likely to narrow meaningfully in the coming years.

The question is whether this change can be managed gradually and
peacefully, or whether the hard-liners, corrupt officials, and sycophants
of the one-party system will delay gradual change to the breaking point.
A gradual evolution to democratic rule would be most desirable, and it
is possible. The examples of Taiwan and Korea show that one can make
a transition while maintaining national integrity and good economic
performance at the same time. These are the political challenges that
lie ahead for China.

CHINA'S HISTORIC OPPORTUNITY

China is likely to be the first of the great poverty-stricken countries of
the twentieth century to end poverty in the twenty-first century. Its rate
of extreme poverty has already plummeted, and the proportions con-
tinue to drop rapidly. Earlier | discussed China's centuries-long slide in
relative income and the beginnings of its catching up. The turnaround
in the past quarter century, although dramatic, looks modest set against
the thousand-year history of decline. The good news for China and for
the world, | strongly believe, is that the prospects for rapid catching up
are the best they have been for centuries. In a short span of half a cen-
tury, China can substantially narrow the existing gap. One rule of
thumb among growth economists holds that the income gap between a
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Figure 6: China's Prospects for Catch-up

0.6

—

0.1

0.3

4.2

Ratic of Chinese to Western European GDF per Capita

&l

i3

T T I I T T I I T T
B0 1825 1830 1875 J400 1923 1950 1873 2000 2085 2050

Year

Swterve: Codbeselated wring datn from Maddison (200 Fard auther s froprtions.

rich and poor economy will tend to narrow by about 2 percent per year
if al other things (geography, policy, and the like) are roughly the
same. This narrowing occurs not because the richer country gets
poorer, but because the lagging country is able to mobilize capital and
technologies to promote faster growth. By this shorthand, we find the
possibility for Chinain the first half of our new century shown in figure 6.
By theyear 2050, it is reasonabl e to suppose that Chinawill reach around
half of the Western European income average, restoring China's relative
position at the start of the industrial era.

China's reforms are reshaping the global economy and global poli-
tics. Soviet reforms beginning in the 1980s and changes in Indiain the
early 1990s were no doubt inspired in part by China's successes. As my
engagement in China has deepened during the past decade, so too has
my experience as an adviser and researcher in India. China has already
demonstrated that a country of more than one billion can achieve un-
precedented development. Many people around the world, including
me, naturally wonder whether India will soon do the same. By 1994, |
had begun to ponder that question intensively.
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INDIA'S MARKET REFORMS:

THE TRIUMPH OF HOPE OVER FEAR

India began to introduce far-reaching market reforms in 1991. These
reforms were similar, in important ways, to those that were sweeping
China, Eastern Europe, and the former Soviet Union. In mid-1994, | was
invited to New Delhi to meet with government members and to give a
number of public lectures about globalization and economic reforms
around the world. | was particularly thrilled with the opportunity to meet
India's minister of finance, Dr. Manmohan Singh, a world-respected,
Cambridge- and Oxford-trained development economist who was guid-
ing India's economic reforms. Since then, | have had the honor and
pleasure to work with Singh, India's prime minister since May 2004, and
with other Indian leaders, including Prime Minister Atal Bihari Vg-
payee, who held the office briefly in 1996 and again from 1998 to 2004.
| had first seen extreme poverty in 1978 on a month-long trip to In-
dia during my graduate studies. From my first day in Indiain 1978, | was
utterly transfixed. India was visualy breathtaking andjarringly incom-
prehensible: graceful women wearing colorful saris, teeming market-
places, freely roaming cows, monkeys dashing from rooftop to rooftop,
funeral processions inching through crowded bazaars, holy men in loin-
cloths, temples of every variety, impoverished old people begging on
the street corners, turbaned Sikhs. It posed the challenge of extreme
poverty more starkly than | had ever before imagined. Why was this vast
and ancient civilization so impoverished? What could be done about it?
Would India be able to feed itself? On that trip | carried around the gi-
ant tome Asian Drama, by Nobel Laureate Gunnar Myrdal. | thought
how extraordinarily lucky | would be if I could someday help to under-
stand, even to help to solve, such problems.
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Almost twenty years later | was back in Indiawith a bit more prep-
aration than the first time. By then | had seen much of the world, and
had studied and participated in economic development problems for
more than a decade. | was eager to make good on my personal commit-
ments from graduate-school days tojoin, in some small way, the battle
against India's extreme poverty. | was also an optimist. If China could
rise from poverty at unprecedented rates, using globalization to boost
technology, why couldn't India do the same? Of course it could, | told
myself, and surely Manmohan Singh and his team would see to that.

Within a few days of my arrival in 1994, | confronted a new puzzle.
Government leaders, including Singh and his team, were quite opti-
mistic about India's reforms, and the business community was cau-
tiously optimistic as well. The academics, however, were not. In lecture
after lecture | heard skepticism from the economics professors. Poverty
would worsen; growth would prove elusive. The skepticism was unnerv-
ing, but also eye-opening. It eventually made me appreciate the weight
of history in India.

I was in the middle of giving a lecture at India's vibrant academic
meeting ground, the India International Centre, waxing rhapsodic
about the growth opportunities afforded by foreign direct investment. |
looked at the doubting faces in the crowd, and then suddenly caught
myself short. Here | was, glibly describing the wonders of foreign direct
investment in a country that had actually lost its sovereignty to a private
corporation! It was India's remarkable experience to have fallen victim
to the British East India Company, a private joint-stock company, before
succumbing to the British Empire itself. India's history during the sev-
enteenth to nineteenth centuries was one of greed-driven private
armies running roughshod over a great civilization. Globalization would
not go down so easily among intellectuals keenly aware of the country's
past tribulations.

THREE THOUSAND YEARS
OF INDIA AND THE WORLD

India's long, remarkable history bears heavily on it today. Historians hy-
pothesized that India's traditional social structure, with its meticulous
stratifications by caste, reflects the imprint of its formative history. Al-
though much is obscure and heatedly contested about India's early his-
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ton', recent genetic mapping of the Indian population suggests that the
ancient Vedas may well tell an accurate tale of an indigenous Indian
(Dravidian) population conquered by invading tribes from Central Asia
who became the high-caste Brahmans. The Brahmans, some recent
studies suggest, cany genetic markers closer to those of Central Asia
and Asia Minor (Anatolia) than of Southern India. Caste differences
and taboos may therefore reflect the earliest social relations of the con-
qguerors and conquered. For whatever reasons, India is an unmatched
melange of cultures, ethnicities, languages, al phabets, and religions. Di-
versity isits first and overwhelming characteristic.

India's history offers a unique panorama of competing empires and
conquests. Although India's population has been overwhelmingly
Hindu from the time of the Vedas, India's rulersin the past millennium
have more frequently been Muslims or Christians. The heavily populous
regions of the Ganges River plains, long centered around Delhi and
Agra, were conquered by Muslim invaders from the eleventh century
onward. The famed Mogul emperors, builders of the Tg Mahal and
Delhi's Red Fort, were Muslim invaders from Central Asia. These were
the powerful rulers who were holding sway over northern Indiain 1602
when a small band of traders chartered by Queen Elizabeth | arrived at
the Coromandel Coast near what is now the great city of Chennai, until
recently known as Madras. While the Moguls dominated the Ganges
River plains, an array of maharajahs, princes, and warrior kings ruled
over the rest of the Indian subcontinent.

Through political genius and sheer ruthlessness, British forces
gained the upper hand in India through a strategy of divide and con-
quer. How else could a small trading company from a country of per-
haps 5 million people even contemplate creating a foothold, much less
an empire, halfway around the world in a subcontinent of 110 million
or more inhabitants? Step by step, from its inauspicious arrival in 1602
to the final conquest of the subcontinent in 1857, the British East India
Company, backed by the British Crown, bamboozled and fought its way
to power, siding first with one ruler and then another, double-crossing
its allies and defeating its foes on the battlefield, buying, bribing, and
fighting itsway to complete control.

Exactly how this happened must surely be viewed as one of history's
great perplexities. Yes, Britain had more advanced armaments. Britain
commanded the seas in a way that India's rulers never attempted,
Britain was the undisputed industrial world power of the nineteenth
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century. Yet when the East India Company began its expansion in the
seventeenth century, India's population outnumbered Britain's by per-
haps twenty-two to one, and they had the home court advantage. India
also outstripped Britain as an industrial and manufacturing power. In-
dia's textiles and apparel were prized throughout the world, and its
cloth exports constituted the vast bulk of the world's trade in textiles
and apparel, Britain's ascent to power reflected not only its growing in-
dustrial and military prowess, but also the deep weaknesses in India's
political and social structures. In political terms, an overextended
Mogul empire began to disintegrate in the early eighteenth century,
when it was unable to govern over the vast subcontinent and lacked sup-
port among the Hindu population. The Mogul empire dissolved into a
growing number of sovereign successor states, and the British relent-
lessly manipulated these political divisions to their advantage. At the
same time, India's remarkable social stratifications and caste hierar-
chies—so extreme that it was taboo for upper-caste Indians even to wak
in the shadow of lower-caste or outcaste Indians—played an important
role. A society without strong internal cohesion and camaraderie was
much easier to conquer.

THE BRITISH RAJ AND
ITS ECONOMIC LEGACY

The military conquests were combined with economic conquests. From
the start of the eighteenth century to the end, Britain went from being
an importer of Indian textiles and garments to a significant exporter to
India. By the middle of the nineteenth century, Britain was the clothier
of India, with British mechanized mills displacing millions of Indian
hand-loom operators. The textbooks often paint this as a picture of
market forces shaped purely by technological advance. The textbooks
neglect to add, however, that Britain imposed trade restrictions on In-
dia's textile exports to Britain during the pivotal eighteenth century, giv-
ing itself time for its own less efficient manufactures to gain the upper
hand. In short, Britain pursued an aggressive industrial policy to topple
India's predominance in the textile trade.

Britain's military conquest of Indiawas completed in 1857, at which
point the East India Company, which was already under state control,
formally transferred legal authority over India to the British Crown. In-
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diawas, of course, the jewel of the British Empire, and much of Britain's
foreign policy in the Middle East, Central Asia, and elsewhere was
devoted to protecting that jewel. Britain also invested heavily on the In-
dian subcontinent, financing roads, rails, electricity grids, and tele-
graph connections to help develop the Indian economy from the late
nineteenth century onward. Yet a proper reckoning of the British Rg
must also consider the downsides of empire, which were severe.

Perhaps most important, the British Ragj showed a disdain for edu-
cating the Indian population, both at the primary level and at the elite
level. Although there were Indian elites such as Mohandas Gandhi and
Jawaharlal Nehru who received world-class educations and who would
go on to create an independent India, they were few in number. Under
British rule, Indiaremained acontinent of illiterate peasants. At the time
of independence, India's literacy was only 17 percent. Public health was
also badly neglected. Life expectancy in 1947 was a mere 32.5 years.
Britain also showed a disdain for Indian industrialization, at least the
kind of industrialization that might threaten British industrial interests
back home. The infrastructure was built to exploit India's raw materials,
such as cotton for British mills, and not mainly to industrialize India it-
self. There were exceptions, once again, but they help to prove the rule.
And as Angus Maddison notes, "The Indian capitalists who did emerge
were highly dependent on British commercial capital and many sectors
of industry were dominated by British firms, e.g. shipping, banking, in-
surance, coal, plantation crops and jute."

The greatest illustration of British imperial irresponsibility was its
response to repeated famines and disease epidemics during the second
half of the nineteenth century and the first half of the twentieth cen-
tury. As recounted vividly in Mike Davis's stunning book Late Victorian
Holocausts, India fell prey to repeated monsoon failures, which were
probably linked to El Nino-Southern Oscillation (ENSO) climate fluc-
tuations in the western Pacific. A monsoon failure would lead to
drought and hunger one year and then to a severe malaria epidemic the
next when the rains reappeared and a burst of mosquito abundance &-
flicted a weakened population. British infrastructure building—dams,
irrigation channels, roads—exacerbated India's vulnerability to malaria
by multiplying the breeding sites of the anopheles mosquitoes in prox-
imity to human settlements.

The British cannot be blamed for the monsoon failures, or the in-
creasing number of breeding sites. The role of mosquitoes in transmit-
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ting malaria was not understood until 1898. (It was a great British scien-
tist based in India, Ronald Ross, who first elucidated the life cycle of the
malaria parasite, independently from the Italian scientist Giovanni Bat-
tista Grassi.) Britain's failure was its response to famine. The British re-
peatedly failed to organize food relief and other social services in the
face of mass suffering. Davis quotes Lord Curzon, the British viceroy,
lecturing starving Indians as follows:

[Alny Government which imperiled the financial position of India
in the interests of prodigal philanthropy would be open to serious
criticism; but any Government which by indiscriminate ams-giving
weakened the fibre and demoralized the self-reliance of the popula-
tion, would be guilty of a public crime.

In the end, millions died as the imperial authority passively stood by.

Notably, India's last major famine was in 1943 in Bengal, in the wan-
ing years of imperial rule. The monsoons failed to come again in the
1960s, but this time a sovereign Indian state came to the rescue of the
hungry masses through large-scale distributions of emergency food ra-
tions. Thisrescue from disaster led Amartya Sen to his great insight that
famines have as much or more to do with authoritarian politics as they
do with climate fluctuations and crop yields. (Sen'sinsight is sometimes
carried too far, however, with the claim that democracies never have
famines. In the extreme climatic and demographic conditions of Africa,
where highly vulnerable populations rely on rain-fed agriculture in arid
regions, droughts can cause famines even in democracies.)

Some recent historical accounts, most notably Empire, by historian
Niall Ferguson, praise the British Empire's spread of technology and
knowledge to India and other colonies. These are misleading accounts
in my view, for although empire did extend infrastructure and technol-
ogy, it did so to Britain's advantage. Without empire, the same technolo-
gies could have diffused in many other ways: trade in capital goods,
imitation and reverse engineering, the purchase of technical advice (a-
ways available at a price), and the spread of scientific knowledge
through textbooks, global conferences, student exchanges, and scien-
tific academies. Japan, for example, did not fal prey to empire to
achieve the technological benefits of the industrial age. By keeping its
sovereignty, Japan enjoyed an even quicker ascent into industrialization
than did the colonies. Indeed, as Maddison notes, "Indian industrial &-
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ficiency was hampered by the British administration's neglect of techni-
cal education, and the reluctance of British firms and managing agen-
cies to provide training or managerial experience to Indians."

The overall record of economic performance under the British Ra
was pretty' dreadful. Using Maddison's data, India experienced no per
capita growth from 1600 to 1870. Per capita economic growth during
the period 1870 to independence in 1947 was a meager 0.2 percent per
year, compared with 1 percentin the UK.

INDEPENDENCE AND
INDIA'S ECONOMIC CHOICES

India, like the rest of the colonized world, chafed under foreign domi-
nation. When Europe bled itself to exhaustion in two world wars and the
intervening Great Depression, the European colonies were ready to
assert their independence. Indiawent first, at the stroke of midnight, Au-
gust 15, 1947. Thus began India's "tryst with destiny,” in Nehru's evoca-
tive phrase, as well as its rendezvous with its own twin demons—colonial
rule, which left India allergic to international trade and to foreign invest-
ment, and extreme social divisions, which left India weakened internally
aswell as competitively vis-avis the rest of the world.

When Nehru became the first prime minister, he quickly intro-
duced a strategy of democratic socialism. Like other postcolonial nation
builders of his era, Nehru looked for a path of self-sufficient economic
development, one that would not rely on global markets, international
trade, and foreign direct investments. After a long and hard-won strug-
gle against colonial rule, Nehru and his fellow nation builders had no
taste for risking a new period of subjugation to foreign economic forces.
They had other reasons as well for choosing an inward-looking (autar-
kic) development strategy. World markets were hardly functioning in
1947, and the Great Depression had left the feeling that market forces
were unreliable. Moreover, the apparent triumphs of Soviet industrial-
ization, much exaggerated by phony data and hidden repression, added
to the view that scientific state planning had come of age.

For these reasons, Nehru opted for a system of strong state controls.
Licenses were needed for everything in India: to trade, to invest, to ex-
pand factory capacity. Large industrial units were held back, ostensibly
to preserve room for small and technologically backward enterprises.



INDIA'S MARKET REFORMS 177

Hand-loom operators were protected from industrial looms. Industrial
workers could not be laid off. Urban land could not be converted into
new industrial uses without permission. Bank accounts, money trans-
fers, and foreign investments al required licenses. The economy, in
summary, was tied up in horrendous knots so tight that it could hardly
grow, giving rise to the "Hindu" growth rate of around 3.5 percent per
year, or just 1.9 percent per capita, during the period 1950 to 1970.

India's first major economic breakthrough came in the late 1960s
and early 1970s with the introduction of the Green Revolution into the
country. Scientific plant breeders were able to breed new varieties of
maize, wheat, and rice in which the plant's growth was channeled into
the grain rather than the stalk. The resulting rise in food yields freed In-
dia from the chokehold of famine. After the Green Revolution, India
was able to feed itself even in years when the monsoons failed. The
seemingly endless saga of India's fighting mass starvation came to an
abrupt end, well before its market reforms triggered a sustained acceler-
ation in economic growth.

The Green Revolution created pockets of rising income, especially
in Punjab, where irrigation and the existing railways supported the
rapid introduction of the new high-yield crop varieties. More generally,
though, India remained trapped with low and erratic growth. In the
late 1980s, Rgiv Gandhi introduced some limited market reforms that
seemed to speed economic progress, but unsustainable foreign bor-
rowing, in fact, fueled much of that acceleration. The foreign borrow-
ing cycle ended in mid-1991, when foreign investors realized that
India's foreign debt levels were rising quickly without a commensurate
rise in its exports. As investors began to withdraw funds and demand a
repayment of their loans, India's foreign exchange reserves fell sharply.
A balance of payments crisis loomed. Enter Manmohan Singh, who un-
derstood clearly that it was time to end the License Raj. From mid-1991
onward, India became part of the global wave of market reforms, join-
ing China, the Soviet Union, Eastern Europe, and Latin America in
their globalization.

THE LAUNCH OF REFORMS

Singh's first steps were to end the most crippling bureaucratic restric-
tions on international trade and investment. Businesses that could find
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profitable opportunities were suddenly allowed to pursue them. The
government lowered tariff barriers and lifted import quotas from thou-
sands of goods. Noneconomists feared that these measures would sim-
ply open the floodgates of imports, further drowning Indian producers
in a sea of low-cost imports. They did not understand that by liberalizing
imports, the government was also promoting exports. Suddenly, Indian
producers could buy capital goods and intermediate inputs on world
markets at competitive prices, making it possible for them to sell their
own finished goods on world markets at lower prices as well. More gin-
gerly and then gradually, the government also began to make it easier
for foreign firms to invest in India. To encourage foreign investors, the
government liberalized the number of approvals needed, the percent-
age of a company that could be foreign owned, and the range of sectors
in which foreigners were permitted to invest.

Perhaps not surprisingly, when | arrived in India in mid-1994, just
three years after the start of these major changes and with India still
shaking off the remnants of a financial crisis, the academic economists
were dtill pessimistic. How could India possibly compete in world mar-
kets? How could India avoid domination by a new East India Company?
My protestations that trade liberalization works—that India's exports
were bound to grow—were met with repeated warnings that "India is
different.” In which sectors would India compete? they asked me repeat-
edly. Thank goodness the choice was made by the markets, not me! |
would have placed my bets on labor-intensive manufactures—footwear,
toys, apparel, electronics—just as in China. While those sectors did
achieve some notable gains, they were not destined to be the engines of
growth for India in the first decade of reforms. To nearly worldwide as-
tonishment, India became a hub of large-scale service-sector exports in
the new information technologies.

By the mid-1990s, with Microsoft asserting its dominance in com-
puter software and the Internet coming into its own as a revolutionary
tool of business as well as education and entertainment, the fact of the
large numbers of Indian software engineers in the cutting-edge busi-
nesses slowly started to become apparent. Silicon Valey, the epicenter
of the information technology (IT) revolution, was filled with highly
trained and motivated Indians. Small Indian-owned and Indian-led IT
businesses were quickly becoming big Indian-owned businesses with
considerable cachet in the industry, including Sycamore and Infosys.
Microsoft itself began to invest heavily in Indian software engineers,
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who were already legion in the company, and in Indiaitself, as a place to
write software, often at the cutting edge.

The factors underpinning India's ability to compete effectively in
the IT industry were increasingly obvious. First, for more than a genera-
tion India had been turning out high-quality entrepreneurs and engi-
neers from the Indian Institutes of Technology (lI1Ts), a collection of
seven world-class, loosely affiliated campuses around the country. Be-
cause of India's relatively stagnant economy, IIT graduates migrated in
large numbers to the United States. By the mid-1990s, they were becom-
ing the business leaders of their generation, taking leadership positions
at Microsoft, McKinsey & Company, Citigroup, numerous investment
banks, IT firms, and other major international companies.

Second, many of these overseas Indians had begun to establish busi-
ness relations back in India, a process greatly facilitated by the new in-
formation technologies. Decades of economic closure and sluggish
growth had left India's physical infrastructure in a fairly decrepit state,
especially when it came to exports. The port facilities were crowded,
poorly managed, and hard to access. Roads were clogged and riddled
with chassis-breaking potholes. But the IT revolution meant that ex-
ports of information, by way of satellite linkups in the mid-1990s and
fiber optic cables afew years later, could bypass the logjams on the roads
and ports. A satellite dish on the roof of the building was all that was
needed to make nearly instantaneous contact halfway around the world.

In 1994, | made my first visit to an offshore back-office operation, a
visit that | have repeated innumerably since then. We visited the Santa
Cruz Electronics Export Processing Zone in Mumbai and the office of
Swiss Air. There were rows of young women sorting through boarding
passes and frequent flyer claim forms, entering into the computer the
mileage awards of last month's travels. Swiss Air simply gathered its pa-
per records in Zurich and Geneva, put them on a Swiss Air flight to In-
dia, and processed them in this office at a tiny fraction of the costs back
in Switzerland. The data were entered into spreadsheets and beamed
back to headquarters through a dedicated satellite line. By the late
1990s, India’'s centers of IT operations, in the cities of Bangalore, Chen-
nai, Hyderabad, and Mumbai, were the new destinations for major com-
panies looking for software engineering, data transcription services,
computer graphics, back-office processing, computer-aided design, and
amyriad of other IT-based activities.

From the point of view of economic reforms, it was clear that India
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was internationally competitive. An export boom, albeit initially in ser-
vices rather than the manufactures that many of us had expected, was
fueling the most rapid economic growth in India's history. The fear that
a wave of multinational companies would conquer India was looking
rather silly. On the contrary, India's great success in attracting U.S. out-
sourcing contracts had become a political issue back in the United
States, with ill-founded charges that India was somehow unfairly taking
jobs from Americans. In a time-hallowed way, the country's entrepre-
neurs were using the forces of globalization to help close the technolog-
ical gap with the world's leading economies. And they were succeeding.

The result of India's reforms, therefore, involved another step up in
India's growth rate trend. Looked at from the long-term perspective, In-
dia passed through four phases of growth in the twentieth century: low
growth under the British Raj (1900-47), low growth under Nehru's Li-
cense Raj (1947-70), faster growth with the advent of the Green Revolu-
tion (1970-91), and sustained high growth with market liberalization in
the 1990s (1991-2000). These steps are shown in figure 1.

The fears about globalization were vastly overblown, but there are
good reasons to remain vigilant about the politics of multinational com-
panies. A striking example of this came during one of my visits to Delhi
at the end of the second Clinton administration. The U.S. ambassador
to India invited me to pay a courtesy call at the embassy a day or so be-
fore | was to meet with the Indian prime minister. The ambassador
looked me in the eye and said, "Please urge your friends to resolve their
dispute with Enron." He was referring to an ongoing commercial dis-
agreement between the U.S. company and the Indian state of Maha-
rashtra over electricity pricing at an Enron-built plant. "If they don't
settle, this will jeopardize India's standing with many other U.S. compa-
nies." | have aways resented such heavy-handed lobbying by a senior
U.S. official on behalf of a U.S. company, and | resent it even more, in
retrospect, now that Enron has become the poster child for U.S. corpo-
rate sleaze.

INDIA'S ECONOMIC CHALLENGES

India faced four major challenges in 1994, and they remain the main
challenges a decade later, albeit in somewhat less acute form. First, the
reforms needed to be extended. Liberalization had begun, but key sec-
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Figure 1: Economic Growth in India Since 1900
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tors of the Indian economy remained hamstrung by the systems put in
place a half century earlier. Second, India needed to invest heavily in
basic infrastructure—roads, ports, power, water and sanitation, telecom-
munications—to reduce production costs and deepen India's integra-
tion domestically and with world markets. Third, India needed to invest
much more in the health and education of its own people, especially
the lower castes and outcastes who faced continuing extreme social ex-
clusion. Fourth, India needed to figure out how to pay for the infra-
structure and social investments, since by 1994 the budget was in a
perilous state, with large deficits both at the central (union) govern-
ment as well as the state levels.

Following my 1994 visit, | left behind a detailed report about these
challenges; this work, in turn, led to further intensive discussions with
the government and academics. In 1996, my colleague Nirupam Bajpai
and | became advisers to the central government as well as to the gov-
ernment of Tamil Nadu, afast-growing state in southeast India. We have
had the satisfaction of seeing many of our recommendations adopted in
recent years. Our basic argument has been that India could achieve the
growth rates seen in China if India broadened and deepened its re-
forms. Events have not disappointed us. By 2004, India was growing at
around 7 percent per year, approaching the growth rate of China. The
favorable results were also evident in the reduction of extreme poverty.
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easily avoided. But the results went deeper than that. The evidence
showed clearly that India's economic growth was urban led, with the
gaps in living standards between the cities and the countryside widening
in recent years. My studies with Nirupam Bajpai had found that the rate
of urbanization at the state level was the strongest predictor of the rela-
tive growth rates among the Indian states, with the most urbanized
states, as of 1981, the places where growth was the most rapid. Figure 3
shows the relationship of state-level growth during 1981 to 1991, in rela-
tion to each state's extent of urbanization as of 1981. Clearly, the urban-
ized parts of India have been the fastest growing. This is not surprising.
The Green Revolution had its largest impact in boosting rural incomes
in the 1970s, whereas the economic growth since then had been in the
urban-based IT industry as well as in urban-based manufacturing. In the
2004 elections, the rural sector was saying that enough was enough, that
rural areas should reap more of the benefits of India's rapid growth.
With Manmohan Singh as the new prime minister, the government
is turning its policies to redress the shortfall in rural growth. The basic
approach, which | believe is strongly merited, is to boost public invest-

Figure 3: Growth Rate, 1981-1991, and
1981 Urbanization by State
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ments in rural areas in order to ensure that every village in India will
soon have the benefits of basic infrastructure and social services. The
government has boldly proclaimed "electricity for all," as well as essen-
tial health services and safe drinking water for everyone. In the Indian
context, these are not mere populist slogans. They are achievable goals,
and the basis for much-needed investments. They cut to the core of In-
dian social divisions as well by committing the state to ensure that even'
Indian, not just the upper castes, receives the benefits of basic social ser-
vices and essential infrastructure. The government's new commitments
are a necessary part of a successful decade of development, and even
more, of India's historic escape from poverty. Finance Minister P. Chi-
dambaram concluded his 2004 budget speech with the following inspir-
ing commitment:

The countries of the world, Indiaincluded, have set for themselves
the Millennium Development Goals. Our date with destiny is not at
the end of the millennium, but in the year 2015. Will we achieve
those goals? In the eleven years that remain, it is in our hands to
shape our destiny. Progressis not dways on alinear path, nor isitin-
evitable. Two thousand years ago, Saint Tirvalluvar said:

"Aran |zhukkathu Allavai Neeki Maran 1zhukka Maanam
Udayathu Arasu."

("They are good rulers who observe ethics, commit
no crime and wak the path of honour and courage.")

If we bring thought and passion to our governance, and wak the
path of honour and courage, we can make the future happen. And
this century will be India's century.

LESSONS FROM INDIA

Finance Minister Chidambaram is right. As with China, the twenty-first
century is likely to be the era when centuries of relative economic de-
cline in India are substantially reversed. | have made that optimistic
point since the early 1990s, and events have proven it correct. The pes-
simistic argument that | first read in the 1970s and heard again in the
first half of the 1990s—that India is somehow condemned by culture,
history, or geopolitics to continued poverty—is wrong. Contrary to the
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pessimists, India did not have an irreparable "Hindu" growth rate. The
Green Revolution and then market reforms overrode the slow growth of
the 1950s and 1960s. Even the deep-seated rigidities of caste, which have
impeded social mobility and kept large parts of the Indian population
bereft of adequate health, nutrition, and education, are proving mal-
leable in the face of powerful economic and political forces. As eco-
nomic development has proceeded, and India has become increasingly
urbanized, many of the caste distinctions that till loom large in the vil-
lages have fleeting significance in the urban labor market. Democracy,
too, iswearing away at age-old social hierarchies. One person, one vote
transformed the political scene in mid-2004, when India's villages spoke
loud and clear for a greater share of public investments,

Indiais also teaching the world a lot about the richness of the inter-
national division of labor, and how it changes in response to technolo-
gical possibilities. Who would have guessed twenty-five years ago that
impoverished India would burst upon the world economy in the 1990s
through high-tech information services? Nobody. The technological
possibilities of Internet-empowered software programming, offshore
business processing, long-distance data transcription, and a host of
other 1T-based industries had not even reached the concept stage. | saw
firsthand, repeatedly, how India's ability to take advantage of the new IT
possibilities resulted from its long-standing investments in higher edu-
cation, especially in the Indian Institutes of Technology. These have be-
come the hubs for the newly established 1T-based industries. In my visits
around India | have often met outstanding scientists who are making
important contributions to India's economic development through
their superb educations and decades of scholarship.

India's varied geography also further deepened my understanding
of how the physical environment helps to shape economic activity. Asin
China, India's Green Revolution led to a short period in the 1970s and
1980s of rural-led development, with the Green Revolution state of Pun-
jab becoming India's fastest growing and richest state. But this phase of
rural-led growth was relatively short-lived. Since the 1980s, and espe-
cialy since the 1990s, urban-based manufacturing and services have led
the way. As aresult, the large coastal port cities—Mumbai, Kolkata (for-
merly Calcutta), Chennai—have been the stars of Indian economic
growth. The hinterland, especially in the Gangetic plains, has lagged be-
hind, in the same way that China's western hinterland lagged behind
the coastal provinces. Geography—with its attendant rainfall, tempera-
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ture, soil, natural resources, and disease vectors—continues to affect In-
dian regional development in countless subtle ways through disease
ecology, tourism, crop production, and other factors.

The return of China and India to global economic prominence in
the twenty-first century is likely to reshape global politics and society.
The overwhelming dominance of the West, which lasted half a millen-
nium, is probably passe. We should view these developments not only
with awe, but with anticipation. Adam Smith viewed the uniting of Eu-
rope and Asia via sea-based trade and the discovery of America as "the
two greatest and most important events recorded in the history of
mankind." He argued that "[b]y uniting, in some measure, the most dis-
tant parts of the world, by enabling them to relieve one another's wants,
to increase one another's enjoyments, and to encourage one another's
industry, their general tendency would seem to be beneficial." Smith
was painfully aware, however, that Europe's "superiority of force" had
enabled the Europeans "to commit with impunity every sort of injustice
in those remote countries.” He looked forward to the day when an
equality of courage and force would lead instead to "respect of the
rights of one another,” and he believed that "extensive commerce"”
would hasten that day. If we act wisely, an era of mutual respect and ben-
eficial exchange between the East and West will, at long last, be at hand.



Ten

THE VOICELESS DYING:

AFRICA AND DISEASE

I had never been to sub-Saharan Africa before 1995. After working in

every other part of the world, | felt an increasing urgency to under-
stand the development challenges in the world's most distressed region.
What | found was a crisis much more severe than | had expected, with
causes quite different from what is commonly assumed. A decade of
work in Africa has taught me a considerable amount about extreme
poverty, the power and limits of globalization, and the indomitable
strength of the human spirit in the face of adversity.

By the time | had begun to work in Africa, | was prepared to see
things more clearly than | would have a few years earlier. An intensive
decade of economic advising from 1985 to 1995 taught me something
of the art of differential diagnosis, so | could better appreciate how
Africa's development crisis reflected the interactions of history, geogra-
phy, domestic policies, and geopolitics. These interactions had left
Africa stuck in a poverty trap. Worse, as of the mid-1990s, Africa was ca-
reening headlong into an HIV/AIDS pandemic, one of the most fero-
cious disease contagions in history.

LOOK WHO'S LECTURING WHOM
ON GOVERNANCE

The outside world has pat answers concerning Africa's prolonged crisis.
Everything comes back, again and again, to corruption and misrule.
Western officials, including the countless "missions" of the IMF and
World Bank to African countries, argue that Africa simply needs to be-
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have itself better, to allow market forces to operate without interference
by corrupt rulers. An American talk show host, Bill O'Reilly, reflected a
common view when he recently declared that Africa "is a corrupt conti-
nent; it's a continent in chaos. We can't deliver a lot of our systems that
we send there. Money is stolen. Now when you have a situation like that,
where governments don't really perform consistently, where there'sjust
corruption everywhere, how can you cut through that?"

Western governments enforced draconian budget policies in Africa
during the 1980s and 1990s. The IMF and World Bank virtually ran the
economic policies of the debt-ridden continent, recommending regi-
mens of budgetary belt tightening known technically as structural
adjustment programs. These programs had little scientific merit and
produced even fewer results. By the start of the twenty-first century
Africawas poorer than during the late 1960s, when the IMF and World
Bank had first arrived on the African scene, with disease, population
growth, and environmental degradation spiraling out of control.

When it comes to charges of bad governance, the West should be a
bit more circumspect. Little surpasses the western world in the cruelty
and depredations that it has long imposed on Africa. Three centuries of
dave trade, from around 1500 to the early 1800s, were followed by a cen-
tury of brutal colonial rule. Far from lifting Africa economically, the
colonial era left Africa bereft of educated citizens and leaders, basic in-
frastructure, and public health facilities. The borders of the newly inde-
pendent states followed the arbitrary lines of the former empires,
dividing ethnic groups, ecosystems, watersheds, and resource deposits
in arbitrary ways.

As soon as the colonial period ended, Africa became a pawn in the
cold war. Western cold warriors, and the operatives in the CIA and coun-
terpart agencies in Europe, opposed African leaders who preached na-
tionalism, sought aid from the Soviet Union, or demanded better terms
on Western investments in African minerals and energy deposits. In
1960, as a demonstration of Western approaches to African indepen-
dence, CIA and Belgian operatives assassinated the charismatic first
prime minister of the Congo, Patrice Lumumba, and installed the
tyrant Mobutu Sese Seko in his stead. In the 1980s, the United States
supported Jonas Savimbi in his violent insurrection against the govern-
ment of Angola, on the grounds that Savimbi was an anticommunist,
when in fact he was a violent and corrupt thug. The United States long
backed the South African apartheid regime, and gave tacit support as
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that regime armed the violent Renamo insurrectionists in neighboring
Mozambique. The CIA had its hand in the violent overthrow of Presi-
dent Kwame Nkrumah of Ghana in 1966. Indeed, almost every African
political crisis—Sudan, Somalia, and a host of others—has a long his-
tory' of Western meddling among its many causes.

The one thing that the West would not do, however, was invest in
long-term African economic development. The die was cast in the 1960s,
when senior U.S. policy makers decided that the United States would not
support a Marshall Plan type of policy for Africa, even though such an &-
fort was precisely what was needed to build the infrastructure for long-
term growth. It was not that U.S. officids rejected the diagnosis—they
knew it was needed—but the political leadership was not willing to pay
the price.

In April 1965, the director of the Central Intelligence Agency sub-
mitted a National Intelligence Estimate on the "Problems and Prospects
in Sub-Saharan Africa" The estimate accurately concluded the follow-
ing about Africa’'s growth prospects:

Economic growth in most areas will be very dow; indeed, setbacks

are probable in a number of countries. There is a desperate short-

age of virtualy al kinds of technical and managerial skills; indeed,

the basic institutions and g&ff for economic development are often
inadequate or absent. Moreover, itishighly unlikely that most African
countrieswill obtain external assistance or investment on anything ap-
proaching thescalerequired for sustained economic devel opment. (Empha-
sisadded.)

As aNational Security Council staffer noted in June 1965 in briefing Mc-
George Bundy, President Lyndon Johnson's special assistant for na-
tional security affairs, the president's mandate to the State Department
"cautions that substantial increases in U.S. foreign assistance expendi-
tures [to Africa] are not envisaged."

DEEPER CAUSES OF AFRICAN POVERTY

Both the critics of African governance and the critics of Western vio-
lence and meddling have it wrong. Politics, at the end of the day, simply
cannot explain Africas prolonged economic crisis. The claim that
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Africa's corruption is the basic source of the problem does not with-
stand practical experience or serious scrutiny. During the past decade |
witnessed close at hand how relatively well-governed countriesin Africa,
such as Ghana, Malawi, Mali, and Senegal, failed to prosper, whereas
societies in Asia perceived to have extensive corruption, such as
Bangladesh, India, Indonesia, and Pakistan, enjoyed rapid economic
growth. Table 1 compares the Transparency International "corruption
perception” rank for these African and Asian countries and their re-
spective economic growth rates. We see that African countries lag be-
hind in economic growth even when they are perceived to be less
corrupt than their Asian counterparts. Using formal statistical tests, it
turns out that Africa's per capita economic growth is significantly lower,
by around 3 percentage points per year, than in other developing coun-
tries with comparable levels of corruption and income.

Table 1: Corruption and Economic Growth

Corruption AverageYearly
Per ception GDP per Capita
Rank* Growth, 1980-2000

Sub-Seharan Africa Ghana 70 0.3
Senegal 76 05
Mali 78 -05
Malawi 83 0.2
East Ada India 83 35
Pakistan 92 24
Indonesia 122 35
Bangladesh 133 20

*Source: Transparency International, Global Corruption Report 2004 (London: Pluto Press, 2004). A higher rankindicatesgreater-

perceived  corruption.

Table 1: Corruption and Economic Growth

Corruption Average Yearly
Per ception GDP per Capita
Rank* Growth, 1980-2000
Sub-Ssharan Africa Ghana 70 0.3
Senegal 76 05
Mali 78 -0.5
Malawi 83 0.2
Ead Ada India 83 35
Pakistan 92 24
Indonesia 122 35
Bangladesh 133 2.0

* Source: Transparency International, Global Corruption Report 2004 (London: Pluto Press, 2004). A higher rankindicatesgreater
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fleet platitudes and prejudices, with little explanatory power about eco-
nomic development. | was intent on finding a better approach. My work
in Africa has been both an intellectual aswell as a human adventure, and
| think the effort has paid off in helping to uncover some of the deeper
roots of Africas predicament, as well as some promising solutions.

FIRST ENCOUNTERS

From my first drive across the border from Zimbabwe into Zambia, and
during innumerabl e visits since, what has impressed me most is the dis-
tinctive physical ecology, and how it has helped to shape Africa's recent
economic history. The great biologist E. O. Wilson is correct, | believe,
when he argues that human beings are "hard-wired" to feel a special res-
onance ("biophilia®) with the African savannah, the place where our
species arose some 150,000 years ago. Yet however captivating these sa-
vannahs are, they pose innumerable and unique challenges for modern
economic development: disease, drought, and distance from world mar-
kets, to name just three. Adam Smith, | noted earlier, had already
pointed out the third of this trilogy in The Wealth of Nations, when he ob-
served in 1776 that Africa had been poor from time immemorial be-
cause it lacked the navigable rivers and natural inlets that afford the
benefits of low-cost, sea-based trade.

Driving past the adobe huts in sparsely populated rural areas of
southern Zambia, | was struck by the extreme economic isolation of
these rural households, even those relatively close to the paved road on
which we drove. The settlements were typically a few huts circled
around an area for chickens and some fuel wood. The settlements had
no electricity or telecommunications, but more than that, there was no
motorized transport whatsoever or even animal-drawn carts. The low
population densities reflected the meager yields of the farms, the food
output of which could support only a small population. (And this re-
gion was one of relatively stable rainfall and reasonable soils; other parts
of Africa that | visited soon thereafter were even more disadvantaged.)
The soils of these farms were depleted of nutrients, | would come to
learn, and the homesteads were too disconnected from organized mar-
kets to sell crops or buy fertilizers. My detailed understanding of these
problems, though, was still years away, and | certainly did not glean that
knowledge from economics commentaries!
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| came to appreciate that isolation and lack of basic infrastructure
are the prevailing conditions of most of rural Africa, and that rural
Africais where most Africans live. Perhaps these facts should have been
obvious to me from the start. Relevant information on population den-
sities, roads, motor vehicles, access to electricity and telecommunica-
tions, and the like was certainly available from published data. But
without the benefit of visiting Africa's rural communities, | would not
have known what to look for in the data, or what the data really meant.

By the time | reached Lusaka on that first visit to Africa, | knew that
things were very different, but | still did not begin to fathom just how dif-
ferent. One omnipresent force, which would overwhelm me for the com-
ing decade, had till not made its presence felt. | was in the Bank of
Zambia on the second or third day after my arrival, when my colleague
from Harvard University explained to me that a Zambian coworker in the
financial reform project had recently died. "How old was he?" | asked.
"Oh, our age," came thereply. "But why?" | asked. "AIDS, Jeff, AIDS."

That was my firsthand introduction to the realities of AIDS in
Africa A team at Harvard had been leading a project for the past three
years to help Zambia get back on its feet after a disastrous financial cri-
sis. Sadly, Zambians were not getting back on their feet at all; instead,
they were dying in remarkable numbers, including the highly trained
Zambians in the project. This project was meant to be "capacity build-
ing," but Zambia was clearly losing trained capacity much faster than it
was being gained.

AIDS was already relentless by the mid-1990s, but much worse was
yet to come: endless work absences, funerals, and hushed conversations.
Death was at the door. AIDS was not alone in its devastating impact on
African society. Soon | became vividly aware of another insidious killer:
malaria. At first | thought malaria was little more than a concern to be
addressed with my once-a-week dose of mefloquine. Then | dowly grew
aware of the obvious. Every African colleague, almost without excep-
tion, lost a few days per year to a flulike spell of malaria. Every now and
then | would hear that one of our African graduate students who had re-
turned to his country for a visit had come down with a much more seri-
ous bout of malaria. Several ended up in the hospital, some near death.
What surprised me most, though, was malaria's grip on children. Every-
one's children—rich and poor alike—contracted malaria. And all
risked grave complications.

Married to a doctor, | have grown accustomed to frequent discus-
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sions about disease. But beyond anything | had experienced or could
imagine, disease and death became the constant motif of my visits to
Africa. Never, not even in the highlands of Bolivia, where illness is rife,
had | confronted so much illness and death. India had never evoked the
same sense of death in the air. By the turn of the new millennium, sub-
Saharan Africas life expectancy stood at forty-seven years, more than two
decades lower than in East Asia (sixty-nine years) and thirty-one years
lower than the average age in developed countries (seventy-eight years).
In parts of Africa life expectancy was plummeting by almost twenty years
as a result of the spread of AIDS. The worldwide map of life expectancy
in map 8 highlights Africa's unique and extraordinary situation.

| began to suspect that the omnipresence of disease and death had
played a deep role in Africa's prolonged inability to develop economi-
caly. The unsolved challenge for development economists is to under-
stand why economic development in Africa has been so hard to achieve,
notjust in modern times but for centuries, and not in some places but
in virtually all of tropical Africa (not including the five countries of
North Africa or South Africa). Even before the Industrial Revolution,
Africa had the lowest urbanization rate of any part of the world, and
apparently the world's lowest living standards on the eve of the era of
modern economic growth. According to economic historian Angus
Maddison, Africa's growth rate has been among the lowest of any world
region during each major subperiod since 1820. That includes a long
stretch before Africafell to European colonial rule in the 1880s and the
period since independence. Could the exceptional burden of illness be
a significant reason?

| decided to take on the question of Africa’s lack of economic devel-
opment in aseries of research projects and advisory roles. Part of the an-
swer, to be sure, lay in the governance choices made by African regimes.
| visited Zimbabwe several times, and saw Robert Mugabe's depreda-
tions firsthand, Zimbabwe is a case where the traditional explanation of
miserable rule is a sufficient explanation for a country's ills (although
the nation no doubt also suffers from other serious problems as well).
In 1997, | was invited to address a national forum in Harare, Zimbabwe,
the only foreign speaker invited for the occasion. | gave a firm warning
that Zimbabwe was veering off a cliff financially. Fittingly, perhaps, the
lights promptly went out in the hotel and convention center. | de-
scended seventeen flights of stairs by candlelight when the backup gen-
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erator also failed. Sadly, the painful metaphor of Zimbabwe's lights go-
ing out has proved only too true in the ensuing years.

Another part of the answer, it is true, lay in implementing tradi-
tional market reforms, especially regarding export promotion. Asia had
begun its ascent up the development ladder through garment exports. |
was deeply puzzled about why African countries were not doing the
same. One country was the exception that proved the rule: Mauritius,
an Indian Ocean island off the coast of East Africa. During the colonial
era, the island was a British slave colony for sugarcane production, but
after independence, Mauritius began to export clothing. At the time of
the country's independence in 1968, an ethnic-Chinese academic on
the island happened to visit his brother in Taiwan. The brother was play-
ing aleading role in the new export processing zones that were just then
being established in Taiwan and other parts of Asia. The academic car-
ried the concept back to the first prime minister, Seewoosagur Ram-
goolam, who established a Mauritius free-trade zone in 1971. Therestis
history. In 1996, | briefed U.S. Treasury Secretary Robert Rubin on the
notion of expanding the number of African free-trade zones by offering
Africa ensured access to the U.S. market for textile exports. This con-
cept fed directly into the early Treasury Department drafts of new trade
reform legislation for Africa, which became the African Growth and Op-
portunity Act in late 2000. The AGOA is now helping to create urban-
based manufacturing employment in several countries in Africa

Yet the more | saw, the more | realized that although predatory gover-
nance can soundly trounce economic development, good governance
and market reforms are not sufficient to guarantee growth if the country is
in a poverty trap. | visited and worked in many places with good govern-
ments that were struggling mightily against the odds. Botswana, Ethiopia,
Ghana, Malawi, Mozambique, Nigeria (under President Olusegun Oba-
sanjo), Senegal, Tanzania, Uganda, to name just a few, all have better gov-
ernance than might have been expected given the burdens of extreme
poverty, illiteracy, lack of financial resources, massive debt overhang,
AIDS, malaria, and repeated droughts. In al of those cases, but especially
in the landlocked countries (which number a whopping fifteen in Africa,
by far the most of any continent), free-trade zones would not suffice, nor
would they relieve extreme poverty on any kind of realistic timetable.

What, then, could be done for such places, where the struggle
against poverty and disease was more elemental than choices about pri-



196 THE END OF POVERTY

vatization, budget deficits, or trade policy? To understand—and over-
come—such crises, it would be necessary to unravel the interconnec-
tions between extreme poverty, rampant disease, unstable and harsh
climate conditions, high transport costs, chronic hunger, and inade-
qguate food production. My first foray into this complex mix was via dis-
ease—mainly AIDS and malaria—which | began to study in detail in
1997. More recently, especially in the context of the UN Millennium
Project, | have also focused my attention on the issues of infrastructure
and increased food production.

The Malaria Mystery

| had alot to learn about disease and public health. It took me awhile to
understand the dire state of affairs. | still remember asking, "What do
you mean they are not going to doctors? They have AIDS but they are
not seeing doctors? Their children suffer from malaria-induced anemia
but are not treated? How can this be?" 'You know, there are treatments
for AIDS and malaria,” | sputtered. "What do you mean, there are no
medicines here? What do you mean, there's no treatment program?
What do you mean, USAID is doing nothing? What do you mean that
the World Bank hasn't had an AIDS or malaria program in this country
for years?' These were basic questions that | had never asked before
coming to Africa. Strangely, neither had other economists, including
those leading the IMF and World Bank missions to Africa

Malaria became my first target of study. Malaria is a potentially fatal
protozoan disease transmitted by a specific kind of mosquito, the genus
anopheles. Malariais utterly treatable, yet, incredibly, it still claims up to
three million lives per year, mostly young children, about 90 percent of
whom live in Africa. The rest of the deaths occur in tropical regions of
the Americas and Asia. In fact, there are four types of human malaria.
The malaria caused by the pathogen Plasmodium falciparum is by far the
most lethal variant and is responsible for the vast proportion of malaria
cases in Africa. The malaria due to P. vivax is very widely distributed
in tropical and subtropical regions outside of Africa and is much less
lethal. It is worth restating the central fact: malaria is utterly treatable,
yet it till claims around three million lives per year, overwhelmingly in
Africa, Low-cost treatments exist, but they do not reach the poor. These
statistics boggled my mind, as does the current estimate that malaria
causes up to five billion clinical cases per year. Virtually everybody in
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tropical Africa contracts the illness at least once a year. In some places,
the entire population lives year-round with the malaria parasite in their
bodies (although without clinical symptoms much of the time).

| overlaid two world maps, one of low GDP per capita and one that
shows malaria transmission at three pointsin time: 1946, 1966, and 1994
(one can see the areas where malaria has been eliminated during those
fifty years). The poor regions were largely the same as malarious ones,
as shown in maps 9 and 10. This prompted four questions: First, does
malaria contribute to poverty, or does poverty cause higher malaria inci-
dence, or is it both? Second, why was the malaria situation so much
worse in Africa? Third, what was being done to break the malaria-
poverty linkage? And fourth, of course, what more could be done? Ad-
dressing these questions opened my eyes to a host of issues that | had
hardly imagined in the mid-1990s. They led me from malaria to AIDS to
public health, and then to the Millennium Development Goals.

The first finding | tried to establish was whether malaria and poverty
were intertwined because poor countries lacked the means to fight
malaria, or also because malaria contributes to extreme poverty. The ev-
idence suggests both directions of causation. Poverty certainly exacer-
bates malaria by leaving impoverished households and governments
without the financial means to fight the disease. Richer households and
governments can afford to spray homes with insecticide, a highly effec-
tive intervention in many contexts; they can afford to install screen
doors and windows to help keep the mosquitoes from entering the
houses in the first place; they can afford insecticide-treated bed nets,
which can substantially reduce the transmission of malaria in a village;
and they can ensure access to health care and effective medications
when the need arises.

Yet malaria also causes poverty, and for reasons that go well beyond
the obvious ones of causing absenteeism from work and school. It is
worth remembering how malaria and yellow fever delayed the construc-
tion of the Panama Canal for more than thirty years. The first attempt,
led by the great French engineer Ferdinand de Lesseps, ended in
tragedy when these two mosquito-borne diseases struck down the work-
force. Only after the United States invested heavily in a mosquito-
control effort guided by Colonel William C. Gorgas was the canal
constructed. Malaria to this day can stop a good investment project in its

tracks, whether a new mine, farm region, or tourist site.
Malaria also has extremely pernicious effects on the investments in
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human capital. Children who suffer repeated bouts of malaria can suf-
fer lifetime ill effects caused by chronic anemia and the aftermath of
complicated cases. With so many repeated disease episodes, they may
drop out of school early because of poor attendance and a poor ability
to learn. But there is an even deeper, if indirect, channel straight to
poverty. In highly malarious regions, malariaimpedes the demographic
transition and the investment in human capital. When children die in
large numbers, parents overcompensate and have more children, with
devastating results. Too poor to invest in the education of al of their
children, the family might educatejust one child, usually the elder son.
If children in malarious regions manage to survive, they enter adult-
hood without the proper education they need to succeed.

Why, though, was Africa so much more vulnerable to malaria than
other regions? | was frequently asked how it was that malaria had not
crippled the United States, which had had malaria until the 1940s (as
map 10 showed), whereas it arguably had crippled Africa. It took me a
while to understand some basic disease ecology, but once | did, the an-
swer became clear. Malaria in the United States, and indeed in every
other place in the world outside of Africa, was easier to control. Africa
had it the worst, not because of poor governance and lack of public
health services, but because of a unique disease environment. Malaria
had coevolved with humans in Africa, and the result was a special inten-
sty of transmission unequaled in any other part of the world.

| learned that malaria is transmitted when a female anopheles mos-
quito takes a blood meal from somebody already infected with malaria.
After being ingested by the mosquito, the parasite finds its way to the
mosquito's gut. There it undergoes a life-cycle transformation, after
which the parasite migrates back to the mosquito's salivary glands,
where it can be injected into another victim. But here is the catch. The
life-cycle change, called sporogony, takes about two weeks, roughly the
life span of the mosquito itself. If the mosquito dies before sporogony is
completed, the mosquito never becomes infective. The central ecologi-
cal pointisthat the warmer the temperature, the faster the sporogony—
and the more likely it is that the mosquito will live to become infective.
Malaria is largely a tropical disease, and if warm weather is a prerequi-
site, Africa has it!

Another important point is that some types of mosquitoes prefer to
bite people, whereas others feed off cattle. Transmitting malaria re-
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quires two consecutive human bites: the first for the mosquito to ingest
the parasite and the second for the mosquito to infect another person,
roughly two weeks later. If the mosquito feeds frequently on cattle
rather than on people, the odds are that at least one of the two bites, if
not both, will be taken from cattle. In India, for example, the predomi-
nant type of anopheles tends to bite humans about one third of the
time, and cattle the rest. Africa, sadly, has another predominating mos-
quito type which prefers human biting nearly 100 percent of the time.
Mathematically, the chance that an Indian mosquito will feed off two
humans in a row is about one out of nine, whereas in Africa it's about
one out of one, or nearly certain. The force of transmission of malaria
in Africais therefore roughly nine times that of India because of the dif-
ference of mosquito species.

Thus Africais really unlucky when it comes to malaria: high temper-
atures, plenty of breeding sites, and mosquitoes that prefer humans to
cattle. When all these factors were put into a formal mathematical
model, map 11 emerged. The darker shades in Africa signify that the
disease transmission is higher simply because of the ecology. Africa's
crisis is unique, with only a few other scattered parts of Asia (notably
Papua New Guinea) sharing the same high ecological burden.

All of this helps to explain why Africais burdened with malarialike
no other part of the world, but it does not mean that the situation is
hopeless. Far from it. Household spraying, insecticide-treated bed nets,
and antimalarial medicines al work in Africajust as they do in other
parts of the world. Although these technologies will not eliminate the
disease in the way that it was eliminated in Europe and the United
States, they will control the disease, reducing decisively the number of
deaths from malaria. No children need to die, and none will if they have
access to all of the modern tools of disease prevention and treatment!
Yet malaria sets the perfect trap: it impoverishes a country, making it too
expensive to prevent and treat the disease. Thus malaria continues and
poverty deepens in atruly vicious circle.

This knowledge led me to the third question: what to do? | have to
admit, | could not even begin to imagine what | would find when | first
looked into possible solutions. There | was, a macroeconomist, reason-
ably proficient in issues of trade, budget deficits, inflation, and ex-
change rates. | understood quite a bit, | believed, about market reforms
and globalization. And | believed these issues were quite important.
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Nonetheless, | presumed malaria to be an even more urgent issue, a
truly life-and-death concern. | fully expected to find that whatever could
be done to fight malaria was already being done. Surely, | thought, the
world community would not simply be standing by while millions of
children were dying each year. But when my colleague Amir Attaran
and | began to run the numbers on the levels of donor assistance to
fight malaria, we barely found any numbers. The level of rich-country
help to Africa to fight malaria was minimal, in the tens of millions of
dollars per year when $2 to $3 hillion was needed.

1 was shocked. | started to scour the World Bank and USAID Web
sites and project descriptions. Surely we had overlooked a massive effort
to help Africa fight the disease. But no, the original calculations were
correct. Malariawas not on the policy radar screen. The IMF and World
Bank were apparently too busy arguing for budget cuts and privatiza-
tion of sugar mills to have much time left to deal with malaria.

Africa’'s AIDS Cataclysm

From these lessons, it was but a small step to HIV/AIDS. The same three
questions applied for AIDS as for malaria. What does the disease do to
economic growth and poverty? What accounts for Africa's special cir-
cumstances? And what must be done? The answers are similar, but they
have one important difference: as of today there is no solid explanation
for why Africas AIDS prevalence is at least an order of magnitude
higher than anywhere else in the world.

The simplest answer, widely believed, is that in Africa there is more
sexual activity' outside of long-term stable relationships. The data, how-
ever, repeatedly cast doubt on that widely believed hypothesis. Perhaps
the sexual networking is different in Africa (for example, there are
more relationships between older men and younger women and more
concurrent relationships, although not more lifetime partners). Per-
haps HIV/AIDS is transmitted more easily in Africa because the popula-
tion has other untreated ailments (malaria, other sexually transmitted
diseases), or because men are much less frequently circumcised, or be-
cause condoms are less frequently used in casual sexual relations. Per-
haps the viral subtypes (known as clades) are different in Africa. The
truth is that nobody is sure. The only certainty is that HIV/AIDS is an
unmitigated tragedy and a development disaster throughout Africa, es-
pecially in the hardest hit regions of eastern and southern Africa
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As for the economic costs of the disease, these certainly rival or ex-
ceed malaria's in the disaster at hand. Africa is losing its teachers and
doctors, its civil servants and farmers, its mothers and fathers. There are
already more than ten million orphaned children. Business costs have
soared because of disarray from massive medical costs for workers, re-
lentless absenteeism, and an avalanche of worker deaths. Foreign in-
vestors are deterred from stepping into Africas AIDS morass. And
millions of households are battling the illness of the head of household,
resulting in an incredible toll in time and expense, to say nothing of the
emotional traumafor the family.

Once again | looked at what was being done and what could be
done. By the late 1990s, AIDS in the rich countries was being treated,
with growing success, by antiretroviral medicines given in three-drug
combinations, so-called highly active antiretroviral therapy (HAART) or
simply antiretroviral therapy (ARV). This therapy was changing the face
of the disease in the rich countries. Individuals infected with HIV now
had hope. Others who thought they might be infected were willing to
come forward for testing. The prospect of drug treatment, and there-
fore the readiness of more people to submit to voluntary counseling
and testing, meant that prevention and treatment programsworked in a
mutually supportive manner.

Certainly, 1 thought, the same must be happening in the low-
income world. With al the worldwide attention on AIDS, and &l the
hand wringing and speeches, surely the donor world was gearing up to
help the impoverished world to fight this terrifying epidemic. But once
again my presumptions were wrong. Attaran and | went to work on the
donor figures, and we were blown away by what we found. Could it really
be true that the world was giving just $70 million to all of Africato fight
AIDS? Was this even conceivable? As we started circulating these data,
shown in table 2, there was no statement of correction or complaint
from the donors. These estimates were, stunningly, the right numbers,
and soon afterward Attaran and | published them in one of Britain's
leading medical journals, The Lancet.

Over and over again | saw the difference between spin and reality in
how the world community faced AIDS and malaria. At one point, for ex-
ample, an IMF officia published a letter in the Financial Times noting
that health and education spending in poor countries with IMF pro-
grams was actually up 2.8 percent per year between 1985 and 1996. The
fact is, however, that although the IMF official was correct in a strictly
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Table 2: Overseas Development Budgets for Sexually

Transmitted Disease Control, Including HIV/AIDS,
in Sub-Saharan Africa (1990-1998)

AU Grant Sources Loans from
Year Sour ces Tech World Bank

Total Total Tied Untied Coop Total
1990 28.9 28.9 10.8 181 9.9 0.0
1991 384 384 18.8 9.3 10.3 0.0
1992 53.7 53.7 148 22.6 2.6 0.0
1993 391 39.1 28.1 34 31 0.0
1994 162.5 86.2 46.4 28.3 28.1 76.3
1995 139.3 99.3 25.7 431 28.2 40.0
1996 437 437 25.6 105 89 0.0
1997 88.3 88.3 49.0 22.3 18.1 0.0
1998 73.9 739 24.7 20.6 17.2 0.0

Millions of USS.

Source; Attaran and Sachs (2001)-

technical sense, health spending was disastrously, indeed shockingly,
low in African countries with IMF programs. In most cases, public
health spending in 1996 was below $10 per person, so the increase had
been from almost nothing to almost nothing. | was initially amazed that
the IMF would play such tricks with the public, but | came to realize that
the fund had no special feel for these numbers. The IMF management
and staff know very little about public health, and traditionally they pay
almost no attention to whether health spending in their client countries
is $10 or $100 or $1,000 or more per person (as it is for the rich coun-
tries that dominate the Executive Board of the institution).

Around the same time, | made a speech noting that the World
Bank had made no grants or loans during 1995-2000 for controlling
AIDS in Africa. A bank spokesman attacked me vigorously. 'You don't
know what you're talking about. We had several program countries
with AIDS programs.” "That can't be; I've checked, and | did not find a
single loan." Again they were technically correct, in a way that utterly
distorted the truth. There were probably a few dozen countries where
AIDS was mentioned in a sentence or maybe a paragraph in aloan for
the health sector. The AIDS component was usually tiny, perhaps a
few million dollars over several years. Up to the year 2000, these mini-
mal efforts never even contemplated the use of antiretroviral drugs to

treat AIDS.
In the late 1990s, in the wake of my public spats with the IMF over
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their mismanagement of the 1997-98 East Asian financial crisis, | went
on the warpath with the international financial community over AIDS
and malaria. | called for an end to the international community's gross
negligence regarding the diseases ravaging Africa. | complained that
the IMF and World Bank had been in Africa for decades, but had re-
mained blind to the most basic realities there, and to the growing hu-
man and economic catastrophe.

At that point, | teamed up with President Olusegun Obasanjo of
Nigeriato help prepare a major Africa-wide summit on malariain Abuja,
Nigeria, in April 2000. My colleagues, including several world-class
malariologists at Harvard—Andy Spielman, Awash Teklehaimanot (vis-
iting from WHOQO), and Anthony Kiszewski—and | wrote a key back-
ground report that demonstrated the massive burden of malaria on
economic development in Africa and also stressed the opportunities at
hand to control the disease.

At about this time | received a call from Dr. Gro Harlem Brundt-
land, who had recently been appointed director general of the World
Health Organization. Brundtland was former prime minister of Norway
and, without doubt, one of the world's most skilled political leaders. In
the mid-1980s she had chaired the famous Brundtland Commission,
which had launched the concept of sustainable development. She said
to me, "If you want to get someone's attention about the health crises in
Africa, 'show them the money." Help them to understand the economic
costs of the disease pandemics, as well as the economics of disease con-
trol. Above all, propose practical solutions based on a rigorous empha-
sis on economic costs and benefits."

Brundtland suggested that | chair a commission of macroecono-
mists and public health specialists to dojust that. The WHO Commis-
sion on Macroeconomics and Health (CMH) was born. | chaired the
commission for two years, from the start of 2000 to the end of 2001. In
December 2001, the CMH published its report, Investing in Health for
Economic Development. This was the work of eighteen commissioners, in-
cluding Harold Varmus, Nobel laureate and former director of the Na-
tional Institutes of Health; Supachai Panitchpakdi, who would go on to
lead the World Trade Organization; Robert Fogel, the Nobel laureate
economic historian at the University of Chicago; and Manmohan Singh,
the former finance minister and future prime minister of India. In addi-
tion to this stellar commission, we drew upon six task forces that in-
cluded more than a hundred specialists from around the world. The
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commission and task forces had senior representation of the IMF, the
World Bank, and several donor agencies.

The commission gave me a wonderful opportunity to test my fa
vorite hypothesis about collective rationality, which is that if you put
people of strongly opposing view's in a room together, and infuse their
discussion with data, background studies, and unhurried time for de-
bate, it is possible to bridge seemingly irreconcilable positions among
the members of the group. | have come to call this process analytical de-
liberation. It works. The commission was deeply divided at the start
about who was "to blame" for Africa's roiling disease crisis: Africans for
their mismanagement, the pharmaceutical industry for its greed, the
rich world for its malign neglect. Did Africa need more aid, or just bet-
ter use those resources that it had at hand? Could anti-AIDS drug treat-
ment be applied in Africa? On these and a dozen other issues, the first
day of the two-year process was contentious, to say the least. On the last
day, when the report was issued, we had reached a consensus that ex-
tended not only to the eighteen commissioners and hundred or so ex-
perts in the working groups, but also to major representatives of the
pharmaceutical industry and the NGO community. We had worked dili-
gendy and assiduously to bring forward evidence and a consensus on
three basic issues:

First, is disease a cause of poverty, a result of poverty, or both? The
commission concluded that causation runs strongly in both directions.
Poor health causes poverty and poverty contributes to poor health.

Second, why do poor countries have a life expectancy several
decades shorter than rich countries? Why, especially, is Africas life ex-
pectancy, at forty-seven years in 2000, more than three decades less than
the seventy-eight years of the rich countries? The commission identified
eight areas that accounted for the vast proportion of the gap in disease
burden: AIDS, malaria, TB, diarrheal disease, acute respiratory infec-
tion, vaccine-preventable disease, nutritional deficiencies, and unsafe
childbirth.

Third, how much should the rich world help the poor world to in-
vest in health? The commission calculated that donor aid ought to rise
from around $6 billion per year to $27 billion per year (by 2007). With
the combined GNP of the donor countries equal to around $25 trillion
dollars as of 2001, the commission was advocating an annual investment
of around one thousandth of rich-world income. The commission
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showed, on the best epidemiological evidence, that such an investment
could avert eight million deaths per year.

The report of the Commission on Macroeconomics and Health had
quite a notable reception. Reports come and go. This one, | think it is
fair to say, came and stayed. It made the important point that we, as a
generation, can do something dramatic to improve our world. The re-
port found a wide audience, in part, because it was based on a broad
and surprising consensus. It was launched with the kind of pizzazz that it
deserved, with Brundtland; UK Secretary of State for International De-
velopment Clare Short; Ray Gilmartin, the CEO of Merck; and Bono as
enthusiastic supporters.

Around the same time that the commission began meeting, |
started to push the idea of a "global fund" to fight AIDS and malaria. At
the Internationa] AIDS Conference in Durban in July 2000, | gave a
speech calling for such a global fund. Word spread of the speech and
the idea of a new global fund took hold. I met with UN Secretary-
General Kofi Annan, whom | consider the world's finest statesman, to
discuss the practicalities and design of such a fund. He was very inter-
ested and asked me to work closely with his staff in the coming months
to refine the concept.

One more piece of the puzzle was needed. As of early 2001, the
donor world still shunned the idea of using anti-AIDS drugs in low-
income countries to save the lives of people with late-stage AIDS disease.
The donor world viewed anti-AIDS drugs as hugely expensive and techni-
caly impractical—in short, not cost-effective. Getting global financing
for them in Africa was still a huge uphill struggle. The most common
claim was that anti-AIDS treatment wouldn't work anyway. Impoverished
and illiterate patients would not be able to comply with complicated
drug regimens.

My colleague Paul Farmer put those arguments to rest for me and,
in some ways, for the world. A professor of medicine at Harvard, and a
saint of global health, Paul had been running a clinic in the impover-
ished central plateau of Haiti since 1985. Using charitable contributions
and drug donations from HIV-infected patients whose regimens had
changed (leaving the patients with unneeded pills), Paul had begun in-
troducing anti-AIDS drug treatment among his AIDS patients. He was
getting marvelous clinical results. In January 2001, he invited my wife
and me to his clinic to see the results. We went out to the villages to
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meet mothers and fathers who had been at death's door, but who were
now standing tall with their children. Wherever we went, we were
greeted with gracious hospitality by people who would have been dead
but for a few pills per day.

Birth of the Global Fund to Fight AIDS, TB, and Malaria

It was time to bring these benefits to the poorest of the poor all over the
world and, most urgently, to Africa. Together with two other colleagues
in the struggle against AIDS—Bruce Walker, of the Harvard Medical
School, and Max Essex, of the Harvard School of Public Health—Paul
Farmer and | decided that we would prepare a document to show that
treatment of dying AIDS patients was possible and could be scaled up to
millions of people within afew years. In the end, the four of us guided
the Consensus Statement by Members of the Harvard Faculty. One hun-
dred twenty-eight faculty members signed the document that outlined
how large-scale anti-AIDS drug treatment was possible in the impover-
ished world.

One of our key points was that drug treatment for the poor would
actually cost the donor world much less than appeared to be the case
from drug prices in the rich countries. Under the patent system, anti-
retroviral medicines are priced far above their actual cost of produc-
tion. The companies can price in this manner because the patent gives
them a temporary monopoly. The economic theory is that the profits
that result from high patent-protected prices are the incentive for the
companies to engage in research and development in the first place.
Still, with the actual production costs of an antiretroviral regimen at
$500 per year or less (compared with U.S. market prices of around
$10,000 per year), it would be possible to provide access to the poor
with donor help, assuming that drug companies would supply the low-
income markets at production cost rather than monopoly prices. This
turned out to be the case. The patent holders agreed to cut their prices
in the low-income markets, while various generic drug manufacturers
provided additional competition by offering low-priced competitor
drugs in countries where patents did not apply or where they were cir-
cumvented by special procedures.

The consensus statement therefore showed that it would be possible
to treat millions of poor people per year for afew billion dollars of donor
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support each year. The statement circulated immediately around the
world, to Anthony Fauci at the National Institutes of Health, the White
House, the Commission on Macroeconomics and Health, the WHO, the
foundations, the presidents in Africa, and, of course, UN Secretary-
General Kofi Annan.

| worked very closely with the secretary-general and his staff in the
weeks leading up to the Abuja Summit on AIDS in April 2001, refining
the concepts of a new global fund as well as the economics that would
underlie the fund. The secretary-general announced his support for a
plan for the Global Fund to Fight AIDS, TB, and Malaria at the summit
in a marvelous and historic speech. By the next month, the secretary-
general was standing at the Rose Garden next to President Obasanjo
to hear President Bush announce that the United States would sub-
scribe to the Global Fund. InJune, the General Assembly endorsed the
fund, followed by the G8 leaders inJuly. By the end of 2001, the fund
had begun.

As aways, these battles are never won, just pushed forward to new
terrain. Since the fund started, the continuing battle has been to get the
resources the fund needs on a long-term reliable basis, and to help the
low-income countries to prepare and implement plans that are com-
mensurate with their challenge. Still, after years of extreme neglect, the
battle against AIDS, malaria, and TB has finally been joined.

SOME LESSONS LEARNED

A decade of intensive work in Africa has added to my determination to
fight against the prejudices and misperceptions that leave hundreds of
millions of impoverished people stranded in unnecessary suffering.
Africa gets a bad rap as the "corrupt continent." Even when such senti-
ments are not racist in intent, they survive in our societies as conven-
tional wisdom because of existing widespread racism. Many African
governments are desperately trying to do the right thing, but they face
enormous obstacles of poverty, disease, ecological crisis, and geopoliti-
cal neglect or worse.

Since the issuance of the Macroeconomics and Health Report and
the launch of the Global Fund, | have turned my own attention in Africa
to issues beyond public health. Africa needs solutions not only for dis-
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ease control, but also for chronic hunger, rural isolation, and growing
environmental degradation, often the result of still-booming popula-
tions. Asin the case of disease, there are special reasonswhy Africais par-
ticularly hard pressed in each of these areas. In other words, geography
has conspired with economics to give Africa a particularly weak hand. |
have noted that Africa lacks navigable rivers with access to the ocean for
easy transport and trade. Moreover, much of Africa's population lives in
the interior of the continent rather than at the coast. Indeed, sub-
Saharan Africa's highest population densities are in the highland re-
gions, such as Ethiopia and Rwanda, because rainfall reliability and soils
tend to be abit better there than in the interior lowlands and coast. Yet
these highland populations are isolated from the international division
of labor. In general, Africalacks irrigation, and more than 90 percent of
the food crops are rain fed. Rainfall tends to be highly variable in the
subhumid savannah and the arid Sahel near the Sahara. Farmers lack
access to roads, markets, and fertilizers. Soils have been long depleted
of nutrients as the result of repeated harvests without the benefit of
chemical or organic nutrient inputs. Without transport, telecommuni-
cations, clinics, and fertilizers, the hunger-disease-poverty nexus has
only deepened.

The combination of Africa's adverse geography and its extreme
poverty creates the worst poverty trap in the world. Yet the situation in
Africa is not hopeless. Far from it. Just as my malaria-expert colleagues
taught me about bed nets, indoor spraying, and effective antimalarial
medicines, andjust as my HIV/AIDS-knowledgeable colleagues taught
me what can be accomplished through effective prevention programs
linked to access to anti-AIDS drugs, so my colleagues in tropical agri-
culture, rural electrification, road building, and safe water and sanita-
tion began to teach me what could be done in these other areas of vital
concern.

Africa's problems, | have come to understand, are especially diffi-
cult but still solvable with practical and proven technologies. Diseases
can be controlled, crop yields can be sharply increased, and basic infra-
structure such as paved roads and electricity can be extended to the vil-
lages. A combination of investments well attuned to local needs and
conditions can enable African economies to break out of the poverty
trap. These interventions need to be applied systematically, diligently,
and jointly, since they strongly reinforce one another. With focused at-
tention by African countries and the international community, Africa
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could soon have its own Green Revolution, and achieve a takeoff in
rural-led growth, thereby sparing the coming generation of Africans the
continued miseries of drought-induced famine. Sooner than | ex-
pected, | received an important new opportunity to put these ideas into
practice.



Eleven

THE MILLENNIUM, 9/11,
AND THE UNITED NATIONS

The new millennium opened on a hopeful note. The world survived
the widely feared Y2K computer crisis without incident. Celebra-
tions the world over went off without a hitch. The U.S. economy contin-
ued to surge ahead. Economic progress in China, India, and finally even
Russia gave the sense that globalization might yet fulfill its promise. The
IT boom was till initsfull glory. We marveled at the dizzying progress of
the new Internet age, the new global interconnectivity, and the seem-
ingly endless flow of new products, hew ways of organizing business, and
new ways of linking people and production systems around the world.
Although Africa remained a place of unrelieved crisis, even there the
spread of democracy and the possibility of mobilizing new technologies
to fight AIDS, malaria, and other diseases gave hope.

Perhaps the most vivid geopolitical reflection of this hope was the
Millennium Assembly, which took place at the United Nations in Sep-
tember 2000. It was the largest gathering of world leaders in history.
One hundred forty-seven heads of state and government came to New
York, and did more than create a colossal trafficjam. At their historic
UN meeting, the world leaders convincingly expressed a global determi-
nation to end some of the most challenging and vexing problems inher-
ited from the twentieth century. They conveyed the hope that extreme
poverty, disease, and environmental degradation could be alleviated
with the wealth, the new technologies, and the global awareness with

which we had entered the twenty-first century.
For the occasion, Secretary-General Kofi Annan presented the world
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with aremarkable document. We the Peoples: The Role of the United Nations
in the 21 Century reflected the secretary-general's strong conviction that
the UN represents not only its 191-member governments but also the
peoples of the world as individuals, who are endowed with rights and re-
sponsibilities that have a global reach. We the Peopleslaid out a discerning
view of the great challenges facing global society: extreme poverty, pan-
demic disease, environmental harm, war and civil conflict. The docu-
ment moved from a panoramic view of these great challenges through
a powerful diagnosis of their root causes to a set of recommendations
on how these challenges could be met through global cooperation and
action.

The document became the basis for an important global statement,
the Millennium Declaration, adopted by the assembled leaders. It is
worthy and important reading for all of us. Despite our travails in the in-
tervening years, the Millennium Declaration still inspires hope that the
world, complicated and divided as it is, can come together to take on
great challenges. The Declaration, like the secretary-general's report,
surveys the issues of war and peace, health and disease, and wealth and
poverty, and commits the world to a set of undertakings to improve the
human condition. Specifically, it sets forth a series of quantified and
time-bound goals to reduce extreme poverty, disease, and deprivation.
Those goals were subsequently excerpted from the Millennium Declara-
tion to become the eight Millennium Development Goals, or MDGs.

Table 1 lists the eight goals and eighteen targets that are bold com-
mitments to achieve sustainable development for the world's poorest

Table 1: The Millennium Development Goals

1. Eradicate extreme Halve, between 1990 and 2015, the
poverty and hunger proportion of people whose income is less than
one dollar a day

Halve, between 1990 and 2015, the proportion
of people who suffer from hunger

2. Achieve universal primary education Ensure that by 2015 children everywhere, boys
and girls alike, will be able to complete afull
course of primary schooling

3. Promote gender equality and Eliminate gender disparity in primary and
empower women secondary education, preferably by 2005, and to
all levels of education no later than 2015
4. Reduce child mortality Reduce by two thirds, between 1990 and 2015,

the under-five mortality rate
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5. Improve maternal health

6. Combat HIV/AIDS, malaria
and other diseases

7. Ensure environmental Sustainability

8. Develop a global partnership
for development

Reduce by three quarters, between 1990 and
2015, the maternal mortality ratio

Have halted by 2015 and begun to reverse
the spread of HIV/AIDS

Have halted by 2015 and begun to reverse the
incidence of malaria and other major diseases

Integrate the principles of sustainable
development into country policies and
programs and reverse the loss of environmental
resources

Halve by 2015 the proportion of people without
sustainable access to safe drinking water and
basic sanitation

By 2020 to have achieved asignificant
improvement in lives of at least 100 million slum
dwellers

Develop further an open, rule-based,
predictable, nondiscriminatory trading and
financial system. Includes acommitment to
good governance, development, and poverty
reduction—both nationally and internationally

Address the special needs of the least devel oped
countries. Thisincludes: tariff-and quota-free
access for least developed countries' exports; an
enhanced program of debt relief for HIPC and
cancellation of official bilateral debt; and more
generous ODA for countries committed to
poverty reduction

Address the special needs of landlocked
countries and small island developing states
(through the Program of Action for the
Sustainable Development of Small Island
Developing States and the outcome of the
twenty-second special session of the General
Assembly)

Deal comprehensively with the debt problems of
developing countries through national and
international measures in order to make debt
sustainablein the long term

In cooperation with developing countries,
develop and implement strategies for decent
and productive work for youth

In cooperation with pharmaceutical companies,

provide access to affordable, essential drugsin
developing countries
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In cooperation with the private sector,
make available the benefits of new
technologies, especially information and
communications

people. Thefirst seven goals call for sharp cuts in poverty, disease, and
environmental degradation. The eighth goal is essentially a commit-
ment of global partnership, a compact of rich and poor countries to
work together to achieve thefirst seven goals. The Millennium Develop-
ment Goals wisely recognize that extreme poverty has many dimensions,
not only low income, but also vulnerability to disease, exclusion from
education, chronic hunger and undernutrition, lack of access to basic
amenities such as clean water and sanitation, and environmental degra-
dation such as deforestation and land erosion that threatens lives and
livelihoods.

The Millennium Development Goals could, no doubt, engender
some cynicism as well as hope. In many cases, the goals repeated long-
held commitments of the international community that had not been
fulfilled in the past. After all, one of the famous commitments of the
past century was the international community's 1978 pledge of "Health
for All by the Year 2000." Yet the world arrived in 2000 with the AIDS
pandemic, resurgent TB and malaria, and billions of the world's poor
without reliable, or sometimes any, access to essential health services. At
the World Summit for Children in 1990, the world pledged universal ac-
cess to primary education by the year 2000, yet 130 million or more
primary-aged children were not in school by then. The rich world had
famously committed to the target of 0.7 percent of GNP devoted to offi-
cial development assistance (ODA), direct financial aid to poor coun-
tries, yet the share of financial aid as a proportion of rich-world GNP
had actually declined from 0.3 to 0.2 percent during the 1990s.

Still, when the world leaders adopted the Millennium Declaration,
and the Millennium Development Goals within the Declaration, there
was a palpable sense that this time—yes, this time—theyjust might be
fulfilled. The world felt that with the strength of the ongoing economic
boom, the vast new power of modern technologies, and the uniqueness
of our global interconnectedness, this time we would follow through.

How quickly that optimism was shattered. There were small things
that dented the optimism—the U.S. trauma of a tied national election,
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the end of the stock market boom, and a spate of high-profile corporate
scandals—but these look insignificant now in the shadow of Septem-
ber 11. Much changed that day, partly because of the unwise ways in
which the U.S. government reacted. More than ever, we need to return
to the purpose and hope of the Millennium Development Goals.

As it has for almost everyone else in the world, 9/11 remains as vivid
to me asif it were just moments ago. The way | experienced that morn-
ing continues to impress on me the nature of our global society. | wasin
my office at Harvard University, on alive videoconference feed to South
Africa, giving a lecture on AIDS to a group of community leaders and
business people in Durban. As | was speaking, | saw the people at the
podium in South Africa begin whispering to each other. | was shocked
when one turned to the video camera and said, "Professor Sachs, | re-
gret to inform you that your country is under attack and we have to end
this conference immediately.” With that, the transmission went down,
and | walked out of the room to see dozens of shocked and dazed col-
leagues milling in the halls. People congregated in front of a giant tele-
vision screen in the central foyer. Within minutes, we watched in horror
as the towers collapsed before our eyes.

For al of us, those are events that we will not forget. The meaning of
those events, however, remains to be decided. Within hours it became
the immediate presumption in the United States that everything had
changed, that what we experienced that day was a great turning point in
history. One of the leading journalists in the United States, Thomas
Friedman, immediately declared that September 11 was the start of
World War I, anotion that found wide resonance among the horrified
American population. President Bush himself said then, and many
times since, that September 11 changed everything about his view of his
job, the United States itself, its vulnerabilities, and its place in the world.
Indeed, September 11 marked the start of the Bush administration's
self-proclaimed war on terrorism. The president declared that hereafter
his whole presidency would be devoted to the extirpation of terror.

The ease with which the pundits talked about World War Il stunned
me deeply. They were playing with fire, or much worse, with the destruc-
tion of our world in a new conflagration. Were they not aware, | asked
myself, of the way that World War | had destroyed globalization a century
before? In that case, too, the pundits had been only too happy to see the
soldiers march off to war, sure that that tidy affair would be wrapped up
in a month. The demons unleashed by that war, however, stalked the
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planet until the end of the twentieth century, having their hand in the
Great Depression, World War II, the Bolshevik revolution, and much
more.

For me, the 9/11 attacks were harrowing events, but they did not
change everything—unless the United States acted recklessly in response.
After all, Americans had experienced terrorist acts before, and will expe-
rience them again. We have seen repeated terrorist acts throughout the
Middle East, in Kenya and Tanzania, and on U.S. soil at the World Trade
Center in 1993 and in Oklahoma City in 1995. Terrorism is a scourge that
can be fought, but it cannot be eliminated entirely, just as the world will
not eliminate entirely the scourge of infectious disease. President Bush
made the same point during the 2004 election campaign—"I don't think
you can win it [the war on terrorism], but | think you can create condi-
tions so that those who use terror as a tool are less acceptable in parts of
the world"—Dbut then reversed himself the next day.

Terrorism is not the only threat that the world faces. It would be a
huge mistake to direct all our energies, efforts, resources, and lives to the
fight against terrorism while leaving vast and even greater challenges
aside. Almost three thousand people died needlessly and tragically at the
World Trade Center on September 11; ten thousand Africans die need-
lessly and tragically every single day—and have died every single day since
September 11—of AIDS, TB, and malaria. We need to keep September
11 in perspective, especially because the ten thousand daily deaths are
preventable.

Moreover, terrorism has complex and varying causes, and cannot be
fought by military means alone. To fight terrorism, we will need to fight
poverty and deprivation aswell. A purely military approach to terrorism
is doomed to fail. Just as a doctor fights disease by prescribing not only
medication, but also by bolstering a person's immune system through
adequate nutrition and by encouraging a healthy lifestyle for his pa-
tient, so, too, we need to address the underlying weaknesses of the soci-
eties in which terrorism lurks—extreme poverty; mass unmet needs for
jobs, incomes, and dignity; and the political and economic instability
that results from degrading human conditions. If societies like Somalia,
Afghanistan, and western Pakistan were healthier, terrorists could not
operate so readily in their midst.

The appropriate response to September 11 was therefore two tracks,
not one. Civilized nations needed surely to take up the challenge to crip-
ple the networks of terrorism that carried out the attacks. The financial
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controls and direct military actions against Al-Qaeda were a necessary re-
sponse, but hardly sufficient. In addition, we needed to address the
deeper roots of terrorism in societies that are not part of global prosper-
ity, that are marginalized in the world economy, that are bereft of hope,
and that are misused and abused by the rich world, as have been the oil
states of the Middle East. The rich world, starting with the United States,
needed to commit its efforts even more to economic development than
to military strategies.

The great allied leaders of the fight against fascism in World War 11
understood that success in the war effort also required success in win-
ning the confidence and trust of the world. Franklin Delano Roosevelt
led the United States into World War 11 on the basis of defending four
freedoms, not just the freedom from fear, but also the freedoms of
speech and belief and, crucialy, the freedom from want. His stirring
words resonate today:

In the future days, which we seek to make secure, we look forward
to a world founded upon four essential human freedoms. The first
is freedom of speech and expression—everywhere in the world.

The second is freedom of every person to worship God in his
own way—everywhere in the world.

The third is freedom from want, which, translated into world
terms, means economic understandings, which will secure to every
nation a healthy peacetime life for its inhabitants—everywhere in
the world.

The fourth is freedom from fear, which, translated into world
terms, means a worldwide reduction of armaments to such a point
and in such a thorough fashion that no nation will be in a position
to commit an act of physical aggression against any neighbor—any-
where in the world.

When Roosevelt and British Prime Minister Winston Churchill met to
announce the Atlantic Charter, thejoint statement of the war aims of
the United States and the United Kingdom, they, too, put the focus on
the hopes of the world for shared prosperity as one of the critical goals.

These war aims proved to be much more than empty rhetoric. They
were also the successful bases for a peaceful postwar world. The United
Nations was founded in 1945 to provide an institutional framework for
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global cooperation. The Marshall Plan proved the U.S. commitment to
freedom from want, and that tradition was carried on in other develop-
ment programs in Asa and Latin America. Over time, that effort has
evaporated; U.S. aid fel from more than 2 percent of GNP during the
heyday of the Marshall Plan to less than 0.2 percent of GNP today.

Soon after September 11, | made these points in an article for The
Economist, "Weapons of Mass Salvation." My point was that one cannot
fight awar against weapons of mass destruction through military means
alone. The weapons of mass savation that | referred to—anti-AIDS
drugs, antimalarial bed nets, borewells for safe drinking water, and the
like—can save millions of lives and aso be a bulwark for global security.

That fdl it seemed that the Bush administration would pursue more
than amilitary approach. In November 2001, it promoted the launch of
a new global trade round, in Doha, Qatar. The resulting Doha Declara-
tion placed emphasis on reform of the trading sysem in order to meet
the needs of the poorest countries. An even more important event fol-
lowed in March 2002, in Monterrey, Mexico, at an international confer-
ence on financing for development. This conference dedicated itself to
the challenge of providing the financial means for economic progress.
The Monterrey Consensus that emerged from the conference usefully
highlighted both the role of private investment and officid develop-
ment assistance.

The Monterrey Consensus made clear that the poorest countries
cannot really be expected to receive large inflows of private capital be-
cause they lack the basic infrastructure and human capital that can at-
tract international and even domestic private investment. On the other
hand, for countries that are much further along in economic develop-
ment—the so-called emerging markets—aid may play a small role,
whereas private capital can fudl a great deal of development. The Mon-
terrey Consensus puts it thisway:

Official development assistance {ODA) plays an essential role as a
complement to other sources of financing for development, espe-
cialy in those countries with the least capacity to attract private di-
rect investment. . . For many countries in Africa, least developed
countries, small island developing States and landlocked develop-
ing countries, ODA is dtill the largest source of external financ-
ing and is critical to the achievement of the development goals and
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targets of the Millennium Declaration and other internationally
agreed development targets.

The United States and the other signatories agreed to something
much more dramatic in the following paragraph of the Monterrey Con-
sensus, to "urge all developed countries that have not done so to make concrete
effortstoward thegoal of O.7 percent of gross domestic product asofficial develop-
ment assistance.” As of 2002, aid equaled $53 billion, just 0.2 percent
of rich-world GNP. If rich countries met the target, aid would reach
$175 billion per year, equal to 0.7 percent of the $25 trillion rich-world
GNP in 2002. For the United States, foreign aid would rise from around
$15 billion per year in 2004 (0.14 percent of GNP) to around $75 billion
(0.7 percent of U.S. GNP). Here indeed would be a breakthrough.

President Bush himself came to Monterrey to announce a surpris-
ing and welcome increase of U.S. foreign assistance in a new project
known as the Millennium Challenge Account, or MCA. He pledged that
the United States would increase its foreign assistance to countries that
demonstrated the will and the capacity to use that increased funding &-
fectively. He promised $10 billion over the coming threefiscal years, in
increments of $1.6 billion, $3.2 billion, and $5 billion, respectively. When
word of the U.S. program first spread among the conference participants,
U.S. Ambassador to the UN John Negroponte came over to me, patted
me on the back, and whispered in my ear, "You're getting what you've
asked for."

For a brief moment, | was optimistic. Yes, | knew that the promised
increase in U.S. foreign aid was really quite small relative to the size of
the U.S. economy, so small that U.S. aid would remain less than 0.2 per-
cent of U.S. GNP even after the first three years of the Millennium Chal-
lenge Account. While hardly a concrete step toward 0.7 percent of GNP,
| thought it wasjust possible that the Bush administration would see in
the tragedy of September 11 the need for a new relationship with the
world, one in which the United States once again was an active cham-
pion of the quest to eliminate extreme poverty. Even if the challenge ac-
count was small at the start, | told myself, it could still grow to the 0.7
percent target to which the United States had agreed.

Alas, my hopes were deflatedjust a few months later. Once again,
the world leaders had assembled for an international conference, this
time in Johannesburg, South Africa, at the World Summit on Sustain-
able Development. The Summit was the tenth anniversary of the Rio
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Earth Summit, at which critical decisions had been taken to protect the
world's environment in the face of growing man-made threats. Most im-
portant, the Rio Summit had adopted the United Nations Framework
Convention on Climate Change (UNFCCC), in which the world's gov-
ernments committed to take steps to curb the emission of harmful
greenhouse gases contributing to long-term global warming and other
threatening climatic changes. The UNFCCC was the basis for negotiat-
ing the Kyoto Protocol to limit greenhouse gas emissions.

Ten years had not been kind to the Rio Summit. The Kyoto Protocol
remained unratified and the Bush administration had walked away
from the Kyoto agreement in its first months in office, an act that
carried with it a special irony given that the first President Bush had
originally signed the UNFCCC. Still, when the world assembled in
Johannesburg, there were lingering hopes that just as in Monterrey, the
world would get back on track with a clear global and U.S. commitment
to the environmental agenda.

This was not to be the case. The Bush administration's neglect of
this agenda and its waning interest in the overall development agenda
was made vivid in Johannesburg in deeply ironic ways. First, President
Bush skipped the meeting. More materially, just as the world gathered
to take up the challenges of the global environment, the United States
used the occasion to launch the public campaign for awar with Irag.

As | stood in the pressroom inJohannesburg, al eyes were on the
television screen, watching Vice President Dick Cheney, ten thousand
miles away, speaking to the 103 National Convention of the Veterans
of Foreign Wars. This was the famous speech in which Vice President
Cheney erroneously claimed that "there is no doubt that Saddam Hus-
sein now has weapons of mass destruction. There is no doubt he is
amassing them to use against our friends, against our allies, and against
us." This new U.S. drumbeat of war immediately drained the attention
from Johannesburg and marked the end of the two-track approach to
fighting terrorism. From that point on, the United States put virtually all
its emphasis, political energies, and finances behind the military ap-
proach.

In the month that followed Johannesburg, President Bush and his
senior advisers gave literally hundreds of speeches, interviews, and pre-
sentations on Iraqg, but they uttered few, if any, words about the chal-
lenges of extreme poverty, the message of Monterrey, and the
commitments to the new Millennium Challenge Account. The sole ex-
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ception to this abrupt change in focus was the president's State of the
Union address inJanuary 2003, in which the president announced his
intention to scale up U.S. contributions to the fight against AIDS in
Africa, an important and worthy initiative. | was pleased to hear the fig-
ure of $15 billion over fiveyears—$3 hillion per year—which was exactly
the estimate that | had given to the White House in early 2001 (and
which had been met with huge skepticism at the time). Otherwise, offi-
cial Washington was completely focused on war rather than on develop
ment, the environment, and other issues of pressing human concern
around the globe.

In the lead-up to the war, | wrote and spoke widely about my feeling
that U.S. policy was veering wildly off track, that war in Iraq could not
accomplish anything of lasting value but could do grave damage. Here
iswhat | wrote in the New Republic on the eve of the war:

[A] conventional army on the ground cannot suppress loca upris-
ings or guerrilla warfare without tremendous bloodshed and years
of agony. For decades, the British could not suppress the Irish Re-
publican Army in Northern Ireland. The vast military might of Is-
rael cannot suppress the Palestinian uprising. The Russians could
not suppress the mujahedin in Afghanistan in the 1980s or the
Chechens in the 1990s. The United States took casualties and
quickly departed from both Lebanon and Somalia and even now is
struggling to gain control in Afghanistan outside of Kabul. Under
much worse circumstances, the United States is about to insert itself
for yearsinto the vicious internecine struggles of Irag, where tens of
thousands of angry young men will be keen to pick off the occupy-
ing force. Our smart bombs won't prove as helpful at ground level
as they do at 35,000 feet.

| warned, too, about the illusions of a self-financing war:

The Bush administration and many Americans seem to expect that
Irag's oil will pay for postwar occupation, reconstruction, and more—
that there will be reconstruction contracts to tender, new reservoirs
to develop, and lower world oil prices on the way. If only it were so.
Irag's new oil fieldswill take years to renovate and expand, probably
under contentious political and security conditions. Irag's existing



THE MILLENNIUM, 9/11, AND THE UNITED NATIONS 221

creditors hold claims for more than $150 billion. They will certainly
insist on their place in the queue,

I concluded with another plea for the second track in the war against
terrorism:

In addition to our military power, therefore, we have to translate
our economic wealth and technological prowess into a different
kind of power—the power to help shape the global cooperation
institutions on which we will depend for our livelihoods and our
long-term prosperity. The much-maligned United Nations, the very
institution we are doing so much to threaten by our current unilat-
eralism, remains the single best hope for shaping aworld to our liking
in the twenty-first century. Through the United Nations and special-
ized agencies, such as the World Health Organization, UNICEF, or
the Food and Agriculture Organization, we could deploy our eco-
nomic strengths to overcome poverty, deal with climate-change
problems, and fight debilitating diseases. We could help rid the
world of the poverty that provides ferule ground for upheaval, dis-
location, and terrorism. Over the long run, we would build inter-
national goodwill and shared values that would diminish the
anti-American fury that threatens our lives and economic well-
being. War with Iraq will, tragically, do the exact opposite.

The war in Irag began on March 20, 2003, seven months after Cheney's
speech in Nashville. The costs of that misadventure have been huge—at
least $130 billion or so in direct military outlays in the first eighteen
months, more than a thousand (and rising) U.S. lives lost, thousands of
civilian dead in Iraq, and a devastation of U.S. credibility around the
globe. All of these costs have been dramatically amplified by the lack of
the second track of U.S. foreign policy. The war has been viewed world-
wide as an unprovoked aggression, especially since the heated claims of
Saddam's imminent threat to the world and his vast stockpiles of
weapons of mass destruction proved to be completely wrong. The costs
continue to mount, at roughly $5 billion a month, compared with just
$1 billion for the Millennium Challenge Account for all of 2005.

From September 11 on, | was determined to redouble my own -
forts to help preserve the spirit of global cooperation in any way that |
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could. | was nearing the end of the work of the Commission on Macro-
economics and Health, withjust two months left in the project. In that
context, | had spoken frequently with Secretary-General Kofi Annan. In
late 2001, | asked the secretary-general how | might assist him in his in-
creasingly threatened and complex task of helping to lead the world in
fulfillment of the hopes of the new millennium. He came back to me
with the ideathat | could play arole as his special adviser on the Millen-
nium Development Goals themselves, and give him and the UN system
advice on what actions to take to meet those goals. Specifically, he asked
me not only to advise him on what needed to be done, but also to help
lay out an operational plan in which the UN system, participating gov-
ernments, and civil society could all contribute to the fulfillment of
these bold objectives. | was honored and thrilled by this invitation to
help the United Nations and especially the secretary-general in this mo-
ment of global peril, and immediately accepted his invitation to serve as
his special adviser, and to launch a new UN Millennium Project, de-
voted to laying out a global plan for meeting the goals.

The secretary-general was interested in results. | think he was keenly
aware of the fact that the United Nations system is much better at articu-
lating goals than actually fulfilling them. He asked me to think out of
the box. To do that, | drew upon the experience of the Commission
on Macroeconomics and Health, but now in the context of a set of ob-
jectives that were even broader in range and more complex in their in-
terconnections, and involved a greater extent of financial and global
cooperative effort.

Analytical deliberation—the process of finding a cooperative ap-
proach to complex problems by building a consensus around a shared
vision and understanding of the challenges—lies at the core of the UN
Millennium Project. The Commission on Macroeconomics and Health
had brought leaders and experts from many different perspectives
around the table, and through a detailed process of debate, discussion,
fact-finding, and research, had reached a consensus. In the same way,
the UN Millennium Project was to bring the major policy makers and
practitioners involved in poverty reduction around the table to search
in a fact-filled process for a similar kind of consensus. This time, how-
ever, the number of challenges was simply too great for one table, so we
organized our work into ten task forces that covered the very wide range
of problems embodied in the Millennium Development Goals.
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Each of these task forces brought together major thinkers, practi-
tioners, policy experts, and other stakeholders to undertake that coop-
erative, intense, challenging deliberative effort. With ten task forces and
roughly 25 members in each task force, we had an instant worldwide
network of 250 central participants in this pathbreaking process. But
that was not all. Facing a challenge of such enormous scale and requir-
ing such complex interactions, our project engaged the entire UN
system through a United Nations experts group composed of represen-
tatives of the leading specialized UN agencies—the World Health Orga-
nization, the Food and Agriculture Organization, UNICEF, the United
Nations Environment Program, and so forth. That UN experts group
ensured a connection between our deliberations and the actual, on-the-
ground work of the United Nations around the world.

We similarly engaged with increasing intensity the UN country
teams within several developing countries. In almost any part of the
world, the poorest countries have a significant presence of experts from
the specialized UN agencies advising on issues of health, water, sanita-
tion, environmental management, agricultural productivity, and the
like. Those UN experts sit together in a UN country team, which is led
by a resident coordinator who in turn became a liaison for us between
our New York-based effort and the on-the-ground realities of UN en-
gagement within the developing countries.

In short, the secretary-general invited us to think big—and we did—
by creating a global-scale effort that could begin to get its collective
reach around problems of enormous scope and complexity. Through
that process, we have been able to make great advances in analysis and a
business plan for meeting the Millennium Development Goals that | de-
scribe in chapter 15.

No sooner had | begun the UN assignment than | received another
call from New York, this time from Columbia University’. Columbia Pres-
ident George Rupp and colleagues had heard about the UN work and
were interested in exploring whether I might simultaneously take on
the leadership of a major institute devoted to the challenge of sustain-
able development, Columbia's Earth Institute. Upon meeting with
Rupp, | learned more about Columbia's bold and innovative initiative
linking many major scientific departments at the university to take on
the interconnected challenges of climate, environmental management,
conservation, public health, and economic development.
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By the end of two engaging hours of discussion, | had accepted Co-
lumbia’'s offer to become director of the Earth Institute, pending a dis-
cussion with incoming President Lee Bollinger. Bollinger later shared
with me his vision that Columbia University would lead the way in the
United States to become a truly global university. | was convinced. So
ended thirty-two years of learning and teaching at Harvard University,
and so began a new chapter in New York City with exciting new respon-
sibilities at Columbia and the United Nations. | loved Harvard, but to
combine these two activities and take on this new direction was incredi-
bly good fortune.

All of the UN Millennium Project work has depended utterly on the
Earth Institute. Fundamentally, progress on the MDGs rests on thor-
ough scientific understanding of the underlying challenges of disease,
food production, undernutrition, watershed management, and other
related issues. These, in turn, require specialized expertise. Modern sci-
ence has given us technological interventions, or specific techniques for
addressing these problems, such as antimalarial bed nets or antiretrovi-
ral drugs. To name just a few examples, the Earth Instituteis

* pioneering the use of geographic information systems (GIS) in ru-
ral Ethiopia to monitor, predict, and respond rapidly to malaria
epidemics

» using specially programmed cell phonesin remote rural Rwanda
to provide real-time health data to the Ministry of Health

* introducing new agroforestry techniques to triple food crops in
the nitrogen-depleted soils of Africa

» designing new efficient and low-cost battery devices to power
lightbulbs in villages too poor and remote tojoin a power grid
in the near future

» demonstrating how high-tech forecasting of El Nino fluctua-
tions can be put to use in impoverished countries in the timing
of crop planting and harvesting, the management of water
reservoirs and fisheries, and in other ways

» applying state-of-the-art hydrology, geochemistry, and public
health to devise solutions to the crisis of arsenic poisoning in
Bangladesh's water supply.
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The Earth Institute provides a unique academic base for garnering
the science-based, cross-disciplinary understanding needed to confront
the practical challenges of sustainable development. The institute is
built on five clusters—earth sciences, ecology and conservation, envi-
ronmental engineering, public health, and economics and public pol-
icy. Byjoining these disciplines under one roof, the Earth Institute can
better connect the sciences with public policy to find practical solutions
to problems at all scales, from local villages to global UN treaties. Bring-
ing these five clusters together makes possible the kind of rigorous
thinking about the challenges of the Millennium Development Goals
that otherwise rarely takes place, even in partial perspective. One of the
remarkable and deeply heartening aspects of directing this unique insti-
tute has been the enthusiasm with which the scientists have rallied to
the cause of fighting extreme poverty. Their eagerness to use cutting-
edge scientific knowledge to solve some of the most pernicious prob-
lems facing the most vulnerable people on the planet is inspiring.
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ON-THE- GROUND
SOLUTI ONS FOR
ENDI NG POVERTY

he end of poverty will require a global network of cooperation

among people who have never met and who do not necessarily trust
each other. One part of the puzzle is relatively easy. Most people in
the world, with a little bit of prodding, would accept the fact that
schools, clinics, roads, electricity, ports, soil nutrients, clean drinking
water, and the like are the basic necessities not only for a life of dignity
and health, but also for economic productivity. They would also accept
the fact that the poor may need help to meet their basic needs, but they
might be skeptical that the world could pull off any effective way to give
that help.

If the poor are poor because they are lazy or their governments are
corrupt, how could global cooperation help? Fortunately, these com-
mon beliefs are misconceptions, only a small part of the explanation, if
at all. of why the poor are poor. | have noted repeatedly that in all cor-
ners of the world, the poor face structural challenges that keep them
from getting even their first foot on the ladder of development. Most so-
cieties with good harbors, close contacts with the rich world, favorable
climates, adequate energy sources, and freedom from epidemic disease
have escaped from poverty. The world's remaining challenge is not
mainly to overcome laziness and corruption, but rather to take on geo-
graphic isolation, disease, vulnerability to climate shocks, and so on,
with new systems of political responsibility that can get thejob done.
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In the next chapters, | lay out a strategy for ending extreme poverty
by 2025. The strategy focuses on the key investments—in people and in
infrastructure—that can give impoverished communities around the
world, both rural and urban, the tools for sustainable development.
We need plans, systems, mutual accountability, and financing mecha-
nisms. But even before we have all of that apparatus—or economic
plumbing—in place, we must first understand more concretely what
such a strategy means to the one billion-plus people who can be helped.
It is the bravery, fortitude, realism, and sense of responsibility of the im-
poverished and disempowered, for themselves and especially for their
children, that give us hope, and spur us on to end extreme poverty in
our time.

MEETI NG WI TH THE
RURAL POOR: SAURI, KENYA

Together with colleagues from the UN Millennium Project and the Earth
Institute, | spent several daysin July 2004 in a group of eight Kenyan vil-
lages known as the Sauri sublocation in the Siaya district of Nyanza
Province, about forty-four kilometers from Kisumu, in western Kenya.
We visited farms, clinics, a subdistrict and district hospital, and schools
in Sauri and the environs. We met with international organizations
working in the region, including ICRAF (the World Agroforestry Cen-
ter), the UN Development Program, and the U.S. Centers for Disease
Control and Prevention. The visit made vivid both why extreme poverty
persistsin rural areas and how it can be ended.

We found a region beset by hunger, AIDS, and malaria. The situa-
tion is far more grim than is described in official documents. The situa-
tion is also salvageable, but the international community requires a
much better understanding of its severity, dynamics, and solutions if the
crisis in Sauri and the rest of rural Africais to be solved.

The situation is best understood through the voices of Sauri's strug-
gling residents. In response to an invitation from our group, more than
two hundred members of the community came to meet with us one &-
ternoon (see photograph 2). Hungry, thin, and ill, they stayed for three
and a half hours, speaking with dignity, eloquence, and clarity about
their predicament. They are impoverished, but they are capable and re-
sourceful. Though struggling to survive at present, they are not dispir-
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ited but determined to improve their situation. They know well how
they could get back to high ground.

The meeting took place on the grounds of a school called the Bar
Sauri Primary School, under the auspices of a remarkable school head-
mistress, Ms. Anne Marcelline Omolo, who shepherds hundreds of hun-
gry and impoverished schoolchildren, many of them orphans, through
primary education and the travails of daily life. Despite disease, orphan-
hood, and hunger, all thirty-three of last year's eighth-grade class passed
the Kenyan national secondary school exams. On a Sunday in July,
we saw why. On their "day off' from school, this year's class of eighth
graders sat at their desks from 6:30 AM. until 6:00 PM. preparing months
in advance for this year's national examinations in November. Unfortu-
nately, many who will pass the exams will be unable to take a position in
a secondary school because of lack of funds for tuition, uniforms, and
supplies. Nonetheless, to boost the fortitude of the eighth graders dur-
ing the critical examination year, the community provides them with a
cooked midday meal, with the fuel wood and water brought from home
by the students (shown in photographs 3 and 4). Alas, the community
is currently unable to provide midday meals for the younger children,
who must fend for themselves. Many go hungry the entire school day.

The village meeting got underway on a Monday afternoon, with the
villagers arriving on foot from several kilometers away. | introduced my
colleagues and told the community of the Millennium Project's assign-
ment from UN Secretary-General Kofi Annan to understand the situa-
tion of communities like Sauri, and to work with villagers to identify
ways to help such communities to achieve the worldwide Millennium
Development Goals of reducing extreme poverty, hunger, disease, and
lack of access to safe water and sanitation. | also announced that thanks
to a remarkable grant from the Lenfest Foundation in the United
States, the Earth Institute at Columbia University would be able to put
some of the ideas to work in Sauri and help the international commu-
nity learn from the experience in Sauri for the benefit of villages in
other parts of Africa and beyond. Several hours later, around 5:30 P.M.,
we all rose from a discussion that was distressing, uplifting, and pro-
foundly challenging—challenging, most of all, for the rich world.

Whatever the official data may show about "stagnant” rural incomes
in places like Sauri, stagnation is a euphemism for decline and early
death. Food output per person is falling; malaria is pervasive and in-



ON-THE-GROUND SOLUTIONS FOR ENDING POVERTY 229

creasing; AIDS stalks the community and the region, with adult preva-
lence on the order of 30 percent, if not higher. Rudimentary springs for
collecting water for household use are often dirty, especially later in the
day after extensive morning use. An NGO from the UK helped install a
few protected water points, but they are too few in number, far from
many homesteads, and heavily congested, sometimes yielding little
more than a trickle and therefore requiring several minutesto fill ajug.
Rapid population growth in the past has made farm sizes small. Fertility
rates are around six children per woman, and the villagers have no ac-
cess whatsoever to family planning and reproductive health services or
to modern contraceptives.

| canvassedthe group on the material conditions of the community,
and received very perceptive accounts of the grim situation. Only two of
the two hundred or so farmers at the meeting reported using fertilizer
at present. Around 25 percent are using improved fallows with nitrogen-
fixing trees, a scientific farming approach developed and introduced
into Sauri by ICRAF. With this novel technique, villagers grow trees that
naturally fix nitrogen, meaning that the trees convert atmospheric
nitrogen, which most food crops cannot use directly, into a nitrogen
compound that food crops can use as a nutrient. The leguminous
(nitrogen-fixing) trees can be planted alongside maize or other food
crops. By choosing the right timing for planting and the right combina-
tion of trees and crops, the farmer gets a natural substitute for chemical
nitrogen fertilizer.

So far, just one fourth of Sauri farmers use the new method. It costs
money to introduce the technique and one planting season is lost.
Farmers may also need to add some nonnitrogen fertilizers, especially
potassium, which is also costly, too costly for the impoverished farmers.
All of these additional complications could easily be addressed, and the
ICRAF technique could be scaled up throughout the village, if only
there were additional financial resources available to ICRAF and the vil-
lage to jump-start the process.

The rest of the community is farming on tiny plots, often no more
than 0.1 hectares, with soils that are utterly exhausted of nutrients, and
therefore biologically unable to produce an adequate crop. The soils
are so depleted of nutrients and organic matter that even if the rains are
good, with yields of around one ton of maize per hectare, the house-
holds still go hungry. If the rains fail, the households face the risk of
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death from immunosuppression because of severe undernutrition. Stunt-
ing, meaning low height for one's age, iswidespread, a sign of the perva-
sive and chronic undernutrition of the children.

The real shocker came with my follow-up question. How many farm-
ers had used fertilizers in the past? Even" hand in the room went up.
Farmer after farmer described how the price of fertilizer was now out of
reach, and how their current impoverishment left them unable to pur-
chase what they had used in the past. A fifty-kilo bag of diammonium
phosphate (DAP) fertilizer sells for around 2,000 Ksh (Kenyan shillings)
(US$25). At $500 a ton, that is at least twice the world market price. A
proper application might require two to four bags per hectare, or $50 to
$100 per hectare, a cost vastly beyond what the household can afford.
Credits to buy fertilizer are neither available nor prudent for these
farmers: a single failed crop season, an untimely episode of malaria, or
some other calamity can push a household that has taken on debt into a
spiral of unending indebtedness and destitution.

In my mind | started the calculations as the conversation pro-
gressed. Scaling up an appropriate combination of agroforestry and
chemical fertilizer inputs would cost some tens of thousands of dollars.
Yes, the amount was out of reach of the villagers themselves, but would
represent alow cost per person in villages like Sauri if donors would rise
to the occasion. Fortunately, on this occasion, the Earth Institute was
able to respond.

As the afternoon discussion unfolded, the gravity of the commu-
nity's predicament became more and more apparent. AIDS is ravaging
the village, and nobody has yet had access to antiretroviral therapy. |
asked how many households were home to one or more orphaned chil-
dren left behind by the pandemic. Virtually every hand in the room shot
up. | asked how many households were receiving remittances from fam-
ily members living in Nairobi and other cities. The response was that the
only things coming back from the cities were coffins and orphans, not
remittances.

| asked how many households had somebody currently suffering
from malaria. Around three fourths of the hands shot up. How many
used antimalarial bed nets? Two out of two hundred hands went up.
How many knew about bed nets? All hands. And how many would like to
use bed nets? All hands remained up. The problem, many of the women
explained, is that they cannot afford the bed nets, which sell for a few
dollars per net, and are too expensive even when partially subsidized
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(socially marketed) by international donor agencies. How many in the
community were using medicine to treat a bout of malaria? A few hands
went up, but the vast majority remained down. A woman launched into
an explanation that the medicines sell at prices well beyond what the vil-
lagers can afford.

A year or so ago, Sauri had a small clinic, as seen in photograph 5.
The doctor has since left and the clinic is now padlocked. The villagers
explained that they could not afford to pay the doctor and buy the med-
icines, so the doctor departed. Now they fend for themselves without
health care or medicines. When malaria gets bad, and their children fall
into anemia-induced tachycardia (rapid heartbeat), gasping for breath
in small, ravaged bodies deprived of oxygen-carrying hemoglobin, they
rush the child to the subdistrict hospital in nearby Yala The mothers
may carry the children on their backs or push them in wheelbarrows for
several kilometers over dirt paths. Yet when we visited the Yaa subdis-
trict hospital on our way from the village, we found a hospital with pa-
dents lying on cots in the halls—without running water, an in-house
doctor (one visits only two afternoons per week), or even one complete
surgical kit.

A few years back, Sauri's residents cooked with locally collected fuel
wood, but the decline in the number of trees has left the sublocation
bereft of sufficient fuel wood. The quarter or so households who are us-
ing the ICRAF system of improved falows, based on leguminous trees,
have a dedicated supply of fuel wood. Other farmer households do not.
Villagers said that they now buy pieces of fuel wood in Yala or Muhanda
(both a few kilometers away), a bundle of seven sticks costing around
twenty-five shillings (thirty cents). These seven sticks are barely suffi-
cient for cooking one meal. In our meeting with the villagers, 1 con-
veyed astonishment at the price, thirty cents per meal, for a community
that earns almost no money at all. A woman responded that many vil-
lagers had in fact reverted to cooking with cow dung or to eating un-
cooked meals.

As thisvillage dies of hunger, AIDS, and malaria, itsisolation is stun-
ning. There are no cars or trucks owned or even used within Sauri, and
only a handful of villagers said they had ridden in any kind of motorized
transport during the past year. Only three or four of the two hundred or
so said that they get to the regional city of Kisumu each month, and
about the same number said that they had been to Nairobi, Kenya's
commercial and political capital, four hundred kilometers away, once
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during the past year. There are virtually no remittances reaching the vil-
lage. Indeed, there is virtually no cash income of any kind reaching the
village. Given the farmers' meager production, farm output must be
used almost entirely for the household's own consumption, rather than
for sales in the market. The community has no money for fertilizers,
medicines, school fees, or other basic needs that must be purchased
from outside of the villages. Around half of the individuals at the meet-
ing said that they had never made a phone cal in their entire lives.
(Ironically, and promisingly, our own mobile phones worked fine in the
village, relying on a cell tower in Yala Extending low-cost telephony to
the village, for example based on a mobile phone shared by the commu-
nity, would therefore pose no infrastructure problems.)

This year the rains are failing again, another disaster in an increas-
ingly erratic climate, quite possibly a climate showing the increasing €-
fects of long-term man-made climate change emanating from the rich
world. The two roof-water harvesting cisterns at the school are now empty,
and the farmers fear disaster in the harvest next month. The Kenyan gov-
ernment has already put out a worldwide appeal for emergency aid to
fight imminent starvation in several provinces, including Nyanza.

This village could be rescued, and could achieve the Millennium
Development Goals, but not by itself. Survival depends on addressing a
series of specific challenges: nutrient-depleted soils, erratic rainfall,
holoendemic malaria, pandemic HIV/AIDS, lack of adequate educa-
tion opportunities, lack of access to safe drinking water and latrines,
and the unmet need for basic transport, electricity, cooking fuels, and
communications. All of these challenges can be met, with known, proven,
reliable, and appropriate technologies and interventions.

The crux of the matter for Sauri sublocation can be stated simply
and directly:

Sauri's villages, and impoverished villages like them all over the
world, can be saved and set on a path of development at a cost that is
tiny for the world but too high for the villages themselves and for the
Kenyan government on its own.

African safari guides speak of the Big Five animals to watch for on
the savannah. The international development community' should speak
of the Big Five development interventions that would spell the differ-
ence between hunger, disease, and death and health and economic de-
velopment. Sauri's Big Five, identified by the villagers as well as by the
UN Millennium Project, are
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* Agricultural inputs. With fertilizers, improved falows (with ICRAF's
proven technologies), green manures and cover crops, water harvest-
ing and small-scale irrigation, and improved seeds, Sauri's farmers
could triple the food yields per hectare and quickly end chronic
hunger. In addition, storage facilities would allow the village to sell
the grain over the course of months, rather than all at once, thereby get-
ting more favorable prices. Grain could be protected in locally made
storage bins using leaves from the improved fallow species tephrosia,
which has insecticide properties. These improvements would be of par-
ticular advantage for the women, who do the lion's share of African
farm and household work.

* Investments in basic health. A village clinic with one doctor and nurse
for the five thousand residents would provide free antimalarial bed
nets; effective antimalarial medicines; treatments for HIV/AIDS
opportunistic infections (including highly effective and low-cost Bac-
trim); antiretroviral therapy for late-stage AIDS; and arange of other
essential health services, including skilled birth attendants and sex-
ual and reproductive health services.

* Investments in education. Meals for all the children at the primary
school could improve the health of the schoolchildren, the quality of
education, and the attendance at school. Expanded vocational train-
ing for the students could teach them the skills of modern farming
(for example, using improved falows and fertilizer), computer literacy,
basic infrastructure maintenance (electrical wiring, use and mainte-
nance of adiesel generator, water harvesting, borewell construction and
maintenance), carpentry, and the like. With a mere thousand house-
holds in Sauri, villagewide classes once a month could train adults in
hygiene, HIV/AIDS, malaria control, computer and mobile phone
use, and a myriad of other technical and enormously pressing topics.
Without doubt, the village is ready and eager to be empowered by in-
creased information and technical knowledge.

» Power, transport, and communications services. Electricity could be
made available to the villages either via a power line (from Yaa or
Nyanminia) or an off-grid diesel generator. The electricity would power
lights and perhaps a computer for the school; pumps for safe well wa-
ter; power for milling grain and other food processing, refrigeration,
carpentry; charges for household batteries (which could be used for
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household illumination); and other needs. The villagers emphasized
that the students would like to study after sunset but cannot do so
without electric lighting. A village truck could bring in fertilizers,
other farm inputs, and modern cooking fuels (for example, canisters
of liquid petroleum gas [LPG], familiar from American backyard bar-
becues), and take out harvests to the market, transport perishable
goods and milk for sale in Kisumu, and increase opportunities for off-
farm employment for youth. The truck could rush women with child-
birth complications and children with acute complications of anemia
to the hospital. One or more shared mobile phones for the village
could be used for emergencies, market information, and generally to
connect Sauri with the outside world.

» Safe drinking water and sanitation. With enough water points and la-
trines for the safety and convenience of the entire village, women
and children of the village would save countless hours of toil each day
fetching water. The water could be provided through a combination
of protected springs, borewells, rainwater harvesting, and other basic
technologies. There is even the possibility of establishing links with
an existing large-scale storage tank and pumping station a few kilo-
meters away.

The irony is that the costs of these services for Sauri's five thousand resi-
dents would be very low. Here are some quick guesses, which colleagues
at the Earth Institute are refining:

Fertilizers and improved fallows for the five hundred or so arable
hectares would be roughly $100 per hectare per year, or $50,000 per
year for the community.

A clinic, staffed by a doctor and nurse, providing free malaria pre-
vention and care and additional free basic services other than antiretro-
virals, would cost around $50,000 per year. (Antiretrovirals would be
provided by the Global Fund to Fight AIDS, TB, and Malaria, the U.S.
Emergency Plan, and other programs.) School meals could be paid for
communally out of just a small part of the incremental grain yields
achieved through the application of fertilizers.

A village truck would be an annual inclusive running cost of per-
haps $15,000 per year if amortized over several years (or leased from a
manufacturer). Modern cooking fuel for the primary and secondary
school students (numbering about a thousand) in the entire subloca-
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tion would cost an additional $5,000 per year. A few village cell phones
and a grain storage facility would add perhaps $5,000 per year, for a to-
tal of $25,000 per year.

A combination of protected springs (with improved access), bore-
wells (with pumps), and community taps connected to the large-scale
storage system would provide access to water at ten convenient locations
and cost around $25,000 dollars.

Electricity could be provided to the school, the nearby clinic, and
five water points by a dedicated off-grid generator or by a power line
from Yaa or Nyanminiafor an initial cost of about $35,000. For another
$40,000 in initial costs and recurring costs of $10,000, every household
could be provided with a battery/bulb assembly to light a small bulb for
a few hours every night with the battery charging station connected to
the village generator. The annualized costs would be $25,000 per year.

Additional expenses would include scaling up educational activities,
various costs of local management, technical advice from agricultural
extension officers, and other related delivery services.

My Earth Institute colleagues and | estimated that the combined
costs of these improvements would total around $350,000 per year, or
roughly $70 per person per year in Sauri, for at least the next few years.
The benefits would be astounding: decisive malaria control (with trans-
mission reduced by perhaps 90 percent,judging from recent CDC bed-
net trials in a neighboring area), a doubling or tripling of food yields
per hectare with a drastic reduction of chronic hunger and undernutri-
tion, improved school attendance, a reduction of water-borne disease, a
rise in incomes through the sale of surplus grains and cash crops, the
growth of cash incomes viafood processing, carpentry, small-scale cloth-
ing manufacturing, horticulture, aquaculture, animal husbandry, and a
myriad of other benefits. With anti-AIDS drugs added to the clinic's ser-
vices, the mass deaths from AIDS, as well as the deluge of newly or-
phaned children, could also be stanched.

Sooner rather than later, these investments would repay themselves
not only in lives saved, children educated, and communities preserved,
but also in direct commercial returns. Consider the case of fertilizers,
which are currently unused, since households lack access to storage,
transport, credit, and a financial cushion against the risk of crop failures
even if credit is made available. A fertilizer application of $100 per
hectare (such as two hundred kilos of DAP), combined with or substi-
tuted by improved falows (as appropriate), could raise crop yields in a
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normal season from one ton per hectare to three tons per hectare, with
a marketable value of the increment of roughly $200 to $400 dollars per
hectare, assuming that transport is available and there is a stable price
for the maize crop. In adrought year, fertilizer and/or improved fallows
would mean the difference between harvesting one ton and a failed
crop (with attendant acute hunger, if not starvation). In the first few
years, fertilizers and improved fallows should be given largely for free to the vil-
lagers to boost their own nutrition and health, and to build a small finan-
cial cushion. Later on it will be possible to share the costs with the
community and, eventually, perhaps in a decade, to provide the fertil-
izer and improved fallows on a full commercial basis.

INTERNATIONAL DONORS AND
VILLAGES LIKE SAURI

The international donor community should be thinking round the
clock about one question: how can the Big Five interventions be scaled up in
rural areas like Sauri? With a population of some thirty-three million
people, of whom two thirds are in rural areas, Kenya would require an-
nual investments on the order of $1.5 billion per year for its Sauris, with
donors filling most of that financing gap, since the national govern-
ment is already stretched beyond its means. (More precise estimates of
cost would have to be worked out in the context of detailed de-
velopment plans as described in chapter 14.) Instead, donor support
to Kenya is around $100 million, or a mere one fifteenth of what is
needed. Kenya's debt servicing to the rich world is around $600 million
per year, so its budget is still being drained by the international commu-
nity, not bolstered by it.

This is all the more remarkable since Kenya is a new and fragile
democracy that should be receiving considerable help from its develop-
ment partners. Kenya, ironically, is also a victim of global terrorism,
caught in awar not of its own making. U.S. and Israeli targets on Kenyan
soil have been hitin recent years, sending Kenya's tourist industry into a
downward spiral and causing hundreds of deaths of Kenyans and mas-
sve property damage.

The UN Millennium Project is working with the government of
Kenya to ensure that its poverty reduction efforts are bold enough to
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achieve the Millennium Development Goals. This strategy will require
much greater development assistance and deeper debt cancellation from
the rich world to enable Kenya to invest in the Big Five—agriculture,
health and education, electricity, transport and communications, and
safe drinking water—not only in Sauri villages, but across impoverished
rural Kenya. Yet when the Kenyan government recently proposed a na-
tional social health insurance fund, the very thing needed to scale up ac-
cess to basic health care, donors quickly objected rather thanjumped at
the opportunity to examine how it could actually be accomplished.

The issue of corruption overshadows donor relations with the
Kenyan government. Much of the corruption reflects holdouts from the
earlier regime of more than two decades, corrupt officials who have not
yet been weeded out. Part of the corruption is new and completely avoid-
able, but only if donors help Kenya to improve the functioning of the
public administration, not by moralizing and finger pointing but by the
installation of computer systems, published accounts, job training and
upgrading, higher pay for senior managers so that they do not have to
live off bribes and side payments, continued support for the govern-
ment's already major efforts to improve thejudicial system, empower-
ment of local villages to oversee the provision of public services, and
some humility on the part of donors. Most donor governments have cor-
ruption inside their own governments and even in the provision of for-
eign aid (which is often linked to powerful political interests within the
donor countries). The affliction is widespread, and needs to be attacked
systematically and cleverly, but without useless and false moralizing.

Donors should sit down with the government leadership and say,
"We'd like to help you scale up the Big Five in Kenya's villages to enable
you to ensure that all of Kenya's rural poor have access to agricultural
inputs, health, education, electricity, communications and transport,
and safe water and sanitation. Together, let's design a budgetary and
management system that will reach the villages and ensure amonitorable,
governable, and scalable set of interventions across the country. We're
prepared to pay if you are prepared to ensure good governance on such
a historic project.” Private international consulting firms could be
brought in to help design these systems and to lend credibility to their
implementation and performance.

With a little more forethought, donors and governments could take
advantage of the crucial fact that villages like Sauri have a group moni-
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toring and enforcement mechanism automatically built into village life
that can help to ensure that aid to the village is well used. Just as experi-
ence with group lending in microfinance has been highly successful,
projects that empower village-based community organizations to over-
see village services have also been highly successful. Recent experiences
with village governance in India, based on the panchayats (local coun-
cils), are but one notable example. In Sauri, the villagersjumped with
eagerness at the invitation to form various committees (schooling, clin-
ics, transport and electricity, farming) to help prepare for the actual in-
vestments and to ensure proper governance as they are put into place.
Headmistress Omolo, who oversaw the formation of the committees,
also ensured that the village women, with their special needs and bur-
dens and even legal obstacles, would be well represented in each of the
committees.

If donor officials wouldjoin the government of Kenya in meeting
with the villagers and brainstorming with government officials, they
could come up with dozens of fruitful approaches to ensure that aid ac-
tually reaches the villages. We need to be more creative in order to save
the lives of millions of people now struggling to survive—and often fail-
ing—in the impoverished villages around the world. The donors and
the government of Kenya can and should agree on a suitable and bold
strategy. Kenya's new democracy, from the national government down
to the villages, is prepared to govern the use of international help with
transparency, efficiency, and equity if we can get the delivery mecha-
nisms right and invest in the supporting information and reporting
technologies.

MEETING WITH THE URBAN POOR:
MUMBAI, INDIA

Several thousand miles from Sauri, Kenya, an impoverished community
in Mumbai, India, struggles with the urban face of extreme poverty. A
group that I met inJune 2004 comes from a community that lives near
the raillway tracks. By near, | do not mean within range of the railway
whistle as the train rolls through the city; | mean a community that lives
within ten feet of the tracks. It may seem impossible, but the shacks of
poster board, corrugated sheet metal, thatch, and whatever else is at
hand are pushed right against the tracks, as seen in photograph 6. Chil-
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dren and the old routinely walk along the tracks, often within a foot or
two of passing trains. They defecate on the tracks, for lack of alternative
sanitation. And they are routinely maimed and killed by the trains.

An energetic and charismatic social worker, Sheela Patel, who left
academic research years earlier to work with communities like this one,
has brought me to meet the group. She has pioneered the cause of com-
munity organization within the very poorest slums, such as those shown
in photographs 7 and 8. The NGO that she founded, the Society for
the Promotion of Area Resource Centres (SPARC), is our host today.
The fifty or so people assembled around the room are mostly women
in their thirties and forties, but they look much older after decades of
hard physical work and exposure to the elements. They have come to
meet with me, and also a group of visitors from Durban, South Africa,
who are there to learn about community organization for slum dwellers
and squatters.

The overarching theme of our discussion is not latrines, running
water, and safety from the trains, but empowerment: specificaly, the
group is discussing how slum dwellers who own virtually nothing have
found avoice, a strategy for negotiating with the city government. In the
past few years, this particular group, with SPARC'S support, has been
negotiating arrangements to relocate away from the tracks to safer
ground, in settlements with basic amenities like running water, latrines,
gutters, even roads. Thousands have already been relocated, though
thousands more wait to find new living quarters.

The notion of large communities of people living within a few feet
of the train tracks is startling enough for me this morning. It is, to be
sure, a measure of the desperation of the poorest of the poor who arrive
in cities to escape rural impoverishment, even famine, and then strug-
gle to establish survivable conditions for themselves and for their chil-
dren. But I'm even more startled to learn that there is actually a Railway
Slum Dwellers Federation (RSDF), which has been organized by the
community members, with the aid of SPARC, to negotiate with the mu-
nicipality and the Indian Railways concerning their needs and interests.
In addition to SPARC and the RSDF, a third NGO is represented at the
meeting, Mahila Milan (Women Together), which focuses specifically
on the needs of women slum dwellers.

As the women begin to talk, the realities of extreme urban poverty
and the range of solutions come vividly to the fore. Each woman begins
with a kind of testimonial to the power of group action. This testimony
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might have seemed staged but for the genuine smiles, calm demeanor,
and straightforward, matter-of-fact approach of the group. They explain
how they have had no schooling—perhaps two or three years of fitful at-
tendance several decades ago. They cannot read or write, but they know
full well that their children need and deserve better. Before they came
together in thejoint initiative of SPARC, the RSDF, and Mahila Milan,
they were resigned to their dreadful circumstances, living in constant
danger, noise, disruption, and squalor.

But group action has taught them that in fact they have legal rights
within the city and even the possibility of access to public services if they
act together. The city government and Indian Railways, for their part,
have been only too happy to try to relocate the group away from the rail-
way tracks, since the presence of the slum right up against the track
leads to frequent accidents and forces the trains to slow down markedly,
raising costs and limiting service. The city and the railway company have
learned the hard way that any forcible actions to relocate individual
families can trigger an uproar, as occurred in February 2001 when two
thousand huts were demolished along the Harbour railway line and the
federation mobilized its members to shut down the city's railways.

As in the villages of Sauri, what this community needs are invest-
ments in individuals and basic infrastructure that can empower people
to be healthier, better educated, and more productive in the workforce.
These impoverished families want basic amenities—to live away from
the railway tracks, with access to water, sanitation, roads, and even elec-
tricity. They will need to have new ration cards for the government-
supplied subsidized food and cooking oil in the new neighborhoods
where they will live. Their children will need access to a school and
clinic. They would like to be able to reach their jobs on public transport
or by foot if they are close enough. All are hard workers, earning their
meager incomes as maids, cooks, sweepers, guards, launderers, or in
other low-skilled, labor-intensive services. The younger and more liter-
ate members of the group have actually begun to gain, or regain, basic
literacy, empowered and motivated by their political activism. Those
who become literate have a chance to find work at two or three times
their current salaries, perhapsin the garment factories.

One recent report from the slums of Mumbai and Pune, India,
speaks plainly to how the lack of basic infrastructure, in this case safe
drinking water, has devastating consequences on the dignity and physi-
cal well-being of women:
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It is typicaly women who collect water from public standpipes, of-
ten queuing for long periods in the process and having to get up
very early or go late at night to get the water. It is typicaly women
who have to cam' heavy water containers over long distances and on
slippery slopes. It is typically women who have to make do with the
often inadequate water supplies to clean the home, prepare the
food, wash the utensils, do the laundry and bathe the children. It is
also women who have to scrounge, buy or beg for water, particularly
when their usual sources run dry. It is important not to underesti-
mate this side of the water burden. There are no compelling interna-
tiona dtatistics, comparable to health satistics, documenting the
labour burdens related to inadequate water provision. It is difficult
for those who have never had to rely on public or other peoples' taps
to appreciate how humiliating, tiring, stressful and inconvenient this
can be. Not having toilets, or having to wait in long queues to use
filthy toilets, carries health risks and is aso a source of anxiety.

In many ways, the logistical and investment needs of the squatters
will be easier to address than the comparable needs of the villagers in
Sauri. Water taps can be provided from the main city pipes. Electricity
can be tapped into from the power grid rather than supplied by a stand-
alone generator. In densely populated urban areas, access to schools
and clinics can also be easier to arrange. Doctors and nurses abound in
Mumbai in comparison with the scarcity of trained medical personnel
in rural Kenya. The problems in urban areas revolve around empower-
ment and finance. How can an impoverished squatter community, with-
out its own land, find a collective voice and the security to raise that
voice, and how can the financial burdens be shared among the city gov-
ernment and the slum dwellersin arealistic manner?

With SPARC's initiative, the new Slum Rehabilitation Act has given
added power to the communities: slum-dweller organizations are now
legally empowered to act as land developers if they can demonstrate
that they have agreements to represent at least 70 percent of the eligible
slum dwellers in a particular location. As land developers, the slum-
dweller organizations can tap into special municipal programs to gain
access to real estate for community resettlement or for commercial de-
velopment that can finance resettlement elsewhere. SPARC is also nego-
tiating with the Kolkata Municipal Authority to help set up lavatories in
Kolkata's slums, under an arrangement in which the costs of construc-
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tion would be bornejointly by the municipality and the slum dwellers,
and maintenance would be the responsibility of the slum dwellers' orga-
nization,

As Sheela Patel explains, adding an organized slum dwellers' voice
at the table will make possible future solutions that were undreamed of
in the past. Recently the World Bank has creatively joined the mix, help-
ing to finance some of the upgrading of Mumbai's urban transport
based on a major role for the NGOs in the design and implementation
of the resettlement programs. The NGOs, for their part, have made im-
portant advances in organizing and documenting the community mem-
bers to facilitate the process. Sheela Patel and her colleagues have said
that these programs are "steps on the journey towards citizenship for
the urban poor, where rights are translated into reality because of the fa
vorable confluence of a supportive policy environment and grassroots
democracy in action."

THE PROBLEM OF SCALE

The end of poverty must start in the villages of Sauri and the slums of
Mumbai, and millions of places like them. The key to ending poverty is
to create a global network of connections that reach from impoverished
communities to the very centers of world power and wealth and back
again. Looking at the conditions in Sauri, we can see how far $70 per
person can go in changing lives—not as a welfare handout, but as an in-
vestment in sustained economic growth. Looking at the conditions in
Mumbai, we can see how a stable and safe physical environment for a
community can enable its households to get a foothold in the urban
economy, one that is already linked to global markets. For a sum similar
to that in Sauri, it will be possible to establish that foothold.

The starting points of that chain are the poor themselves. They are
ready to act, both individually and collectively. They are already hard
working, prepared to struggle to stay afloat and to get ahead. They have
a very realistic idea about their conditions and how to improve them,
not a mystical acceptance of their fate. They are also ready to govern
themselves responsibly, ensuring that any help that they receive is used
for the benefits of the group rather than pocketed by powerful individu-
als. But they are too poor to solve their problems on their own. So, too,
are their own governments. The rich world, which could readily provide



ON-THE-GROUND SOLUTIONS FOR ENDING POVERTY 243

the missing finances, wonders how to ensure that money made available
would actually reach the poor and be an investment in ending poverty
rather than an endless provision of emergency rations. This question
can be answered by showing how networks of mutual accountability can
run alongside the networks of financing.

In short, we need a strategy for scaling up the investments that will
end poverty, including a system of governance that empowers the poor
while holding them accountable. In each low-income country, it is time
to design a poverty reduction strategy that can meet this challenge.



Thirteen

MAKING THE
| NVESTMVENTS NEEDED
TO END POVERTY

At the most basic level, the key to ending extreme poverty is to en-

able the poorest of the poor to get their foot on the ladder of de-
velopment. The development ladder hovers overhead, and the poorest
of the poor are stuck beneath it. They lack the minimum amount of cap-
ital necessary to get a foothold, and therefore need a boost up to the
first rung. The extreme poor lack six major kinds of capital :

» Human capital: health, nutrition, and skills needed for each
person to be economically productive

* Business capital: the machinery, facilities, motorized transport
used in agriculture, industry, and services

» Infrastructure: roads, power, water and sanitation, airports and
seaports, and telecommunications systems, that are critical in-
puts into business productivity

» Natural capital: arable land, healthy soils, biodiversity, and well-
functioning ecosystems that provide the environmental services
needed by human society

* Publicinstitutional capital: the commercial law, judicial systems,
government services and policing that underpin the peaceful
and prosperous division of labor
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» Knowledge capital: the scientific and technological know-how
that raises productivity in business output and the promotion of
physical and natural capital

How to overcome a poverty trap? The poor start with avery low level of
capital per person, and then find themselves trapped in poverty because
the ratio of capital per person actually fals from generation to genera-
tion. The amount of capital per person declines when the population is
growing faster than capital is being accumulated. Capital is accumu-
lated, in turn, in a balance of two forces, one positive and one negative.
On the positive side is the capital accumulated when households save a
part of their current income, or have a part of their income taxed to fi-
nance investments by the government. Household savings are either
lent to businesses (often through financial intermediaries such as
banks) or invested directly in family businesses or equities traded in the
market. Capital is diminished, or depreciated, as the result of the pas-
sage of time, or wear and tear, or the death of skilled workers, for exam-
ple, because of AIDS. If savings exceed depreciation, there is positive
net capital accumulation. If savings are less than depreciation, the capi-
tal stock declines. Even if there is positive net capital accumulation, the
question for growth in per capitaincome is whether the net capital ac-
cumulation is large enough to keep up with population growth.

HOW THE POVERTY TRAP WORKS AND HOW
FOREIGN AID HELPS OVERCOME IT

Figure 1 shows the basic mechanics of saving, capital accumulation, and
growth, and figure 2 shows how a poverty trap works. In figure 1, we
start on the left-hand side with a typical household. The household di-
vides its income into consumption, taxation, and household savings.
The government, in turn, divides its tax revenues into current spending
and government investment. The economy's capital stock is raised by
both household savings and by government investment. A higher capi-
tal stock leads to economic growth, which in turn raises household in-
come through the feedback arrow from growth to income. We show
in the figure that population growth and depreciation also negatively
affect the accumulation of capital. In a "normal” economy, things pro-
ceed smoothly toward rising incomes, as household savings and govern-
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ment investments are able to keep ahead of depreciation and popula-
tion growth.

In figure 2, the process breaks down into a poverty trap. We start
again on the left-hand side, but now with a household that is impover-
ished. All of itsincome goes to consumption, just to stay alive. There are
no taxes and no personal savings. Nonetheless, depreciation and popu-
lation growth continue relentlessly. The result is afall in capital per per-
son and a negative growth rate of per capita income. That leads to still
further impoverishment of the household in the future. The figure de-
picts a vicious circle of falling incomes, zero savings and public invest-
ment, and falling capital per person as a result.

The solution is shown in figure 3, where foreign help, in the form
of official development assistance (ODA), helps to jump-start the
process of capital accumulation, economic growth, and rising house-
hold incomes. The foreign aid feeds into three channels. A little bit
goes directly to households, mainly for humanitarian emergencies such
as food aid in the midst of a drought. Much more goes directly to the
budget to finance public investments, and some is also directed toward
private businesses (for example, farmers) through microfinance pro-
grams and other schemes in which external assistance directly finances
private small businesses and farm improvements. If the foreign assis-
tance is substantial enough, and lasts long enough, the capital stock
rises sufficiently to lift households above subsistence. At that point, the
poverty trap is broken, and figure 1 comes into its own. Growth becomes
self-sustaining through household savings and public investments sup-
ported by taxation of households. In this sense, foreign assistance is not
a welfare handout, but is actually an investment that breaks the poverty-
trap once and for all.

ANumerical Illustration

Economists like to use numerical models because it helps them to cali-
brate more specifically how much it will cost to accomplish a particular
goal, in this case the goal of breaking a poverty trap. Here's a numerical
illustration of how the poverty trap works, and though a bit tedious, it
show's how financial planning can be used to identify the overall magni-
tude of official development assistance that will be needed to end
poverty. To keep things simple, | use an illustration based entirely on
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household savings and investment, without worrying about taxation and
public investment.

Figure 1: The Basic Mechanics of Capital Accumulation
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Suppose that an economy requires $3 of capital for every $1 of an-
nual production. Suppose also that the capital stock depreciates at a
rate of 2 percent per year. For each $1 million of capital this year, about
$835,000 will remain at the end of a decade, after ten years of depre-
ciation. We'll suppose that the economy currently has 1 million poor
people, each with capital of $900. This results in annual income of $300
per person ($900 capital divided by three). The total GNP is therefore
$300 million ($300 per person times 1 million people). The population
isgrowing at 2 percent per year, so at the end of the decade there will be
about 12 million people.

Suppose now that the society is too poor to save. Each year the pop-
ulation lives hand to mouth, consuming whatever meager amount is
produced. The starting income of $300 isjust barely enough to meet ba-
sic needs. At the end of a decade, the capital stock will have partly worn
out. Instead of $900 million in capital, there will be only $750 million in
capital. In the meantime, the population will have grown from 1 million
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Figure 2: The Poverty Trap
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to 12 million. Instead of $900 of capital per person, there is now only
$628 of capital per person ($750 million in capital divided by 1,2 mil-
lion population). Instead of each person being able to produce $300,
each person will now produce only $209 ($628 of capital divided by
three). Households will be sinking into extreme poverty, without the in-
come to meet basic needs.

In another illustration, suppose now that for whatever reason, the
economy begins with the same population, but with a capital stock that
is twice as large, equal to $1.8 hillion. Per capitaincome is aso twice as
large, $600 per capita. As before, households need $300 per person per
year to meet their basic needs, and do not save anything out of incomes
of $300 or below. On al income above $300 per person, they save 30 per-
cent. Thus a household earning $600 per capita saves 30 percent of
$300 ($600 income minus $300 basic needs), or $90 in annual saving.
Economywide saving is therefore $90 million.

This year, the capital stock is $1.8 billion, or $1,800 per capita. What
about next year? | have assumed that 2 percent of thisyear's capital stock,
or $36 million, will depreciate by next year. But there is also new savings
of $90 million. The net change of the capital stock is arise of $54 million
($90 million minus $36 million). Next year's capital stock is therefore
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Figure 3: The Role of ODA in Breaking the Poverty Trap
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$1,854 billion ($1.8 billion plus $54 million). This amount of capital pro-
duces a GNP of $618 million ($1,854 billion divided by 3). The popula-
tion also grows by 2 percent, and so stands at 1.02 million. Per capita
income is equal to $606 ($618 million divided by 1.02 million). Per
capita income has increased by 1 percent (in comparison with $600),
and will increase each year through the decade. Actually, the growth rate
will rise gradually over time, reaching more than 2 percent per annum
toward the end of the decade as household incomes rise further above
the $300 threshold of basic needs. If you use a spreadsheet to repeat the
calculations for ten years rather than one year, the GNP per person at the
end of the decade is $687, up 15 percent during the decade.

Voila. With the same economic structure as the first economy, but
starting with twice the capital stock, the economy grows rather than de-
clines. The reason is that at an income of $600 per person, the economy
is wealthy enough to save for the future; at $300 per person, it is not.
Therefore, starting at $600 per capita, the economy finds its way onto a
sustainable growth path, whereas starting at $300 per capita, the econ-
omy sinks into further misery.

Thisis not al. As capital accumulates from the income base of $600
per person, and the ratio of capital per person increases, not only does
the economy grow, but the economy is likely to get an extra boost from
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increasing returns to scale of capital. An economy with twice the capital
stock per person means an economy with roads that work the year-round
rather than roads that are washed out each rainy season; electrical
power that is reliable twenty-four hours each day, rather than electrical
power that is sporadic and unpredictable; workers who are healthy and
at their jobs, rather than workers who are chronically absent with dis-
ease. The likelihood is that doubling the human and physical capital
stock will actually morethan double the income level, at least at very low-
levels of capital per person.

A graphic illustration of increasing returns to capital is the case of
roads like the one that connects the port at Mombasa, Kenya, with the
landlocked countries Uganda, Rwanda, and Burundi. The transport
costs on this road are extremely high because the road is in very poor
condition on various stretches. From time to time, transport is dis-
rupted entirely when the rains wash away bridges and sections of the
road. Suppose that, at some point, around half the road is paved and us-
able, and the rest is unpaved and impassable, with alternating sections
of paved and unpaved roadway. Repairing the missing sections would
amount to doubling the kilometers of paved road, but would much
more than double the economic benefits of the road, since it would be-
come usable along its entire length. This is an example of a threshold
effect, in which the capital stock becomes useful only when it meets a
minimum standard.

Thus targeted investments backed by donor aid lie at the heart of
breaking the poverty trap. Donor-backed investments are needed to
raise the level of capital per person. When the capital stock per person is
high enough, the economy becomes productive enough to meet basic
needs. Households can thus save for the future, putting the economy on
a path of sustained economic growth. In my illustration, foreign aid
(over several years) that raises the capital stock from $900 per person to
$1,800 per person would enable the economy to break out of the
poverty trap and begin growing on its own. It would also enable the
economy to benefit from increasing returns to capital.

Without donor funding, alas, the necessary investments simply can-
not be financed. No matter how hard a government might try—through
taxes, user fees, or privatization—the poor households at $300 per per-
son simply do not have enough income to meet their basic needs and at
the same time finance the accumulation of capital. They need the $300
just to eat and provide clothing, shelter, and other basics.
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Differential Diagnosis and Capital Accumulation

In asimple illustration, or model, as economists call it, it is easy enough
to talk about capital as asingle item, something that can be doubled or
halved fairly straightforwardly. Much of the complexity of real eco-
nomic strategy, however, is that capital comes in numerous, almost un-
limited, forms. Suppose that an economy successfully negotiates an
extra $1 billion in foreign aid. Should that go to building roads, or
schools, or power plants, or clinics, or to pay doctors, or teachers, or
agricultural extension officers? The answer, in general, is yes to all of
the above. The mix will differ markedly country by country. At the core
of an effective investment strategy is a rigorous differential diagnosis.
The differential diagnosis should build on the appropriate division
of labor between the public sector and the private sector, as shown in
figure 4.

The public sector should be mainly focused on five kinds of invest-
ments: human capital (health, education, nutrition), infrastructure
(roads, power, water and sanitation, environmental conservation), natu-
ral capital (conservation of biodiversity and ecosystems), public institu-

Figure 4: Private and Public Investments in Capita]
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tional capital (a well-run public administration, judicial system, police
force), and parts of knowledge capital (scientific research for healthy
energy, agriculture, climate, ecology).

The private sector (funded largely through private savings) should
be mainly responsible for investments in businesses, whether in agricul-
ture, industry, or services and in knowledge capital (new products and
technologies building on scientific advances), as well as for household
contributions to health, education, and nutrition that complement the
public investments in human capital. Occasionally the public sector will
want to provide direct financing for some private-sector activities, for
example, to help farmers adopt new technologies, or to help impover-
ished rural families to start small businesses or buy critical inputs for the
farm, or to encourage the start-up of new urban industries. The general
lesson of successful economies is that governments are wise to stick
mainly to general kinds of investments—schools, clinics, roads, basic re-
search—and to leave highly specialized business investments to the pri-
vate sector.

Why should government finance schools, clinics, and roads, rather
than leave those to the private sector? There are five kinds of reasons, all
compelling in the proper context. First, there are many kinds of infra-
structure, especially networks like power grids, roads, and other transport
facilities—airports and seaports—which are characterized by increasing
returns to scale. If left to private markets, these sectors would tend to be
monopolized, so they are called natural monopolies. If such capital in-
vestments are left to the private sector, the privately owned monopolies
would overcharge for their use, and the result would be too little utiliza-
tion of this kind of capital. Potential users would be rationed out of the
market. It is more efficient, therefore, for a public monopoly to provide
network infrastructure and set an efficient price below the one that
would be set by a private monopolist.

A second category of publicly provided capital goods includes those
that are nonrival, when the use of the capital by one citizen does not di-
minish its availability for use by others. A scientific discovery is a classic
nonrival good. Once the structure of DNA has been discovered, the use
of that wonderful knowledge by any individual in society does not limit
the use of the same knowledge by others in society. Economic efficiency
requires that the knowledge should be available for all, to maximize the
social benefits of the knowledge. There should not be a fee for scien-
tists, businesses, households, researchers, and otherswho want to utilize
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the scientific knowledge of the structure of DNA! But if there is no fee,
who will invest in the discoveries in the first place? The best answer
is the public, through publicly financed institutions like the National
Institutes of Health (NIH) in the United States. Even the free-market
United States invests $27 billion in publicly financed knowledge capital
through the NIH.

Third, many social sectors exhibit strong spillovers (or externali-
ties) in their effects. | want you to sleep under an antimalarial bed net so
that a mosquito does not bite you and then transmit the disease to me.
For a similar reason, | want you to be well educated so that you do not
easily fdl under the sway of a demagogue who would be harmful for
me as well as you. When such spillovers exist, private markets tend to
undersupply the goods and services in question. Forjust this reason,
Adam Smith called for the public provision of education: "An instructed
and intelligent people . . . are more disposed to examine, and more ca-
pable of seeing through, the interested complaints of faction and sedi-
tion. . . ." Smith argued, therefore, that the whole society is at risk
when any segment of society is poorly educated. Natural capital is an-
other area where externalities loom large. Private actions—pollution,
logging, overfishing, and the like—can lead to species extinction, defor-
estation, or other kinds of environmental degradation with serious
adverse consequence for the whole society, or even the whole world.
Governments therefore have a crucial role to play in conserving natural
capital.

Fourth, societies around the world want to ensure that everybody
has an adequate level of access to key goods and services (health care,
education, safe drinking water) as a matter of right andjustice. Goods
that should be available to everybody because of their vital importance
to human well-being are called merit goods. The rights to these merit
goods are not only an informal commitment of the world's govern-
ments, they are also enshrined in international law, most importantly in
the Universal Declaration of Human Rights, as follows:

» Everyone has the right to a standard of living adequate for the health
and well-being of himself and of his family, including food, clothing,
housing and medical care and necessary social services, and the right
to security in the event of unemployment, sickness, disability, widow-
hood, old age or other lack of livelihood in circumstances beyond his
control.
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» Everyone has the right to education. Education shall be free, at |east
in the elementary and fundamental stages. Elementary education
shall be compulsory. Technical and professional education shall be
made generally available and higher education shall be equally acces-
sible to al on the basis of merit.

Moreover, according to Article 28 of the Universal Declaration, "Every-
one is entitled to a social and international order in which the rights
and freedoms set forth in this Declaration can be fully realized." A
follow-through on commitments to the Millennium Development Goals
would mark a major practical application of that article.

Fifth, government will want to help the poorest of the poor not only
by providing infrastructure and social investments, but also by provid-
ing productive inputs into private businesses if that, too, is required to
help impoverished households get started in market-based activities.
Thus government might want to provide subsidized fertilizers to subsis-
tence farmers so that they can produce enough to eat or microcredits to
rural women so that they can start microbusinesses. Once these house-
holds successfully raise their incomes above subsistence, and begin to
accumulate savings on their own, the government subsidies can be grad-
ually withdrawn.

At the same time, except in the case of the poorest households, gov-
ernments generally should not provide the capital for private businesses.
Experience has shown that private entrepreneurs do a much betterjob
of running businesses than governments. When governments run busi-
nesses, they tend to do so for political rather than economic reasons.
State enterprises tend to overstaff their operations, since jobs equal
votes for politicians, and layoffs can cost a politician the next election.
State-owned banks tend to make loans for political reasons, rather than
on the basis of expected returns. Factories are likely to be built in the dis-
tricts of powerful politicians, not where they can best serve the broader
population. Moreover, governments rarely have the in-house expertise
to manage complex technologies, and they shouldn't, aside from sec-
tors where the government's role is central, such as in defense, infra-
structure, health, and education.

It is one thing to identify the general checklists of public invest-
ments and another to apply the checklist to specific contexts. In Sauri,
Kenya, and thousands of villages like it, the priorities include the Big
Five: agriculture, health, education, infrastructure (power, transport,
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and communications), and water and sanitation. Natural capital needs
bolstering, especially land reclamation, pollution control, and limits on
overfishing, logging, and deforestation generally. Support should come
both as direct public provision of services and as public support for pri-
vate capital accumulation via microfinance and provision of critical
farm inputs for smallholder farmers.

A distinct package of public investments will be needed in the urban
areas. The higher urban population density makes it feasible, and in-
deed necessary for public health and economic reasons, to reach house-
holds through infrastructure grids for water, sewerage, and power. It is
often claimed that in urban areas, private markets can provide these in-
frastructure services on the basis of market prices. This claim typically
overlooks the fact that a sizable proportion of low-income households
will be unable to purchase their basic needs at market prices, and will
therefore require significant subsidies. One successful model for com-
bining a market approach with subsidies is through lifeline-tariff pric-
ing. In this approach, all households (or al poor households, if they are
easy to identify) are guaranteed a given supply of free infrastructure ser-
vices, for example six thousand liters of water per household per month
in South Africas program. Above that amount, the household pays by
the meter.

Urban areas are also vulnerable to intense environmental damage,
though in ways quite different from rural areas. Urban environmental
hazards include outdoor air pollution (especially from fossil fuel com-
bustion), the release of toxic chemicals into the environment from fac-
tories, excessive mining of water aquifers, urban garbage, coastal erosion
and destruction of fragile marine ecosystems close to urban centers,
and the transmission of airborne infectious diseases (such as tuberculo-
sis) in the crowded living conditions of urban slums. These conditions
need to be ameliorated by targeted environmental investments, though
impoverished cities rarely have the financial means to undertake these
investments on their own.

Why Good Investments Come in Packages

One of the weaknesses of development thinking is the relentless drive
for a magic bullet, the one decisive investment that will turn the tide.
Alas, it does not exist. Each one of the six identified types of capital is
needed for an effective, well-functioning economy. Each one is needed
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to escape the poverty trap. Even more to the point, success in any single
area, whether in health, or education, or farm productivity, depends on
investments across the hoard.

Let me focus on child survival to make the point. The solutions for
child survival will not be found in the health sector alone, although in-
vesting in the health sector is crucial overall. Here are ways that each of
the six forms of capital contribute to healthier children and reduced
child mortality (the list is hardly comprehensive):

Business capital. Higher household incomes on the farm and in
the cities allow households to invest in safer shelter (with screen
doors to keep out mosquitoes), piped water, modern cooking
fuels, access to doctors, improved diets, and the like.

Human capital. Key human capital investments include nutrition
(micronutrient and macronutrient supplementation), health care
(immunizations, routine monitoring, emergency interventions,
preventative interventions like antimalarial bed nets), family plan-
ning (birth spacing and smaller family size), mother's literacy, and
public health awareness.

Infrastructure. This includes safe drinking water and sanitation,
power supplies for safer cooking, emergency transport to clin-
ics, and information and communications technology to under-
pin routine and emergency health services.

Natural capital. Investment in natural capital includes protec-
tion against natural hazards such as El Nino-induced droughts,
control of disease vectors and pests, conservation of ecosystem
services to support crop productivity, and avoidance of toxic
wastes in the air and water.

Knowledge capital. Investments here are for improved organiza-
tional procedures for fighting epidemic diseases, development of
new drugs and immunizations, development and diffusion of im-
proved seed varieties to improve food intake, and low-cost energy
sources for the household for food preparation and storage.

Public institutional capital. These investments provide the opera-
tion and extension of public health services, nutrition programs,
and community participation schemes involving public health.
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The same approach would apply in addressing each of the Millennium
Development Goals. Fighting hunger, disease, lack of education, envi-
ronmental degradation, and urban slums all require packages of invest-
ments to attack these ills from avariety of directions.

Investing in  Technological Capacity

In both rural and urban areas, increased investments not only increase
the amount of capital per person but also the quality of the technology
embedded in the capital. A cell phone, or personal computer, or high-
yield variety seed brings the latest in science to the benefit of the poor.
Yet using these new technologies requires training and technical compe-
tence. Even in the poorest societies, primary education alone is no
longer sufficient. All school-aged youth should be provided a minimum
of nine years of schooling, and most should have more than that. The so-
ciety as awhole should promote a significant cohort of university-trained
graduates. These teachers, medical officers, agricultural extension offi-
cers, and engineers will be needed to harness technologies for local use.

Indeed, rapid economic development requires that technical capac-
ity suffuse the entire society, from the bottom up. But how can we accom-
plish that task in a setting of widespread illiteracy, where most adults
have very few years if any of formal education? The trick, | believe, is to
train very large numbers of people at the village level in creative and tar-
geted ways, specifically for the main tasks at hand. For example, every vil-
lage should aim to have a group of village experts, who, like the barefoot
doctors of China, have enough formal training to address basic technical
needs at the village level.

A literate community health worker, trained for one year, could be
taught to prescribe antimalarial medicines, observe patients taking their
daily anti-AIDS drugs, distribute and explain the use of antimalarial bed
nets, give children medicine for helminthic (parasitic) infections, give
immunizations, track the body weight and size of the community's chil-
dren, explain the use of oral rehydration solutions, and with colleagues,
keep track of al of this. Ideally, the community health worker would be a
member of the community selected to be trained for this purpose, so
that the problem of attracting a trained worker from outside the village
would not arise—nor would the problem of brain drain of doctors and
nurses, since one year of training would not qualify the individual for a
health career outside the village.
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Similarly, we could also imagine in each village a community-based
agricultural extension worker with much less formal training than a traj
ditional agricultural extension officer. The community-based worker
would understand the basics of soil chemistry (measuring the adequacy
of nitrogen, phosphorus, potassium, soil pH, and structure) and related
soil tests, as well as the basic techniques of agroforestry, seed selection,
and water management. One year of training for a high school graduate
could suffice. A community-based engineer could similarly be trained in
the operation—and routine maintenance—of diesel generators, electri-
cal wiring, hand pumps, road grading, and the village truck.

Villages of several hundred to a few thousand people have an added
advantage: the ability to gather together on the village green for discus-
sions of village issues. With some planning, villages around the world
could be helped to engage in continuing adult education on issues of
pressing, life-and-death concern, such as, for example, how AIDSis con-
tracted and spread, how malaria can be controlled, the role of hygiene
in food preparation, the use of fertilizers, and so forth. Such relevant
knowledge, if suitably presented, could inform rural societies on a mas-
sve scale. The nearly costless production and distribution of CDs and
DVDs with educational materials prepared for village discussions could
make it easy to disseminate such information.

In addition to training technical workers and educating villagers,
national governments should promote scientific research activities as
well. It used to be thought that research could be left to the rich coun-
tries while poor countries focused on raising their basic education and
literacy levels. When India created its Indian Institutes of Technology in
the 1950s and 1960s, development experts expressed skepticism that
such advanced and rarified educational programs really belonged in
such an impoverished country. Decades later we see the remarkabl e fruit
of those investments in scientific research capacity. The institutes not
only produced the generation of information technology engineers that
are now powering India's IT boom, but they also created teams of scien-
tists able to harness that technology specifically to meet India's needs.
Dr. Ashok Jhunjhunwala, a professor at the 1IT, Chennai, for example,
designed appropriate local-loop wireless technology that has helped mil-
lions of Indian villagers to get online. In any developing country, similar
homegrown technologies will be needed to adapt global processes to lo-
cal needsin areas ranging from energy production and use, construction,
natural hazard mitigation, disease control, and agricultural production.
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India and China are both on the verge of technological break-
throughs from technology importers to technology producers and ex-
porters on a large scale. This rise of homegrown high technology will
fuel the growth of these countries for decades to come. Similar efforts
are needed to create scientific capacity in sub-Saharan Africa and other
very low-income regions. The task is particularly difficult, since it is swim-
ming against the powerful current of brain drain. The few scientists
trained in Africa go abroad in search of laboratory equipment, colleagues,
and grant support. The infrastructure for science—well-financed univer-
sities, laboratories, and a critical mass of research funding and collegia
support—will have to be built, and just like other infrastructure, this one
will require the backing of rich-country donors. They will have to under-
stand the critical importance of investment in higher education along-
side primary education.

EXAMPLES OF SCALING UP IN THE
FIGHT AGAINST POVERTY

The world is filled with pilot projects showing that one intervention or
another has proven successful time and again. It has been shown repeat-
edly that antimalarial bed nets save lives in rural Africa, that anti-AIDS
drugs can be administered in low-income settings, and that immuniza-
tions can be delivered in the most difficult places in the world, even in
the middle of war zones. The main challenge now is not to show what
worksin asingle village or district—though these lessons can be of great
importance when novel approaches are demonstrated—but rather to
scale up what works to encompass a whole country and even the world.

There are several significant examples of programs that have been
scaled up massively to remarkable success. Here are ten dramatic exam-
ples that prove the naysayers wrong:

The Green Revolution in Asia

The Green Revolution is one of the most important triumphs of targeted
science in the past century. Fearing the possibility of massive hunger be-
cause of a rapidly rising global population, the Rockefeller Foundation
took the initiative in developing and promoting high-yield varieties
(HYVs) of staple crops, first in Mexico, and then in Asia and more
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broadly elsewhere. The start was in 1944, when the Rockefeller Founda-
tion set up an institute to develop HYVs of wheat for Mexico, under the
lead of Dr. Norman Borlaug. Scientific breeding, using crosses of strains
brought from Japan after World War |1, led to a breakthrough. Mexico
went from a large net importer of grain to a significant net exporter be-
tween 1944 and 1964. Borlaug then persuaded donors to invest in simi-
lar crop-breeding efforts for South Asia, and also helped to introduce
the resulting technologies to local crop breeders who successfully devel-
oped new strains. As the result of its Green Revolution, India went from
eleven million metric tons of wheat production in 1960 to twenty-four
million tonsin 1970, thirty-six million tons in 1980, and fifty-five million
tons in 1990, far outstripping the increase in population. High-yield va
rieties were similarly developed for other crops and locations through a
network of international institutions, such as the International Rice Re-
search Institute in the Philippines and the International Potato Center
in Peru.

The FEradication of Smallpox

A concerted global effort ended the scourge of smallpox after thou-
sands of years of epidemics that claimed the lives of hundreds of mil-
lions of people. In 1796, Edward Jenner demonstrated the use of a
cowpox vaccine to prevent smallpox; that breakthrough provided the
technological basis for eventual eradication. By the 1950s, most of the
rich world had already become free of smallpox, but the disease contin-
ued to rage in poor countries, where vaccine coverage was very low. As
recently as 1967, the disease struck around 10 to 15 million people each
year, and claimed 15 to 2 million lives. That year, the World Health Or-
ganization established the Smallpox Eradication Unit, and began to im-
plement a campaign of mass vaccination worldwide, backed by strong
efforts on surveillance and containment. In 1980, the World Health
Organization declared the world free of smallpox. The campaign had
successfully reached the farthest corners of the world, including impov-
erished regions in the hinterlands of Asia and Africa, and regions in the
midst of violent conflict.
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The Campaign for Child Survival

In 1982, the executive director of UNICEF, James Grant, launched the
Campaign for Child Survival. The campaign promoted a package of in-
terventions known as GOBI: growth monitoring of children; oral rehy-
dration therapy to treat bouts of diarrhea; breastfeeding for nutrition
and immunity to diseases in infancy; and immunization against six
childhood killers: tuberculosis, diphtheria, whooping cough, tetanus,
polio, and measles. As in the smallpox eradication effort, the campaign
depended on standardized technologies that could be massively scaled
up in low-income settings. During the decade, particularly in the latter
years, dozens of poor countries conducted all-out campaigns to intro-
duce these measures, especially to reach at least 80 percent coverage
with the immunization package. The results were striking. Child mortal-
ity rates fell sharply in all parts of the low-income world, including
Africa, where the rates were (and are) by far the highest. The campaign
was estimated to have saved around twelve million lives by the end of the
decade.

The Global Alliance for Vaccines and Immunization

By the late 1990s, the campaign for childhood immunizations needed
fortifying in two major ways. First, many new immunizations had been
developed and adopted in the rich countries, but because of costs and
lack of training and facilities, they had not been introduced into poor
countries. Second, coverage rates achieved by the early 1990s had slipped,
often the result of intensifying poverty and economic crisis in sub-Saharan
Africa and other regions. Bill Gates stepped up to the effort, announc-
ing an initial gift of $750 million from the Bill and Melinda Gates Foun-
dation to reenergize the effort. The Global Alliance for Vaccines and
Immunizations was launched in 2000 to guide the new effort. In the first
years of its operation, the alliance made commitments of $1.1 billion to
poor countries, and it has achieved a series of striking results. As of
2004, the alliance reported 41.6 million children vaccinated against
hepatitis B; 5.6 million children vaccinated against Haemophilus in-
fluenzae type b (Hib); 3.2 million children vaccinated against yellow
fever; and 9.6 million children vaccinated with other basic vaccines.
Once again, its strategy has depended on the coupling of standardized
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technologies with systems of mass distribution, in this case based on pro-
posals developed and submitted by the recipient countries.

The Campaign Against Malaria

During the 1950s and 1960s, the World Health Organization launched a
series of efforts directed at eradicating malaria. Sometimesjudged to
have been a failure, since malaria was certainly not eradicated, these -
forts can be seen as a stunning success for certain parts of the world
where the scourge of malaria was eliminated or brought dramatically
and decisively under control. Well over half of the world's populations
living in endemic regions in the 1940s were largely freed of malaria
transmission and mortality as a result of WHO's concentrated efforts,
mainly in the areas where disease ecology favored the control measures.
Africa, alas, was neither part of the program at the time, nor a benefici-
ary of its results until today. The standardized technologies that pro-
duced these regional, if not global, successes were two: the use of DDT
and other pesticides to reduce the transmission of the disease and the
use of chloroquine and other new antimalarial drugs to treat cases of it.
(Newer technologies, especialy antimalarial bed nets and artemisinin-
combination therapies to treat the disease, combined with DDT where
appropriate, can dramatically reduce the burden of the disease in Africa
but will not eliminate the transmission entirely.)

The Control of African River Blindness

The Onchocerciasis Control Program (OCP) was launched in 1974 as a
collaboration of WHO, the World Bank, Merck, the Food and Agricul-
ture Organization (FAO), and the United Nations Development Pro-
gram (UNDP). OCP aimed to reduce the transmission of African river
blindness (onchocerciasis), a disease transmitted by a species of black
fly. The program adopted a multipronged, scaled-up strategy in eleven
hard-hit countries of West Africa based on a combination of prevention
activities (including airborne spraying of insecticides to reduce the black
fly abundance) and treatment. In the 1980s, Merck and WHO scientists
realized that one of Merck's drugs used in veterinary medicine, iver-
mectin (Mectizan by trade name), could also effectively treat African
river blindness. Merck agreed to donate ivermectin in a massive effort
to control the disease. The OCP now reports the following accomplish-
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merits: an estimated sx hundred thousand cases of African river blind-
ness prevented, twenty-five million hectares made safe for settlement
and cultivation, and roughly forty million people protected from dis-
ease transmission. The economic benefits have been significant.

TheEradication of Palio

As there is for smallpox, an immunization technology is also available to
achieve global eradication of polio. There are technical differences be-
tween the two diseases, which make the polio effort a bit harder. Still,
polio eradication is feasible and well on its way to being achieved. In
1988, the World Health Assembly (the governing board of the World
Health Organization), voted to launch the Global Polio Eradication Ini-
tiative. At the time, polio was still endemic in more than 125 countries.
Today, thanks to massive efforts by officia institutions such as WHO,
UNICEF, and the U.S. Centers for Disease Control and Prevention, as
well as actions within poor countries and a remarkable and tireless &-
fort by Rotary International, polio remains in only six countries (Nige-
ria, India, Pakistan, Niger, Afghanistan, and Egypt); and it is being
contained. Only 784 cases were reported worldwide in 2003, compared
with 350,000 in 1988. An estimated two billion children have been im-
munized since 1988, with the cooperation of twenty million volunteers
and international funding on the order of $3 billion.

The Soread of Family Planning

Modern contraception has contributed to a dramatic reduction in total
fertility rates, from aworld average of 5.0 children per woman in the pe-
riod 1950 to 1955 to 2.8 children per woman in the period 1995 to 2000.
Family planning programs have played an enormous role in providing
advice and information, advocating and assisting in the empowerment
of women, and promoting modern contraception, although many other
factors (women's literacy, women's entry- into the nonfarm labor force,
reduced child mortality, and urbanization) have played important roles.
The United Nations Population Fund (UNFPA) was established in 1969
to help coordinate this effort, and it currently operates in 140 countries.
It has helped to spur a massive increase in the use of modern contracep-
tives among couples in developing countries, rising from an estimated
10 to 15 percent of couples in 1970 to an estimated 60 percent in 2000.
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This program has been an example of scaling up par excellence, but the
unmet needs are still massive, since funding for contraceptive availabil-
ity in the poorest countries is far below needed levels.

Export Processing Zones in East Asia

To a remarkable extent, the early industrialization of East Asia after
World War |1 depended on a new organizational technology, the Export
Processing Zone (EPZ), or free-trade zone. The free-trade zone is an in-
dustrial zone (sometimes a whole region or country) in which special
tax, administrative, and infrastructure conditions are applied in order
to encourage foreign companies to set up export-oriented manufactur-
ing facilities. The general key has been physical security within the zone,
ample land for manufacturing operations, easy connections to reliable
water and power, low-cost proximity to a seaport or airport, tax holidays
on profits, and tax-free imports of inputs and exports of finished prod-
ucts. Free-trade zones have been the basis for East Asia's leap into global
production in garments, footwear, toys, automotive components, elec-
tronics, and semiconductors. In almost &l cases, the East Asian coun-
tries began with very low-skilled, labor-intensive operations (such as the
manual assembly of components onto electronics motherboards or the
cutting and stitching of fabrics into ready-made garments), and then
progressed to higher technology parts of the value chain, including pro-
duct design. The result was an export boom at national, indeed global,
scale. Asiaweek magazine once referred to free-trade zones as "Instant In-
dustry." Manufactured exports from East Asiarose at an astounding com-
pound rate of 12 percent per annum between 1978 and 2000, or in
dollar terms, from $37 billion to $723 billion (in 1995 dollars).

The Mobile Phone Revolution in Bangladesh

Bangladesh's Grameen Bank, already justly famous for its microfinance
lending, has also opened the world's eyes to expanding the use of mod-
ern telecommunications technologies in the world's poorest places.
Grameen Telecom went into the business of mobile phones in 1997,
reaching half a million subscribers by 2003, roughly equal to the total
number of landlines. It used that mainly urban base of operations to
launch a village phones program, whereby a village woman borrows
funds for a mobile phone that is then used throughout the village at a
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small charge. With the fees she collects, the woman gradually repays the
loan. Grameen estimates that each phone reaches an average of about
2,500 people in the village. With 9,400 villages covered by early 2004,
the estimated access would be on the order of 23 million villagers. The
model is being widely adopted now in dozens of other countries.

These cases demonstrate some common themes. First and fore-
most, scaling up is possible when it is backed by appropriate and widely
applicable technology, organizational leadership, and appropriate fi-
nancing. In many cases—such as smallpox or polio eradication—the
technologies had long existed, but had not been applied in the poorest
settings. In other cases, such as with the high-yield varieties of food
crops at the core of the Green Revolution, the appropriate technologies
had to be developed and then promoted through a targeted effort. In
almost every case, technologies had to be adapted to local conditions
(for example, solving the problems in tropical settings of maintaining
the "cold chain" for immunizations that must remain cold until used, or
adapting crop-breeding technologies to the local conditions of land, cli-
mate, and labor).

In the case of the Millennium Development Goals, the promising
technologies exist, but have not yet been scaled up. Antimalarial bed
nets,just to name one pertinent example, are used by fewer than 1 per-
cent of rural Africansliving in endemic malariaregions. It is timefor that
to change. Next, | consider the operational ways to get the job done.



Fourteen

A GLOBAL COMPACT
TO END POVERTY

Ending global poverty by 2025 will require concerted actions by the

rich countries as well as the poor, beginning with a "global com-
pact” between the rich and poor countries. The poor countries must
take ending poverty seriously, and will have to devote a greater share of
their national resources to cutting poverty rather than to war, corrup-
tion, and political infighting. The rich countries will need to move be-
yond the platitudes of helping the poor, and follow through on their
repeated promises to deliver more help. All of thisis possible. Indeed, it
is much more likely than it seems. But it needs a framework. My col-
leagues and | in the UN Millennium Project have proposed just such a
framework, focused on the period until 2015, called the Millennium
Development Goals-Based Poverty Reduction Strategy.

A SHADOW PLAY

Today's situation is a bit like the old Soviet workers' joke: "We pretend
to work, and you pretend to pay us!" Many poor countries today pretend
to reform while rich countries pretend to help them, raising the cyni-
cism to a pretty high level. Many low-income countries go through the
motions of reform, doing little in practice and expecting even less in re-
turn. The aid agencies, on their part, focus on projects at a symbolic
rather than national scale, just big enough to make good headlines. In
2002, the United States Agency for International Development (USAID)
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proudly trumpeted its West African Water Initiative, noting that "a reli-
able supply of safe water, along with adequate sanitation and hygiene,
are on the front line in the combat against water-related disease and
death." Fair enough, but what was USAID's actual contribution? A piti-
ful $4.4 million over three years. If West Africa has a population of some
250 million people, $4.4 million over three years would be less than a
penny per person per-year, enough perhapsto buy aDixie cup, but probably
not enough to fill itwith water!

The chronic lack of donor financing robs poor countries of their
poverty-fighting zeal. In 2003, Prime Minister Meles Zenawi and | cohosted
an event in Addis Ababa to launch the Human Development Report in
Ethiopia, one of the world's poorest countries. The prime minister made
a powerful and insightful presentation about Ethiopia's potential to ex-
pand food production, and thereby to overcome pervasive hunger. A ques-
tion came from the floor. "Mr. Prime Minister, we agree with you on the
importance of agriculture, but what about health care?' To my surprise,
the prime minister responded, "I'm afraid that health care is going to
take more time. We will be able to expand health care only later, once we
are richer." Back in his office, | said that | did not agree with his answer,
"Ethiopia needs expanded health care now." He looked back at me plain-
tively and agreed. But then he told me that IMF officials had recently told
him, "There's no more money available for health."

A reasonable estimate, based on the work of the UN Millennium
Project, is that Ethiopianeeds about $70 per person per year in develop-
ment assistance (or $5 billion in total for a seventy-million person econ-
omy) compared with the $14 per person per year it receives today (or
$1 billion in total). About half of that sum would be devoted to the scal-
ing up of public health. The balance would go to infrastructure and rais-
ing rural productivity, especially in the food sector.

As soon as | returned to New York from Addis, | telephoned a senior
IMF official. "Jeff, what are you complaining about now?" the official
said good-naturedly. | repeated the story and noted that Ethiopia lived,
in essence, without modern health care, enduring a life expectancy rate
of forty-two years, child mortality of 170 for every 1,000 born, a one-
third chance of living to sixty-five years, one doctor for even- 30,000
people, and public spending on health of $2 per person per year. "So
what do you want me to do?" said the official. "I want the IMF to support
a major increase of public health spending in Ethiopia." "But Jeff,
there's no donor money for that." "The donor world is awfully rich,” 1
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retorted. "Jeff, the donors are not offering to give more to Ethiopia."
"But then there's absolutely no way for Ethiopia to meet the Millennium
Development Goals." "You're right, those goals are unreachable.” Exas-
perated, | said, "Well, then, at least say that publicly—that Ethiopia will
faill to meet the MDGs unless the donors give more. The world needs to
hear that. Perhaps that would get the donors to move.”

We are stuck in ashadow play. In public, the IMF says how well things
are going in Ethiopia; in private, it recognizes that aid for Ethiopiais in-
sufficient for the country to achieve the Millennium Development Goals.
The March 2004 IMF-World Bank Joint Staff Assessment of Ethiopia's
Poverty Reduction Strategy (on the IMF's Web site) does not breathe a
word about the need to scale up donor financing significantly if the
MDGs are to be achieved. Even more distressing, but par for the course,
the IMF-World Bank document contains no data whatsoever about the
country's public health emergency. How could the IMF and World Bank
executive directors even know that the country program they have ap-
proved cannot even achieve the goals that have been promised?

| believe that the senior IMF official was wrong: there is more money
available for Ethiopia, but only after we cut through the thicket of excuses
and platitudes about aid, some of which the IMF itself propagates. In pub-
lic, al of the standard reasons why aid to Ethiopiais at just the right level
are marshaled: Ethiopiais doing fine (says the IMF-World Bank Staff As-
sessment), it has all the donor resources it needs, it could not absorb any
more, corruption and mismanagement would undermine greater assis-
tance. This is the standard litany of excuses used to justify the status quo.
In private, virtually the entire development community knows that
Ethiopiais starved for cash. Apparently, itis too embarrassing to the polit-
ical bosses in the United States and Europe to make the point. Thisis a
mistake. If we explain patiently and honestly to the taxpayers in the rich
world that more money is needed and can be well used, it is much more
likely to become available.

TWO SIDES OF THE COMPACT

So that I am not misunderstood, let me underscore that a global com-
pact, like any contract, has at least two parties, and therefore responsi-
bilities on both sides. Poor countries have no guaranteed right to meet
the Millennium Development Goals or to receive development assis-
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tance from the rich countries. They only have that right if they them-
selves carry through on their commitments to good governance. The
expansion of aid is predicated on a serious plan of action, combined
with a demonstrated will to cam' it out in a transparent and honest man-
ner. Not all governments will want to, or be able to, make such a commit-
ment, and those nations need not apply. Our compact, our commitment,
in the rich countries should be to help all poor countries where the col-
lective will is present to be responsible partners in the endeavor. For the
others, where authoritarian or corrupt regimes hold sway, the conse-
guences for the population are likely to be tragic, but the responsibilities
of the rich world are also limited. Perhaps the most important action that
rich countries can take in those circumstances is to help the well-
governed neighbors of such countries to prove that there is help avail-
able for those that are organized politically to help themselves. The
biggest problem today is not that poorly governed countries get too
much help, but that well-governed countries get far too little.

PLANNING FOR SUCCESS

Boring as it may seem, we need to fix the "plumbing” of international
development assistance in order to be effective in helping the well-
governed countries. Aid flows through certain pipes—bilateral donors,
the World Bank, the regional development banks {such as the African
Development Bank)—but these pipes are clogged or simply too narrow,
not able to carry a sufficient flow of aid. If we are to get agreement by
the rich world's taxpayers to put more aid through the system, we first
have to show that the plumbing will carry the aid from the rich coun-
tries right down to where the poorest countries need it most—in the vil-
lages, slums, ports, and other critical targets. Let me describe how that
plumbing can be put right. | focus my attention on the period until
2015, when the Millennium Development Goals are to be met. Similar
principles will apply for the second decade, from 2015 to 2025.

The UN secretary-general, overseeing the UN agencies and the Bret-
ton Woods Institutions (which are also part of the UN family), should
oversee the entire effort. Working through the United Nations Develop-
ment Program—the economic development arm of the UN system—
the secretary-general, on behalf of the member nations, should ensure
that the global compact is put into operation. Much of the work will

69
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take place at the level of the individual country, where plans will be de-
vised and investments made on the basis of national financial resources
and increased donor aid.

To organize country-level work, each low-income country should
adopt a poverty reductionstrategy)' (PRS) specifically designed to meet
the Millennium Development Goals. Most poor countries today already
have some form of a poverty reduction strategy—usually a poverty re-
duction strategy paper or plan—that it has developed in cooperation
with the IMF and World Bank. The existing World Bank poverty reduc-
tion plan lays out the country's goals, targets, policies, and strategies to
cut poverty. Introduced a few years ago to give more coherence to each
country's efforts to fight poverty, and to provide a framework for official
debt relief, the existing plans are not yet designed with enough rigor or
ambition to enable the countries to achieve the MDGs.

The poverty reduction strategy papers, incidentally, are all publicly
available on the IMF and World Bank Web sites, so one can read for
oneself what the countries have deemed to be their poverty reduction
strategies. The programs are often ingenious, but are all chronically un-
derfunded compared with what is needed to achieve the Millennium
Development Goals. As aresult they are often forced to shortchange en-
tire areas of public investment (such as public health). Five recent poverty
reduction strategy plans of notable quality in Africa are:

» Ghana's Poverty Reduction Strategy (GPRS)

» Ethiopia's Sustainable Development and Poverty Reduction
Program (SDPRP)

» Kenya's Economic Recovery Strategy for Wealth and Employ-
ment Creation (ERS)

» Senegal's Poverty' Reduction Strategy Paper (PRSP)

» Uganda's Poverty Eradication Action Plan (PEAP)

Why Today's System Is Incoherent

Alas, the international community's approach remains incoherent in
practice. On the one side, it announces bold goals, like the Millennium
Development Goals, and even ways that the goals can be achieved, such
as the pledge of increased donor assistance made in the Monterrey Con-
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sensus. Yet when it comes to real practice, where the rubber hits the road,
in the poverty reduction plans, the Millennium Development Goals are
expressed only as vague aspirations rather than operational targets.
Countries are told to go about their business without any hope of meet-
ing the MDGs. The IMF and World Bank reveal split personalities,
championing the MDGs in public speeches, approving programs that
will not achieve them, and privately acknowledging, with business as
usual, that they cannot be met!

Hereis how the aid actually makes its way through the plumbing to-
day. When Prime Minister Meles Zenawi or his counterparts in Africa,
Asia, and Latin Americalead their country's preparation of the poverty
reduction plans, they are told to be "realistic,” meaning that they should
take as a given the limits of today's constricted donor resources.

Operationally, the IMF and World Bank staffs make rounds of calls
to canvas the "bilateral" donor community, that is, the aid agencies of
the rich countries. They contact the aid agencies to get aforecast of the
level of aid that each agency is likely to provide in the coming year.
These sums are totaled up and then conveyed to the recipient country.
Ethiopia is told, for example, "You can expect around $1 billion next
year. Please tell uswhat you plan to do with that aid."

Knowing that a certain amount of aid is likely, the recipient country
is expected to engage in a broad-based public consultation to prepare
the poverty reduction plan, including how the aid will be deployed. The
international community's insistence on broad public participation in
the design of these plans is designed to achieve four main goals: (1) bet-
ter prioritization of investment plans, (2) increased public awareness
about poverty reduction programs, (3) mobilization of NGOs and com-
munity groups in the fight against poverty, and (4) fostering more polit-
ical "antibodies" against corruption.

All of thisis fine; indeed, it is reasonably successful in eliciting public
participation. What is missing in the process are the practical linkages be-
tween the Millennium Development Goals and the poverty reduction
plans. In today's arrangements, the country is presented with afait accom-
pli—"Here's the amount of aid you will receive." Instead, the process
should be turned around. The first step should be to learn what the coun-
try actually needs in foreign assistance. After that, the IMF and World
Bank should go out to raise the required amount from the donors!

To show how straightforward it would be to adopt this approach, let
me provide another recent example, Ghana's poverty reduction plan.
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Ghanais one of the best governed and managed countriesin Africa. Itis
a stable, multiparty democracy with relatively high literacy (92 percent
of youths aged fifteen to twenty-four) and modest levels of corruption
compared with other countries at a comparable income level. Ghana
suffers from considerable extreme poverty. Like other African coun-
tries, Ghana has been unable to diversify its export base beyond a nar-
row range of primary commodities, mainly cocoa beans. It lacks the
domestic resources needed to finance critical investments in health, ed-
ucation, roads, power, and other infrastructure. It fell into a sharp debt
and financial crisis in the early 1980s, and since then the government
has been hard pressed to pay its monthly bills, much less to expand the
levels of public investment.

The government of Ghana reached these same conclusions when it
presented the Ghana Poverty Reduction Strategy (GPRS) in 2002, its
version of the poverty reduction plan. Ghana took seriously the Millen-
nium Development Goals and presented a strategy based on the invest-
ments that it would need to achieve the MDGs. The plan called for a
major scaling up of public investments in the social sectors and infra-
structure, estimated to require donor aid of around $8 billion over five
years, or roughly $75 per Ghanaian per year during the five-year period.
The Ghana strategy was exceptionally well designed and argued, but the
donors balked. The first draft was rejected by the donors. The govern-
ment cut back on its ambitions, and slashed the aid request to just $6 hil-
lion over five years. The donors balked again. The plan was slashed
again. By the end of this excruciating process, the poverty reduction
plan was funded at around $2 billion for the five-year period.

When | was recently in Accra, Ghana, avery pleasant representative
of the European Commission said to me, "But Professor Sachs, the orig-
inal planwas simply not realistic." "What do you mean by realistic?" | re-
sponded. "Do you mean that it was not realistic because the program
was poorly designed, or do you mean that it was not realistic because the
donors wouldn't foot the bill?* "Oh, | mean only the latter, Professor
Sachs. The strategy was fine, but we couldn't come close to the $8 billion
request." Realism, it seems, is in the eye of the beholder. | would have
thought that the original plan was realistic because it aimed to accom-
plish the very goals that the world had endorsed. The final plan seemed
unrealisticto me, because it can no longer achieve the MDGs. The donors,
evidently, meant something else about realism. For the donors, realism
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meant convenience, and specifically shoehorning Ghana's financial
needs into the tight fit of an insufficient aid package.

A MILLENNIUM DEVELOPMENT
GOALS-BASED POVERTY
REDUCTION STRATEGY

Still, 1 am not despairing. Ghana could soon have a strategy based on
the Millennium Development Goals. One reason is that creative work by
the World Bank, the UN agencies, and the bilateral donors has actually
prepared the plumbing system to handle a much greater flow of re-
sources. Ghana's donors have already reached important agreements
to coordinate (or "harmonize") their efforts around the Ghana strategy.
They have agreed to simplify their own aid procedures, and in fact to
pool their financial resources to support the plan.

In the alphabet soup of donor aid, the new donor program for
Ghanais called the Multi-Donor Budget Support (MDBS) policy. Under
this new arrangement, the donors have agreed to give their money di-
recdy to Ghana's budget so that the government of Ghana can carry out
the public investments it has identified as the highest priorities for
poverty reduction. In Ghana's case, a viable development plan (GPRS)
and the financial plumbing to support the plan are now in place. What
Ghana now needs is an adequate flow of cash.

A true MDG-based poverty reduction strategy would have five parts:

* A Differential Diagnosis, which identifies the policies and invest-
ments that the country needs to achieve the Millennium Devel-
opment Goals

» An Investment Plan, which shows the size, timing, and costs of the
required investments

* A Financial Plan to fund the Investment Plan, including the cal-
culation of the Millennium Development Goals Financing Gap,
the portion of financial needs that the donors will have to fill

* A Donor Plan, which gives the multiyear donor commitments for
filling the Millennium Development Goals Financing Gap
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» A Public Management Plan that outlines the mechanisms of gov-
ernance and public administration that will help implement the
expanded public investment strategy

In combination, these five sections would put to rest the current favorite
explanation of donors for not doing more to help the poorest coun-
tries: the alleged lack of "absorptive capacity" to use more aid. How can
we scale up the health sector, the donors ask, if the countries lack the
doctors, nurses, and clinics to provide health services? Such a question
misjudges the whole purpose of aid. Sure there are not enough doctors
and nurses now. What about in four, or six, or ten years? With more aid,
there can be more doctors, nurses, and clinics. Getting from here to
there is a matter of routine planning, not heroics.

With a lead time of a couple of years, for example, doctors from the
country who have relocated abroad could be attracted home with im-
proved salaries, covered partly by donor aid. Within two or three years,
tens of thousands of community health workers could be trained, with
the training financed by donor aid. With a lead time of fiveyears, the
graduating class of the existing medical schools could be enlarged, with
the expenses covered in part with donor aid. And with alead time of ten
years, several new medical schools could be built within the country,
with the new schools financed by donor aid. Limited absorptive capacity-
is not an argument against aid. It is the very reason that aid is needed!
The key is to invest that aid over the course of a decade, so that absorp-
tive capacity can be increased step by step in a predictable manner.

In the previous chapter we discussed the essence of the differential
diagnosis and the investment plan, specificaly the areas of priority in-
vestments in infrastructure and social services that can lift a country out
of a poverty trap. Let me therefore turn directly to the last three ele-
ments of the MDG-based poverty reduction strategy: the financial plan,
the donor plan, and the public management plan.

The Financial Plan and Millennium Development
Goals Financing Gap

A proper financial plan begins with an estimate of the unit costs of pro-
viding the key investments: teachers, classrooms, kilowatt hours of elec-
tricity, health clinics, kilometers of road, and so forth, and then
examines the increased populations to be covered by these interven-
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tions. These costs of scaling up can be estimated with considerable de-
tail, and they should cover not only the capital costs of the projects, but
also the costs of operations and maintenance. In the past, donors often
have helped countries to build clinics, but then rejected the pleato help
cover the salaries of doctors and nurses to staff the clinics. The pre-
dictable result has been the construction of empty shells rather than op-
erating health facilities. Donors need to be prepared to finance not only
the physical infrastructure, but also the salaries of public-sector workers.

During the structural adjustment era of the 1980s and 1990s, the IMF.
World Bank, and donor community often accepted the need for larger
funding for health or education, but said that the poor should pay their
own way. Similar arguments are heard today concerning the privatization
of water and sanitation services. 'Yes, let's mobilize new investments in wa-
ter and sanitation, but let's do it through the private sector. The poor can
pay for improved services." In some cases, donors have supported a com-
promise formula called social marketing, in which the poor are asked to
pay part, not all, of the cost of the service, with the donors picking up the
balance. Social marketing has been applied, for example, to the sale of
contraceptives and antimalarial bed nets. These recommendations have
failed repeatedly. They have been unrealistic about what the poor can ac-
tually afford to pay, which is usualy little or nothing. The extreme poor
don't even have enough to eat, much less to pay for electricity or water or
bed nets or contraceptives. The history of user fees imposed on the poor
is a history of the poor being excluded from basic services.

The financial plan, therefore, must include a realistic picture of
what the poor can actually pay and what they can't pay. The UN Millen-
nium Project, following the similar recommendations of the WHO Com-
mission on Macroeconomics and Health (CMH) recommends that user
fees should be dropped entirely for essential health services and pri-
mary education in poor countries. As for water, sanitation, and power,
the project strongly endorses the use of lifeline tariffs, explained earlier.
In that system, every household gets a guaranteed fixed supply of elec-
tricity and safe water; above that amount, they pay by the meter.

The financial plan should also estimate the share of GDP in tax rev-
enues that can be devoted to the Millennium Development Goals. Here
again realism is vital. Poor countries can only raise limited amounts in
taxation. The poor cannot be squeezed by taxes any more than they can
be squeezed through user fees. Attempting to raise taxes too high re-
sults in widespread evasion and serious economic distortions. When the
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Commission on Macroeconomics and Health considered this issue, the
IMF representative on the commission suggested that it assume that a
low-income country could mobilize an additional 1 percent of GDP in
tax revenues for the health sector by 2007 and an additional 2 percent
of GDP by 2015. The UN Millennium Project adopted the same ap-
proach, assuming that low-income countries can raise an additional 4
percent of GDP by 2015 for all MDG-related investments.

With these assumptions, it is possible to calculate a Millennium De-
velopment Goals financing gap, which measures how much the donor
community would have to contribute to enable the low-income country
to finance the investment plan. The following chapter details these cal-
culations. One point to stress here is that help will be needed not just
for a few years, but for most (or all) of the period until 2025. Funding
plans cannot realistically expect that poor countries will suddenly pick
up the full tab for expanded projects after just a few years. Sustainability
of the investment plans will require sustained large-scale donor financ-
ing for at least a decade to come, and in many cases for two decades.

The Donor Plan

The donors have put great stress on the need for countries to improve
their governance, but much too little stress on how donors themselves
need to improve their own performance. As part of every MDG-based
poverty reduction strategy, we need a donor plan that spells out in a
transparent manner the way that donor commitments will be fulfilled. A
donor plan should focus on four aspects of aid flows:

» Magnitude. Aid must be large enough to enable the recipient
country to finance its investment plan.

» Timing. Aid must be long term enough to enable the recipient
country to follow through on a ten-year program of scaling up.

» Predictability. Aid must be predictable enough so that stops and
starts in the aid flows do not jeopardize the investment program
or the macroeconomic stability of the recipient country.

* Harmonization. Aid must support the MDG-based poverty reduc-
tion strategy, and specifically the investment plan, rather than
the pet projects of the aid agencies.
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Let me underscore why predictability of aid will be almost as important
as the overall amount of aid. If poverty is to be ended, aid of around $60
per person per year will have to flow to the poorest countries. But that
level of aid will constitute around 20 to 30 percent of GDP when per
capita incomes are in the range of $200 to $300 per person per year.
When aid flows are such alarge part of GDP, unexpected fluctuations in
aid can be a huge shock to the economy. If, one year, the donors give 30
percent of GDP, but the next year only 15 percent of GNP, the result
would be massive layoffs, closures of government facilities, huge budget
deficits, and inflation. To guard against this threat, donor aid must be
highly predictable over a period of at least a few years.

The issue of aid harmonization is also crucial. A discussion in 2000
about aid to Tanzania noted that there are "thirty agencies involved in
providing development funds, 1,000 projects, 2,500 aid missions a year
[and] all with separate accounting, financial and reporting systems. ..."
World Bank President Jim Wolfensohn has commented, "I think that we
are now in a situation where everybody recognizes that to have coun-
tries burdened with innumerable visits from good-hearted people like
us and all the bilateral donors, and innumerable reports that they have
to complete quarterly and little coordination in terms of some of the
mechanics of the implementation, that thereis alarge pick-up to be had
injust coordinating and better implementing what the development
community are doing already."

In order to harmonize aid, the various aid agencies should operate
on the basis of their true comparative advantage. When it comes to
large-scale aid to help countries expand their public investment pro-
grams, the money should flow through multilateral donors such as the
World Bank and the regional development banks. Why should Ghana
negotiate with twenty-three bilateral donors when what Ghana really
needs is budget support to scale up public investments? The twenty-
three bilateral donors should agree, beforehand, to pool their money at
the World Bank or the African Development Bank, and then let those
institutions make a single grant. The bilateral agencies are much better
when it comes to matters that require individual small-scale projects,
such as specific kinds of technical assistance (for example, to treat AIDS
patients or to mobilize solar power), or small-scale experiments, or
people-to-people exchanges.
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A Public Management Srategy

Financing is necessary, but hardly sufficient, for success. Money will be
wasted or sit idly in abank account if the government is unable to imple-
ment its investment plan. | mplementation requires time, of course, for
planning, construction, training, and improved oversight. But beyond
the necessary time, a sound public management plan should have six
components:

» Decentralization. Investments are needed in hundreds of thou-
sands of villages and thousands of cities. The details will have to
be decided at the ground level, in the villages and cities them-
selves, rather than in the capitals or in Washington. Decentral-
ized management of public investment is therefore a sine qua
non of scaling up.

» Training. The public sector at al levels—national, district, village—
lacks the talent to oversee the scaling-up process. This is not a
case for evading the public sector, which will not work, but for
building the capacity of the public sector. Training programs (or
capacity building) should be part of the overall strategy.

» Information Technologies. If the aid plumbing is going to carry-
much larger flows of aid each year, we will need better meters,
which will mean the use of information technologies—computers,
e-mail, mobile phones—to increase dramatically the amount of
information transmitted in the public sector and accessible to
al parties.

* Measurable Benchmarks. Much clearer targets of what is to be
achieved must accompany a major increase of spending. Every
MDG-based poverty reduction strategy should be supported by
guantitative benchmarks tailored to national conditions, needs,
and data availability.

» Audits. Let's face it: the money has to reach the intended recipi-
ents. No country should receive greater funding unless the money
can be audited.

* Monitoring and Evaluation. Right from the start, the MDG-based
poverty reduction strategy should prepare to have the invest-
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ments monitored and evaluated. Budgets and mechanisms
for monitoring and evaluation should be essential parts of the
strategies.

Regional Infrastructure

Many important investments are regional in nature and involve several
countries at once. Consider, as | did earlier, the road that links the
Kenyan port of Mombasa with the four countries that depend on that
port: Kenya, Uganda, Rwanda, and Burundi. The road is a two-lane,
semipaved road that services more than a hundred million people. Itis
poorly maintained and imposes extremely high costs for freight ship
ments to and from the coast. One part or another of the road frequently
gives way. The road should be repaired in a shared four-country project,
rather than as piecemeal haphazard projects within each of the four
countries. The problem isthat the World Bank and other donors are not
good at managing multicountry projects, since they are used to thinking
about one country at a time. Various regional economic groups have
sprung up around the world, including several in Africa, that could help
to achieve coordination of investments across neighboring countries.
Multicountry investments will become more common, not only in roads
and rail, but also in port services, telecommunications, financial market
regulations, biodiversity conservation (of forests and river sheds), con-
trol of air and water pollution, energy development (including hy-
dropower, geothermal power, electricity transmission), and other areas.

Regional groupings can also play another significant role: shared re-
sponsibility for governance. Countries respond to peer pressure. The
African Union is utilizing that basic insight to launch a policy known as
the African Peer Review Mechanism (APRM), in which countries volun-
tarily subscribe to a systematic governance review by their peers. As the
African Union describes it, the primary purpose of the APRM is

To foster the adoption of policies, standards and practices that lead
to political stability, high economic growth, sustainable develop
ment and accelerated sub-regional and continental economic inte-
gration through sharing of experiences and reinforcement of
successful and best practice, including identifying deficiencies and
assessing the needs of capacity building.
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The experience of many other regional efforts, from the Marshall Plan
to the European Union, shows that these hopes have great merit. Group
pressure from outside can help to keep a reform-minded government
on track, just as Poland's hopes tojoin the European Union helped to
insulate Poland's economic reform policies from enormous and inap-
propriate short-term pressures and populist enticements.

GLOBAL POLICIES FOR
POVERTY REDUCTION

Poor countries also have critical needs that cannot be solved by national
or regional investments or by domestic policy reforms. There are con-
cerns that must be addressed at the global level. Four are most important:

* The Debt Crisis
» Global Trade Policy
» Science for Development

e Environmental Stewardship

TheDebt Crisis

This issue should have been resolved years ago. For at least twenty years
we have known that heavily indebted poor countries (HIPCs) are unable
to repay their debts, or at least do so and achieve the MDGs at the same
time. The debts should simply have been canceled, but the debtors have
insisted for far too long that the poorest countries of the world continue
to pay debt service, often in amounts that were greater than national
spending on health and education. In fact, rich countries should have
given the poorest countries grants rather than loans, so that the poor
countries would never have been indebted in the first place.

The behavior of the creditor countries in recent decades compares
very poorly with the U.S. commitment and practice during the formula-
tion of the Marshall Plan, when it decided to help rebuild Europe with
grants rather than loans. The post-World War 11 planners knew well the
disastrous experience after World War |, when, as Keynes had foretold,
allied war debts and post-World War | reparations claims entangled
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creditor and debtor nations in a prolonged political and financial crisis
that contributed to the Great Depression and indirectly to the rise of
fascism. After World War |1, U.S. strategists chose a different course, en-
suring that postwar debts would not encumber Europe's fragile democ-
racies. We would do well to emulate that wisdom today. It is time for the
debts of the highly indebted poor countries to be cancelled outright as
part of the financing package for the Millennium Goals-based poverty
reduction strategies.

Global Trade Policy

Sustained economic growth requires that poor countries increase their
exports to the rich countries, and thereby earn the foreign exchange to
import capital goods from the rich countries. Yet trade barriersin rich
countries hamper export growth. The ongoing Doha Trade Round,
launched in November 2001, is committed—on paper at least—to im-
proving market access for poor countries. This commitment isvitally im-
portant, especially in low-skill, labor-intensive sectors such as garment
manufacture. Still, two caveats are in order.

The first is that although trade is important, the popular slogan
"trade not aid" iswrong. Poor countrieswill need "trade plus aid," since
trade reforms alone are not nearly powerful enough to enable the poor-
est countries to escape from extreme poverty. The "trade not aid" lobby
seeks to use the undoubted importance of open trade to undermine the
case for aid. Even if trade reforms would raise the incomes of the poor-
est countries by billions of dollars per year, only a small fraction of that
would be available for funding the vitally important public investments
needed to escape from the poverty trap. When huge gains are attrib-
uted to trade reforms (hundreds of billions of dollars), we need to look
at the fine print: almost all of those gains accrue to the richest countries
and the middle-income countries, not the poorest countries, and espe-
cially not the poorest countries in Africa. How, after all, could trade
alone enable isolated rural villages in Africa to meet their basic needs?

The second caveat is to warn against hyperbole vis-avis agricultural
trade liberalization. There is no doubt that liberalization of world agri-
cultural trade would be a good thing. Europe, for example, wastes in-
credible amounts of money subsidizing its high-cost farmers, and could
accomplish other goals (environmental preservation) much more
cheaply. But it is wrong to conclude that the end of agricultural subsi-
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dies would be a great boon for least developed countries in Africa and
other parts of the world. If Europe cuts back on its subsidies for staple
crops (wheat, maize), the results for Africa could well be negative, not
positive, since Africa is a net food-importing region: consumers of food
would pay higher prices for food, whereas farmers would benefit. The
net effects on poverty could be either positive or negative, but are very
unlikely to be hugely beneficial. Africawill unambiguously benefit from
the liberalization of trade in tropical products (for example, cotton,
sugar, bananas), but the subsidies for tropical products are only a very
small part of the widely reported $300 billion in artificial support for
farmers in the rich countries. In short, liberalize trade in agriculture,
but do not believe it to be a panacea. The benefits will accrue over-
whelmingly to the large food exporters: the United States, Canada, Ar-
gentina, Brazil, and Australia.

Sciencefor Devel opment

Many of the core breakthroughs in long-term economic development
have been new technologies: the Green Revolution for food produc-
tion, vaccines and immunizations, antimalarial bed nets, oral rehydra-
tion therapies, agroforestry to replenish soil nutrients, antiretroviral
medicines. In almost all of these cases, the technologies were first de-
veloped for the rich-country markets, or were sponsored for the poor
nations in aspecial donor-led process. It isvery rare, alas, that technolo-
gies are developed by the private sector to meet specific challenges in
the poor countries (for example, for tropical foods or diseases). The
poorest of the poor simply do not provide enough of a market incentive
for private-sector-led research and development.

Recognizing that the poor are therefore likely to be ignored by the
international scientific community—unless special efforts are made—it
is critical to identify the priority needs for scientific research in relation
to the poor, and then to mobilize the requisite donor assistance to spur
the research and development. Here are a few areas of special impor-
tance, drawing on work by various scientific bodies in recent years that
have explored this issue:

» Diseases of the poor: new preventive, diagnostic, and therapeu-
tic measures for diseases specific to low-income countries, espe-
cially tropical diseases
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» Tropical agriculture: new seed varieties, water management tech-
niques, and soil management techniques

* Energy systems in remote rural areas: special technologies for
off-grid power, including renewable energy sources (for exam-
ple, photovoltaic cells), power generators, improved batteries,
and low-watt illumination

» Climate forecasting and adjustment: improved measurement of
seasonal, interannual, and long-term climate changes, with aview
toward prediction as well as adjustment to climate changes

* Water management: improved technologies for water harvest-
ing, desalination, small-scale irrigation, and improved manage-
ment of aquifers being depleted by overuse. Water will rise in
importance as population densities and climate change interact
to produce more regions in acute water stress.

» Sustainable management of ecosystems: fragile ecosystems
around the world (coral reefs, mangrove swamps, fisheries, rain-
forests, to name afew) are succumbing to anthropogenic forces,
often with dire consequences. In many cases, poor communities
do not have the technical capacity to monitor changes or to re-
spond in an effective an sustainable manner.

The UN Millennium Project recommends global donor support on the
order of $7 billion per year to address priority R&D needs for health,
agriculture, energy, climate, water, and biodiversity conservation in the
poorest countries. Targeted scientific efforts have had huge benefits in
the past. The Rockefeller Foundation financed the research leading to
the yellow fever vaccine in 1928 and much of the plant breeding re-
search leading to the Green Revolution. In recent years the Bill and
Melinda Gates Foundation has financed extensive research into AIDS,
TB, malaria, and other diseases that afflict the poor. GlaxoSmithKline,
working together with the Gates Foundation, has recently announced
promising advances toward a malaria vaccine, though a proven vaccine
for use in Africa is till years off. In order to stimulate the needed re-
search and clinical testing of new vaccine candidates, | have recom-
mended together with Harvard economist Michael Kremer that donor
agencies and the Global Fund to Fight AIDS, TB, and Malaria commit
ahead of time to purchasing a successful vaccine on a large scale for dis-
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tribution in Africa, thereby creating a financial incentive for vaccine re-
search and development.

Environmental Sewardship

Even though the local effects of global climate change are extremely
hard to forecast, we can be sure that many of the world's poorest places
are at risk of being overwhelmed by climate shocks coming from outside
their borders. Rising ocean levels associated with long-term warming
will likely inundate impoverished regions such as Bangladesh and small
island economies. Shifting patterns of rainfall, such as the declines in
precipitation evident in Africa's Sahel and those associated with long-
term warming in the Indian Ocean, are likely to be experienced else-
where. An increasing frequency and intensity of El Nino climate cycles
could become an important disturbance for hundreds of millions of
people in Asia, Latin America, and Africa. Changes in ocean chemistry
associated with rising atmospheric concentrations of carbon dioxide
could poison the coral reefs, with attendant disastrous effects on coastal
ecosystems and coastal economies.

The poorest of the poor are mostly innocent victims in this drama.
The major cause of long-term climate change, fossil fuel combustion, is
disproportionately the result of rich-country actions. Any responsible
global approach to poverty reduction should include much greater at-
tention to three things. First, the rich countries themselves, and parti-
cularly the United States, will have to live up to their longstanding
commitment under the United Nations Framework Convention on Cli-
mate Change to the "stabilization of greenhouse gas concentrations in
the atmosphere at a level that would prevent dangerous anthropogenic
interference with the climate system.”" Second, the rich countries will
have to give added financial assistance to the poor countries to enable
them to respond effectively to, or at least to cope with, the changes
ahead. Third, as | noted earlier, the rich countries will have to invest
more in climate science to gain a clearer understanding of how the
changes already under way are likely to affect the world's poorest people,
aswell asthe rest of us.
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WHO CONDUCTS THE
INTERNATIONAL SYSTEM?

The poor countries refer euphemistically to the UN agencies, bilateral
donors, and Bretton Woods institutions as their "development part-
ners," In the best of circumstances, these agencies and counterpart gov-
ernments really act as partners. Often, however, they can be as much
nuisance as help. Aid flows are often small and unpredictable, while
hundreds of small-scale aid projects eat up the time and attention of
overstretched and impoverished governments. Harmonization of aid in
support of a single MDG-based poverty reduction strategy is vital.

In order to harmonize aid, however, the partners themselves need
to do a better job in dealing with each other. The key, | believe, is to use
the United Nations system to its best advantage. The UN secretary-
general is the best placed official in the world to help coordinate the
various stakeholders who must contribute to the achievement of the
Millennium Development Goals. The UN agencies offer vitally impor-
tant expertise in every aspect of development. A partial listing of these
agencies and their core areas of competence is shown in table 1. With
the lead of the secretary-general, and operating through the UN Devel-
opment Program (UNDP), each low-income country should have the
benefit of a united and effective United Nations country team, which
coordinates in one place the work of the UN specialized agencies, the
IMF and the World Bank. In each country, the UN country team should
be led by a single United Nations resident coordinator, who reports to
the administrator of the United Nations Development Program, who in
turn reports to the UN secretary-general. This UN country team is vital
to providing every poor country with the best of international evidence
and science addressed to the challenges of escaping the poverty trap
and achieving sustainable development.

Why do | belabor such an obvious housekeeping point? Because the
current system is surprisingly dysfunctional, to the point where the IMF
and the World Bank sometimes hardly speak with the UN agencies, even
though they al depend on one another. For the past twenty- years, the
rich countries have assigned the IMF and the World Bank a privileged
position in relation to the other UN agencies, so much so that the other
agencies would sometimes have to call me simply to find out what the
IMF was actually doing in a particular country. They lacked the direct
access to find out on their own.
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Why the IMF and the World Bank were given this privileged position
is easily explained. As the old advice puts it, Follow the money. The rich
countries hold sway in the IMF and the World Bank much more than in
the UN agencies. Unlike the UN General Assembly, and most of the

Table 1: UN Agencies in Development (partial list)
Agency Abbreviation CoreAreas of Concern in Developing
Countries

Bretton Woods Institutions

International Monetary Fund IMF Provides assistance to developing countries on
finance and budgetary issues, and temporary
financial assistance to help ease macroeconomic
adjustments

World Bank Provides loans and grants, policy advice, and
technical assistance to help low- and middle-
income countries fight poverty

Food and Agriculture Organization = FAO Leads fight on hunger, providing policy advice
and technical assistance

International Fund for IFAD Finances agricultural development projects

Agricultural Development to increase food production and improve
nutrition

United Nations UNDP Serves as the UN's global development

Development Program network; also has programs to strengthen

democratic governance in developing countries,
fight poverty, improve health and education,
protect the environment, and deal with crises

United Nations UNEP Helps countries care for the environment
Environment Program through projects and technical scientific support
United Nations UN- Promotes socially and environmentally

Human Settlements Program HABITAT sustainable towns and cities with the goal of

providing adequate shelter for all

United Nations UNFPA Helps countries establish population

Population Fund and reproductive health programs

United Nations UNICEF  Improves children's lives, particularly
Children's Fund through programs promoting education, health,

and child protection

World Food WTP Frontline agency in the fight against global
Program hunger, feeding over 100 million people in
81 countries in 2003, including most of the
world's refugees and internally displaced people.

World Health Organization WHO Provides vital technical assistance to countries on
investing in health
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boards of the specialized agencies, where it's "one country, one vote," in
the IMF and the World Bank, it's "one dollar, one vote." Each member of
the IMF and the World Bankjoins with an assigned quota, which deter-
mines the voting rights of the country and the size of the country's sub-
scription. In thisway, the rich countries have kept avoting majority. This
voting majority has led the United States, in particular, to rely more heav-
ily on the IMF and the World Bank, which it more easily controls, than
on the UN agencies, over which it has much less influence.

The problem is that the IMF and the World Bank simply cannot do
theirjobs without much closer cooperation with the UN agencies. The
IMF and the World Bank are generalist institutions, the IMF for macro-
economic (budget, financial, exchange rate) issues and the World Bank
for development issues. The UN agencies are specialized institutions.
UNICEF, for example, has great knowledge in child health and educa-
tion; the United Nations Population Fund (UNFPA) has unrivaled ex-
pertise in family planning; the Food and Agriculture Organization
(FAO) is unmatched in agriculture; the World Health Organization
(WHO) has unique capacity in public health and disease control; the
United Nations Development Program (UNDP) is unequaled in ca
pacity building and governance; and so on. On the other hand, the spe-
cialized agencies rarely have the macroeconomic overview that is an
important part of the IMF-World Bank perspective. Without a much
closer partnership of the specialized UN agencies with the IMF and the
World Bank, none of these institutions can do their work properly.

NEXT STEPS

Extreme poverty is a trap that can be released through targeted invest-
ments if the needed investments are tested and proved and the invest-
ment program can be implemented as part of a global compact between
rich and poor countries, centered on a Millennium Development Goals-
based poverty reduction strategy. That is al great news. But can we &-
ford to do al of this? Would helping the poor in fact bankrupt the rich?
| answer this underlying question, in some detail, in the next chapter.



Fifteen

CAN THE RICH AFFORD
TO HELP THE POOR?

It may seem highly imprudent to ask the rich world to take responsibil-

ity for helping the poorest of the poor to escape from the poverty
trap. Not only is the task thankless and endless, it may also break the
bank—or so the thinking goes. After all, haven't the rich world's own
welfare programs proven to be too much to handle? Aren't the rich
countries in enough of a fiscal mess with the problems that they have al-
ready taken on? How could the rich world possibly take responsibility
for billions of people outside of their borders, in countries with rapidly
growing populations? These are al reasonable questions. Happily, they
have reasonable answers. The more one looks at it, the more one sees
that the question isn't whether the rich can afford to help the poor, but
whether they can afford not to.

The truth is that the cost now is likely to be small compared to any
relevant measure—income, taxes, the costs of further delay, and the
benefits from acting. Most important, the task can be achieved within
the limits that the rich world has already committed: 0.7 percent of the
gross national product of the high-income world, a mere 7 cents out of
every $10 in income. All of the incessant debate about development
assistance, and whether the rich are doing enough to help the poor,
actually concerns less than 1 percent of rich-world income. The effort
required of the rich is indeed so slight that to do less is to announce
brazenly to a large part of the world, "You count for nothing." We
should not be surprised, then, if in later years the rich reap the whirl-
wind of that heartless response.
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There are five reasons why the level of required effort is, in truth, so
modest. First, the numbers of extreme poor have declined to arelatively
small proportion of the world's population. The World Bank estimates
that some 1.1 billion people live in extreme poverty today, abit less than
one fifth of the world's population. A generation ago, the proportion
was roughly one third. Two generations ago, the proportion was closer
to one haf. The proportion of the world's population still mired in ex-
treme poverty is, relatively speaking, manageable.

Second, the goal isto end extreme poverty, not to end all poverty, and
dtill less to equalize world incomes or to close the gap between the rich
and the poor. This may eventually happen, but if so, the poor will have
to get rich on their own effort. The rich can help most by giving the ex-
treme poor some assistance to extricate themselves from the poverty
trap that now ensnares them.

Third, success in ending the poverty trap will be much easier than it
appears. For too long, too much economic thinking has been directed
at the wrong question—how to make the poor countries into textbook
models of good governance or efficient market economies. Too little
has been done to identify the specific, proven low-cost interventions
that can make a difference in living standards and economic growth.
When we get practical, and speak of investments in specific areas—
roads, power, transport, soils, water and sanitation, disease control—the
task is suddenly alot less daunting.

Fourth, the rich world today is so vastly rich. An effort to end ex-
treme poverty that would have seemed out of reach even a generation
or two ago is now well within reach because the costs are now such a
small fraction of the vastly expanded income of the rich world. Espe-
cially for the United States, part of the solution to getting donors to
honor their commitment to the world's extreme poor is to assign more
responsibility to the richest of the rich, not the average taxpayers, but
taxpayers with incomes at the very top of the charts. The rich can man-
age to pay for a significant proportion of what needs to be done, either
through a modest increase in taxation or a burst of large-scale philan-
thropy commensurate with their vast wealth.

Fifth, our tools are more powerful than ever. Mobile phones and
the Internet are ending the information famine of rural areas in Asia
and Africa. Improved logistics systems now enable global industries to
operate profitably in far-flung regions. Modern agronomic practices, in-
cluding improved seed breeding, agrobiotechnology, and science-based
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management of soil nutrients, are restoring lands that were long de-
graded or opening new lands that were previously considered infertile.
New approaches to disease prevention and control offer the prospect of
breakthroughs in medical practice. It is true that these investments still
reach only a small fraction of the poorest of the poor. At the core of
poverty reduction lies the strategy of scaling up critical investments in
infrastructure, health, and education, investments that have been ren-
dered vastly more effective through rapid technological progress.

Here are some calculations of what it will cost to get thejob done,
and who should pay.

THE SIMPLEST CALCULATION

The first cut at the problem—the simplest but still eye-opening—is to
ask how much income would have to be transferred from rich countries
to poor countries to lift al of the world's extreme poor to an income
level sufficient to meet basic needs. Martin Ravallion and his colleagues
on the World Bank's poverty team have gathered data to address this
question, at least approximately. The World Bank estimates that meet-
ing basic needs requires $1.08 per day per person, measured in 1993
purchasing-power adjusted prices. Using household surveys, the Raval-
lion team has calculated the numbers of poor people around the world
who live below that threshold, and the average incomes of those poor.
According to the Bank's estimates, 11 billion people lived below
the $1.08 level as of 2001, with an average income of $0.77 per day, or
$281 per year. More important, the poor had a shortfall relative to basic
needs of $0.31 per day ($1.08 minus $0.77), or $113 per year. World-
wide, the total income shortfall of the poor in 2001 was therefore $113
per year per person multiplied by 1.1 billion people, or $124 billion.
Using the same accounting units (1993 purchasing power adjusted
U.S. dollars), the income of the twenty-two donor countries of the
Development Assistance Committee (DAC) in 2001 was $20.2 trillion.
Thus a transfer of 0.6 percent of donor income, amounting to $124 bil-
lion, would in theory raise al 11 billion of the world's extreme poor to
the basic-needs level. Notably, this transfer could be accomplished within
the 0.7 percent of the GNP target of the donor countries. That transfer
would not have been possible in 1980, when the numbers of the ex-
treme poor were larger (1.5 billion) and the incomes of the rich coun-
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tries considerably smaller. Back in 1981, the total income gap was
around $208 billion (again, measured in 1993 purchasing power prices)
and the combined donor country GNP was $13.2 trillion. Then it would
have required 1.6 percent of donor income in transfers to raise the ex-
treme poor to the basic-needs level.

THE NEEDS ASSESSMENT APPROACH

Except for humanitarian emergencies, direct cash transfers are rarely
an attractive way to deliver official development assistance (ODA). Cash
transfers can raise the poor above desperate income levels, but are not
likely to unlock the poverty trap if they merely fill a consumption gap. To
end the poverty trap, as | have explained, direct foreign assistance should
be used for investmentsin infrastructure and human capital (through pub-
lic services in health, nutrition, and education), thereby empowering the
poor to be more productive on their own account, and putting the poor
countries on a path of self-sustaining growth.

To estimate the costs of the investments needed to end extreme
poverty, a straightforward approach with six specific steps has proven
extremely useful for the WHO Commission on Macroeconomics and
Health and for the UN Millennium Project. The key is to identify a core
package of public infrastructure and social investments to meet basic
needs and to end the poverty trap. These investments include roads,
power, water and sanitation, health care, education, and the like.

This approach to costing these investments has the following six
steps:

Identify the package of basic needs

Identify, for each country, the current unmet needs of the popu-
lation

» Calculate the costs of meeting the unmet needs through invest-
ments, taking into account future population growth

» Calculate the part of the investments that can be financed by
the country itself

» Calculate the Millennium Development Goals Financing Gap
that must be covered by donors
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» Assess the size of the donor contributions relative to donor
income

These calculations will show the worldwide cost of ending extreme
poverty. They are not meant to suggest that money in such amounts
should automatically be levied on the rich and turned over to the poor.
As | have stressed repeatedly, the actual transfer of funds must be based
on rigorous, country-specific plans that are developed through open
and consultative processes, backed by good governance in the recipient
countries, as well as careful monitoring and evaluation. For these rea-
sons, the actual flow of resources could, alas, be much smaller than the
needs assessment will show. If areas of extreme poverty remain, it would
not be because of a lack of donor will, but a lack of recipient-country
ability to use donor support effectively.

THE PACKAGE OF BASIC NEEDS

The WHO Commission on Macroeconomics and Health identified 49 es-
sential health services that constitute the basic package of health interven-
tions. The UN Millennium Project expanded that list of health
interventions and complemented it with interventions in other critical
areas—food production and nutrition, education, infrastructure—to
enumerate some 150 interventions or public services that should be uni-
versally accessible. The standards of need are minimum standards, consis-
tent with the interpretation that lack of access to these interventions
constitutes extreme poverty. These interventions include, for example:

» Primary education for al children, with designated target ratios
of pupils to teachers

* Nutrition programs for all vulnerable populations

* Universal access to antimalarial bed nets for all households in
regions of malaria transmission

» Access to safe drinking water and sanitation

* One-half kilometer of paved road for every thousand of popu-
lation
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» Access to modern cooking fuels and improved cooking stoves to
decrease indoor air pollution

In the high-income countries, these and other needs are already 100 per-
cent fulfilled, even for the relatively poor in those societies. This under-
scores the point that extreme poverty (alack of access to basic needs) is
very different from the relative poverty (occupying a place at the bottom
of the income distribution) within the rich countries. In the middle-
income countries, these interventions are also generally available for
most, if not all, of the population.

To meet these needs for an entire population requires a decade or
more of investments in physical and human capital. The next step of the
analysis is to estimate the proportion of the population in each country
that lacks access to the relevant service, and to propose an investment
profile that closes the gap within a specific period of time. The UN Mil-
lennium Project calculated an investment profile to the year 2015 of suf-
ficient scope to achieve the Millennium Development Goals. Of course,
such calculations require intensive country-specific knowledge that can
only be carried out with a high degree of accuracy within each country
itself, but for the UN Millennium Project, and our purposes here, we
can make some rough approximations.

For five developing countries—Bangladesh, Cambodia, Ghana,
Tanzania, and Uganda—the UN Millennium Project calculated the
costs of scaling up infrastructure and social services by the year 2015 to
have a price tag of roughly $100 per person per year during the period
2005 to 2015. (All prices in the UN study were expressed in constant
2000 U.S. dollars). Since cost datawere unavailable for some critical in-
terventions,* the true needs are likely to be at least $110 or higher. For
the rich world, with its annual income of some $27,000 per person per
year, and government revenues of $7,000 per person per year or more,
$110 is a very small sum. For the poorest countries, however, $110 per
capita is avery large sum, equal to the income per capita of Ethiopiain
2001, and one third of the average income per capita of these five devel-
oping countries. Most of the services, moreover, are to be provided by

*The interventions that have not yet been quantified include: higher education; storage and
distribution infrastructure for water and fuel; irrigation systems, ports and railroads; infor-
mation and communication technologies; and specific investments in environmental Sustain-
ability.



294 THE END OF POVERTY

government. But government revenues in low-income countries are
generally around 10 percent of national income. For a country at $300
per capita, therefore, domestic revenues for the national budget might
total around $30 per capita, less than one third of the cost of providing
the basic package of infrastructure and social services.

Once the cost of the basic package is identified, the next step is to
figure out who can pay for what. To at least a small extent, households
themselves can pay out of household income for some of their basic
needs, for example, through purchases from private-sector providers.
The government can provide a larger fraction out of domestic public
revenues. The rest constitutes the "financing gap" that international
donors would have to pay. To allocate these proportions of the $110 per
year, the UN Millennium Project made the following assumptions. First,
it assumed that government revenues directed at poverty reduction
could be raised substantially as a share of GDP, specifically by 4 percent-
age points as of the year 2015. Second, it assumed that for certain sec-
tors—such as health and education—the basic package would be paid
entirely by the public sector (using domestic revenues or donor aid)
rather than by households. Third, it assumed that households could pay
for part of their energy consumption, water supply, sanitation services,
and investments in agricultural productivity, but with payments gradu-
ated according to household income: the households in extreme poverty
would receive the services with full subsidy, the next richer group would
pay a part of the cost, and the high-income households would cover
their full costs.

Sharing the Investment Costs

Using this approach, the UN Millennium Project identified the total
costs of meeting the goals and the allocation of those costs among the
national government, the households (paying out of pocket), and the
donors. The costs differ by region for two reasons. First, the needs dif-
fer. Second, the costs of meeting those needs differ. In general, a given
package of investments is dlightly cheaper to implement in poor coun-
tries because the costs of labor are lower.

With these assumptions, the findings for the five developing coun-
tries were the following: Of the $110 per person per year, households
will be able to pay around $10 per person per year, whereas the govern-
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ment could be expected to cover another $35 per person per year out of
budget revenues. The remainder, roughly $65 per person per year, con-
stitutes the financing gap, which donors will have to finance.

When the same calculation is made for middle-income countries,
the situation is completely changed. Countries such as Brazil, Chile, or
Mexico are able to provide the complete package of services out of do-
mestic resources. They do not need donor assistance to end extreme
poverty, since they have sufficient domestic resources to accomplish the
task. Of course, they may still have many extremely poor citizens, but ac-
cording to this analysis, that is mainly because of the lack of internal &-
forts. China, too, is largely able to cover its needs. Indiaisjust straddling
the divide, requiring a significant amount of help—roughly $4 to $5 per
person per year—but it is an amount that will decline over time as In-
dia's rapid economic growth continues.

As a general matter, the middle-income countries are able to cover
their own needs, whereas the low-income countries generally will re-
quire at least some modest assistance from abroad to meet basic needs
by 2015. Although a precise costing on a global scale really requires a
detailed country-by-country assessment, some rough extrapolations from
a small number of detailed country estimates allow us to approximate
the global donor effort required. A rough guess puts the donor needs
until 2015 at around $40 billion for sub-Saharan Africa, and perhaps
twice that, or $80 hillion for the entire developing world. This estimate
corresponds with an even simpler route to the number. With roughly
1.1 billion people in extreme poverty, and each requiring roughly $65
per capita in annual assistance, the donor price tag would be around
$72 billion per year until 2015, in addition to costs for global initiatives
such as vaccine development and for managing the large increase in as-
sistance. The actual outlay of funds, to repeat, is likely to be lower since
it would cover only those countries with sufficiently good planning and
governance to justify the aid.

Table 1 shows the regional breakdown of the donor assistance to fi-
nance the investments needed to meet the Millennium Development
Goals. This table makes clear that Africa and Asia remain the two epi-
centers of extreme poverty and the two regions where large-scale donor
aid is still most urgently needed. Of course, individual countries in
other regions are also found to require donor aid, so a calculation of
this kind needs to be made on a country-by-country basis.
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Table 1: Regional Breakdown of Annual Budget Support
Required from Donors to Meet the MDGs

(in billions of 2003 US$)

in 2006 in 2015
East Asia and Pacific 111 89
Europe and Central Asa 20 29
Latin America and Caribbean 0.7 13
Middle East and North Africa 0.9 14
South Asa 224 36.8
Sub-Saharan Africa 36.4 834
Total 735 1347

Source UN Millennium Prgect (2005).

The sector breakdown of the external finance needed for the invest-
ment program is shown in table 2, taking the case of three sub-Saharan
African countries for these detailed calculations. The table helps to clar-
ify where the foreign assistance should be directed: some 35 percent of
total assistance should go to the health sector, 35 percent to energy and
road infrastructure, another 15 percent to education, 2 percent to water
and sanitation; and the rest to other components of the core package.

HOW MUCH TOTAL OFFICIAL DEVELOPMENT
ASSISTANCE IS NEEDED?

Even if we know that around $70 to $80 billion per year would be
needed within poor countries by 2006, it is till tricky to determine the
total amount of development assistance that the rich world should pro-
vide to the poor for three reasons. First, a considerable proportion of of-
ficial donor assistance is not for development at all, but for other
purposes such as emergency relief, care and resettlement of refugees,
geopolitical support of particular governments, and help for middle-
income countries that have already largely ended extreme poverty. Sec-
ond, of the portion of foreign aid directed to development, only a
fraction of that aid currently comes in a form that can help to finance
the intervention package. Much of the aid, for example, is technical as-
sistance, which is not counted in the Millennium Project's cost esti-
mates. Some aid is for cancellation of debts that were not being paid



CAN THE RICH AFFORD TO HELP THE POOR?

297

Table 2: Sector Breakdown of ODA for

the MDGs in

Ghana, Tanzania, and Uganda
(in 2003 US$)

Ghana

Over the Full Period 2006-2015

Average Average As% of Total
Required Total External per Year per Capita Average% Required
Budget Support ($m) 6] GDP Budget Support
Hunger 74 30 0.9% 5.6%
Education 266 11.0 3.2% 20.2%
Gender Equality 40 16 0.5% 3.0%
Health 375 154 4.5% 28.5%
Water Supply and Sanitation 331 14 0.4% 2.5%
Improving the Lives of Slum Dwellers 16.0 0.7 0.2% 12%
Energy- 115 4.7 14% 8.7%
Roads 154 6.3 19% 11.7%
Other 243 10.0 2.9% 18.5%
Total* 1,317 54.1 15.9% 100.0%
Tanzania

Over the Full Period 2006-2015

Average Average As% of Total
Required Total External per Year per Capita Average% Required
Budget Support ($m) 6] GDP Budget Support
Hunger 163 38 11% 5.8%
Education 327 77 2.1% 11.7%
Gender Equality 70 16 0.5% 2.5%
Health 920 217 5.9% 33.0%
Water Supply and Sanitation 525 12 0.3% 19%
Improving the Lives of Slum Dwellers 44.3 10 0.3% 16%
Energy- 201 4.7 1.3% 7.2%
Roads 586 13.8 3.8% 21.0%
Other 424 10.0 2.7% 15.2%
Total* 2,788 65.4 18.0% 100.0%
Uganda
Over the Full Period 2006-2015
Average Average As% of Total

Required Total External per Year per Capita Average % Required
Budget Support ($m) % GDP Budget Support
Hunger 78 23 0.7% 4.2%
Education 222 6.6 2.0%, 12.0%
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Uganda (continued}

Over the Full Period 2006-2015
Average Average As % of Total

Eequired Total External per Year per Capita Average % Regnired
Budget Support (5m) % GDP Budget Support
Gender Equality 50 13 4% 2.7%
Healh 634 138 56% 2%
Water Supply and Sanizion 239 k] 0.2% 1A%
Impraving the Lives of Shars Dwellers 193 0.6 0.2% LI%
Energy aiy 2.7 0.8% 18%
Revads and 167 F5% 21.8%
Oiher 337 10.0 3.0% 18.2%
Total*® 1,852 54.9 16.4% 190.0%

* Includes $10 per capita for largeinfrastructure projedts higher education, and environmental sustainability.
Source: UN Millennium Project (2004).

anyway. While debt cancellation may be very important for enabling a
country to regain access to credit markets, or to regain hope, it does not
add to actual resource flows if the debts could not be serviced anyway.
Third, there is need for direct assistance to support investments at the
global level that are above and beyond the financial needs of specific
poor countries.

To clarify the first reason, consider the following breakdown of cur-
rent official development assistance: total gross foreign aid from all
donors to al developing countries in 2002 was $76 billion (all numbers
in 2003 dollars). Of that, $6 billion were debt relief grants, which do not
correspond to any actual flow of resources. Moreover, developing coun-
tries paid close to $11 bhillion in loan repayments to rich countries, leav-
ing a net flow of foreign aid of $59 billion. Of that amount, $16 billion
went to middle-income countries. Of the $43 billion that went to low-
income countries, $12 billion at the most were devoted to direct sup-
port of the government. The remainder consisted mostly of emergency
assistance and technical cooperation, which mostly pays for expensive
foreign consultants rather than local experts.

Roughly speaking, only $12 billion out of the $43 billion went to
low-income countries in a form that could be deemed budgetary sup-
port, and thus helped support the package of basic needs interventions.
For al developing countries, only around $15 billion of the $48 billion
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in net ODA flows in 2002 could be considered to be the kind of support
for financing investments in basic needs. The remaining $33 billion re-
flects other considerations and costs that are not available for making
the investments | have been discussing. Some go to emergency relief
and technical cooperation that funds in parts the building of capacity.
Other important needs are regional infrastructure and global research,
which currently receive roughly $4 billion. Finaly, the operating and
other cost of bilateral and multilateral agencies account for $9 billion.

In addition to the $73 billion (rising to $135 hillion per year in 2015)
for the scaling up of basic needs at the country level, $48 to $54 billion
will be required each year to finance other needs. These include the
costs of running the aid agencies themselves, in essence, the costs for op-
erating an international system of donor assistance. The UN Millennium
Project estimated an additional $2 to $5 billion per year in such costs to
increase technical assistance capacity of international and donor organi-
zations plus an additional $1 to $3 billion in increased costs to bilateral
donors. The added expenses reflect the increased operational responsi-
bilities of the specialized UN agencies, the IMF and World Bank, the re-
gional development banks, and the bilateral donors. There are also the
costs of greater investments in global science directed at the needs of the
poor, on the order of an estimated $7 billion per year by 2015.

If we put the pieces together and make further adjustments for
poorly governed countries that won't qualify for aid and for rechannel-
ing some existing aid, total global foreign aid would amount to some-
thing like what is shown in table 3. Net ODA flows in 2006 come to $135
billion per year (up from $65 billion) and increase gradually to $195 bil-
lion by 2015. Clearly, there is not a high degree of precision in these esti-
mates. The exact costs of meeting the Millennium Development Goals
cannot be determined until each country conducts its own detailed
costing following the Millennium Project methodology. Still, the esti-
mates show one compelling fact. The bottom line of about $135 to $195
billion per year for the period 2005 to 2015 is about .44 to .54 percent of
the rich-world GNP each year during the forthcoming decade, signifi-
cantly less than the 0.7 percent of GNP promised in ODA, which would
be closer to an average of $235 billion per year (in constant 2003 dol-
lars). The point is that the Millennium Development Goals can be financed
within the bounds of the official development assistance that the donor countries
havealready promised.
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Table 3: Estimated Cost of Meeting
the MDGs in Every Country

(in billions of 2003 US$) 2002 | 2006 2010 2015
I. MBG Investment Needsin Low-Income Countries
* MDG Financing Gap 12 73 89 135
« Capacity Building to Achieve the MDGs 5 7 7
« Grants in Support of Heavy Debt Burden - 7 6
 Debt Relief to Poor Countries 4 6
Minus: Repaymentsof Concessional Loans -5 0 0 0
Subtotal 15 94 108 149
II.MBG Investment Needsin Middle-Income Countries
« ODA Provided Directly to Government 4 10 10 10
« Capacity Building to Achieve the MDGs 5 5 5 5
Minus: Repayments of Concessional Loans -6 -3 -4 -6
Subtotal 3 12 11 9
I11. MDG Investment Needs at the International Level
* Regional Cooperation and Infrastructure 2 3 7 11
* Funding for Global Research 1 5 7 7
* Implementing the Rio Conventions 1 2 3 5
* Technical Cooperation by International Organizations 5 5 7 8
Subtotal 10 15 23 31
Estimated Cost of Meetingthe MDGS in Every Country 28 121 143 189
Plausible ODA Needsto Meet the MDGs
(in billions of 2003 US$) 2002 2006 2010 2015
Baseline ODA for the MDGs in 2002 27 27 27 27
+ Incremental MDG Investment Needs 94 115 161
- Adjustment for Nonqualifying Countries Due to
Inadequate Governance -21 -23 -25
- Reprogramming of Existing ODA -6 -7 -9
+ Emergency and Distress Relief 4 4 5 6
+ Other ODA* 34 36 34 35
Total Indicative Net ODA Needs for the MDGs+ 65 135 152 195
as% of OECD-DAC Countries GNI 0.23% | 0.44% 0.46% 0.54%
ODA to Least-Developed Countries
(as % of OECD-DAC Countries' GNI) 0.06% | 012% 0.15% 0.22%
Absolute Increase in Net ODA Required (compared to 2002) 70 87 130
Difference Between Total Net ODA Needs and Existing Commitments 48 50 74
Difference Between Total Net ODA Needs and Existing Commitments 48 50 74

* Includes ODA that does not contribute directly to the MDGs and operating expenditures of donor agen-
cies.

+ This estimate does not include severa important ODA needs, such as responding to crises of geopolitical
importance, such as Afghanistan or Irag; mitigating the impact of climate change; protecting biodiversity

and conserving global fisheries; and so forth.
Source: UN  Millennium  Project (2005).
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Assuming that high-income countries will meet the specific commit-
ments they have already made to increasing aid, gross ODA volumes will
need to rise by approximately $48 billion in 2006 beyond the level of ex-
isting commitments in order to meet the MDGs. | hasten to add that the
donor countries should not plan to land short of their 0.7 percent com-
mitment. Table 3's $195 billion estimate of net ODA flows in 2015 leaves
out one potentially large expense: help for the poorest countries to
adapt to long-term climate change that is under way and caused, in sig-
nificant part, by the rich countries. With rising temperatures and ocean
levels, changes in precipitation patterns, and an increasing frequency of
extreme weather events, some highly populous parts of the developing
world will require substantial assistance adjusting to climate change.
Other kinds of ODA needs not yet foreseen will likely arise as well.

HOW THIS NEEDS ASSESSMENT
COMPARES WITH OTHERS

The UN Millennium Project is not alone in estimating the need for a
doubling of ODA. Many estimates in recent years have converged
around asimilar level. In 2001, in the lead-up to the Monterrey Summit,
a high-level commission chaired by former Mexican president Ernesto
Zedillo estimated $50 billion per year, or a doubling of then-current of-
ficial development assistance. The World Bank, using a very simplified
methodology in the same year, also forecasted incremental aid needs at
around $50 billion per year. In September 2003, the World Bank noted
that low-income countries could immediately absorb some $30 billion
per year of additional aid, given their absorptive capacity at the time,
the concept we visited last chapter. In 2004, leaders of the UK and
France called for a significant increase of foreign aid to achieve the
Millennium Development Goals, roughly a doubling of ODA from
0.25 percent of donor GNP to around 0.5 percent of donor GNP.
UK Chancellor Gordon Brown in particular has shown great |eadership
in proposing ways to coordinate such an increase among the donor
countries.
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WHICH DONORS SHOULD PAY?

Let's examine the implications of expanded aid on a country-by-country
basis. Suppose that foreign assistance for all purposes will have to rise
to 0.5 percent of donor income during the period 2005 to 2015, roughly
$140 billion per year at today's GNP. To give a sense of what that would
imply for each donor country, figure 1 shows the change in net foreign
aid from today's level, assuming each donor in the Development Assis-
tance Committee moves this year to 0.5 percent of GNP. For the G-0.7
(the countries already at foreign assistance or above 0.7 percent of
GNP), this would mean a drop in funding (certainly not recom-
mended!).

For the rest, it would mean a significant increase. The key point is
that afew big countries would account for 90 percent of the increase. Of
the total $75 billion or sorisein foreign aid (in 2003 dollars), 51 percent
(roughly $38 billion) would be due from the United States. Japan would
account for 18 percent (roughly $13 billion), and Germany, France,
Italy, and the UK would account for 20 percent (roughly $15 billion).

Figure 1: Additional ODA Required to Reach 0.5% of GDP
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The United Statesis the largest missing element in financing the Millen-
nium Goals, almost half of the total foreign assistance shortfall.

The U.S. government has argued recently that development assis-
tance from private U.S. citizens and the nonprofit sector (faith-based or-
ganizations, philanthropies, foundations, NGOs) makes up for much of
the shortfall in official aid. The evidence at hand does not bear this out.
The Development Assistance Committee of the OECD has compiled
cross-country data on nongovernmental development assistance. The
estimate for the United States is about $3 billion per year, an amount
that raises the total U.S. development assistance from 0.15 percent of
GNP to 0.18 percent of GNP, till leaving the United States at the very
bottom of the donor list. The U.S. government also tried to argue, in-
credibly, that remittances of foreign workers in the United States back
to their home country should somehow count as a form of aid. This is
ridiculous. The remittances are the returns for work. They are no more
a form of aid than are the remittances of U.S. profits from Mexico a
form of aid from Mexico to the United States.

THE COSTS AFTER 2015

These calculations calibrate the needs through 2015 in order to achieve
the Millennium Development Goals. The needs after 2015 would fall,
quite significantly in many cases, and surely as a share of donor GNP.
The reasons are straightforward, even if the post-2015 foreign aid needs
cannot be calculated with any precision. By 2015, most of the develop-
ing world will have been freed from the poverty trap onto a path of sdf-
sustaining growth. These countries will therefore "graduate” from the
need for ODA to cofinance investments in basic needs. Extreme poverty
will have been eliminated from China, and will encompass less than 20
percent of the population in India. In sub-Saharan Africa, the rate of ex-
treme poverty will have declined from around 40 percent of the popula-
tion today to under 20 percent.

Many of the key infrastructure investments will have been made,
with massive improvements in roads, power grids, telecommunications,
seaports, and airports. The extent of new investments needed to elimi-
nate the remaining poverty will be much less than during the Millen-
nium Development Goals phase. Although many public investments will
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gtill be needed, the key thresholds to operate infrastructure networks
should already have been met.

As the rich countries continue to get richer, the share of the ex-
treme poor in the world population continues to decline, and the in-
come of poor countries rises so that they can cover more of their own
needs, there will gradually be a declining need for foreign assistance. In
the Millennium Project's calculation, the ODA needed to meet the Mil-
lennium Development Goals will be 0.5 percent of donor income in
2015. It will fal further in the following decade, and will therefore re-
main below the key political threshold of 0.7 percent during the entire
period between 2005 and 2025.

CAN THE UNITED STATES AFFORD
0. 7PERCENT OF GNP?

The question is slly on its face. Can the United States manage an aid
target that five other donor countries have already achieved, six more
have scheduled, and all donors—including the United States—have
promised "concrete efforts" to achieve? Of course it can, especially since
| am speaking of much less than 1 percent of income. Think of it. To go
from today's donor assistance level of 0.15 percent of GNP to 0.7 per-
cent of GNP would be an extra tax of 0.55 percent of GNP. With U.S. per
capita GNP rising by around 1.9 percent per year, the extraamount rep-
resents less than one third of a single year's growth of GNP. So, if the
United States were on track to reach a $40,000 disposable income by,
say, January 1, 2010, it would instead reach the same income on May 1,
2010, one third of ayear later. This four-month lag in attaining a higher
level of consumption would mean that a billion people would be given
an economic future of hope, health, and improvement rather than a
downward spiral of despair, disease, and decline.

People would hardly be weighed down by an extra 0.55 percent of
income collected in taxes. But to make the increase in ODA truly imper-
ceptible for the vast majority of Americans, the richest of the rich in the
United States should be asked to pay their fair share to help the poorest
of the poor in the world. Most of the world, including most Americans,
does not appreciate how rich the superrich have become, and how dis-
proportionately they have benefited from the economic and tax
changes of the past two decades. The vast incomes of the superrich hit
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home for me a couple of years ago in the months preceding President
Bush's 2003 trip to Africa

Some months before the trip, the Internal Revenue Service issued a
special report on the richest taxpayers of the year 2000. It turned out
that the top four hundred taxpayers had a combined income of $69 hil-
lion dollars, or $174 million dollars per taxpayer. As President Bush pre-
pared to visit Africa, | made a back-of-the-envelope calculation, shown
in table 4, to confirm that the four hundred richest U.S. taxpayers had a
combined income in 2000 that exceeded the combined incomes of four
of the countries on Mr. Bush's tropical tour. The difference was as
tounding: the $57 billion in combined income of Botswana, Nigeria,
Senegal, and Uganda in 2000 was the income of 161 million people,
who average $350 in income per year, whereas the $69 billion was the in-
come of four hundred individuals.

Table 4: Highest-lncome Americans and African GDP

Income in 2000 Population in 2000
(GDP, in billions of current US$)

Botswana 5 1,675,000
Nigeria 42 126,910,000
Senegal 4 9,530,000
Uganda 6 23,250,000
Total 57 161,365,000
400 Highest-Income Americans 69 400

Source: Internal Revenue Service (2003); World Bank (2004).

The IRS reported that the superrich had enjoyed a sizable reduc-
tion in their tax payments as a percent of their incomes during the
1990s, but the best was yet to come. Three tax cuts from the Bush ad-
ministration in 2001, 2002, and 2003 vitiated much of the progressivity
of the tax code. The tax reform package signed into law scheduled the
phase out of the estate tax, dropped the top tax bracket, and cut rates
on dividends and capital gains. Together these changes enabled rich
U.S. taxpayers with annual incomes above $200,000 to reap 37 percent
of the total tax cut with an average $19,000 in annual tax savings. Since
the total tax cut was on the order of $220 billion per year, the tax savings



306 THE END OF POVERTY

of the households above $500,000 per year, equal to 22.7 percent of the
total tax savings, amounted to around $50 billion per year, more than
enough for the United States to pay its share of the MDG needs' The de-
tails on the tax cut are shown in table 5.

Table 5: Tax Savings by Household Income in the
Bush Administration Tax Cuts

Number of Percent Tax Savings  Total Tax Percent
Tax-Paying of per Savingsin of Total
Households Total Household  the Income Tax
(thousands) Households ($) Category Savings
($ billion)
Bottom 80 Percent
Incomes less than $75,000 114,151 79.5 533 60.87 28
Top 20 Percent 28,799 20 5,610 156.66 72
of which: (income in '000s)
Incomes between $75-100 11,395 7.9 2,224 25.34 11.6
Incomes between $100-200 13,281 9.3 3,905 51.86 23.8
Incomes between $200-500 3,339 2.3 9.012 30.09 13.8
Incomes between $500-1,000 527 0.4 27,150 14.31 6.6
More than $1,000 257 0.2 136,398 35.05 16.1
All 143.509 100 1,520 218.13 100

Source: Calculated using data from Gale, William G., Peter Orszag, and Isaac Shapiro. "Distributional Efttects of the 2001 and 2003 Tax
Cuts and Their Financing, Tax Policy Center. Available at: http://www.taxpolicycenter.org/publications/template.cfm?Publ D=8888.

One of the stunning, and politically surprising, aspects of the Bush
tax cuts is that they came after a generation in which the shift in income
distribution had been immensely favorable to the superrich. The share
of income of the top 1 percent of U.S. taxpayers soared from 8.2 per-
cent in 1980 to 14.6 percent in 1998 (signifying, of course, that the in-
come of the top 1 percent was 14.6 times the average income). The
reason for this dramatic shift toward the rich is not really known. The
surprise is that the political system amplified the shift through tax cuts
that favored the rich, instead of offsetting these shifts through greater
progressivity of the tax system and income transfers toward the poor.

Achieving 0.7 percent of GNP in official development assistance in
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the United States would hardly be a stretch. On the spending side of the
budget, the United States spent as much in Irag for two weeks of sup-
port for the war (about $2.5 billion) as it does for an entire year of eco-
nomic development assistance in Africa. In its first two years, the Iraq
war cost about $60 billion per year, roughly the same increment needed
to reach 0.7 percent of GNP. The overall rise in military spending has
been on the order of $150 billion per year, comparingfiscal year 2001 as
President Bush came into office and fiscal year 2005, an increase of 15
percent of GNP.

Having made little headway with the Bush administration in advo-
cating the promised concrete efforts toward 0.7 percent, | used the oc-
casion of the Bush trip to Africa to appeal directly to the richest
Americans for their personal contributions. Writing in The New York
Times, | suggested that the superrich could apply their tax savings in re-
cent years to the Global Fund to Fight AIDS, TB, and Malaria. "For indi-
viduals who already have all the earthly possessions that can possibly be
amassed,” | wrote, "could there be a better way to give meaning to vast
wealth?"

The top four hundred richest taxpayers, | suggested, could give 10
percent of their 2000 income, or $6.9 billion. This would be enough to
save millions of lives per year, for example, through the comprehensive
control of malaria in Africa. Casting the net more widely, the top 0.1
percent of taxpayers, roughly one hundred thousand in all, could in &f-
fect return their tax cuts in the form of personal giving, for a sum of
around $30 billion per year. | noted in the oped that Bill Gates had, in
effect, already done his part, with a stunning gift of $23 billion (which
has since been augmented) to establish the Bill and Melinda Gates
Foundation. The Gates Foundation spends around 70 percent of its an-
nual outlays on fighting disease in poor countries, and is making history
in the process. Other extraordinarily generous philanthropists—among
them George Soros, Rob Glaser, Gordon Moore, and Ed Scott—have
acted similarly.

This is a noble start, but not yet the groundswell that the world
needs. Real solutions will no doubt require a balance of philanthropy
and taxation. A practical proposal would be the following:

A 5 percent income tax surcharge on incomes above $200,000 directed
toward the U.S. contribution to end global poverty, which in 2004 would yield
around $40 hillion. That surcharge could be paid as a tax to support U.S. gov-
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ernment efforts, or it could be directed by the taxpayer to a qualifying charity or
philanthropy that has registered programsin support of the Millennium Develop-
ment Goals.

There are powerful reasons to take these steps, both out of enlight-
ened self-interest of the rich nations and out of a deeper human need at
the individual level. We will look at both of those powerful reasonsin a
later chapter.



Sixteen

MYTHS AND
MAGIC BULLETS

Everything up to this point is fine and good, except for one matter: it

ignores the human factor. Take the case of Africa Africa needs
around $30 billion per year in aid in order to escape from poverty. But if
we actually gave that aid, where would it go? Right down the drain if the
pastis any guide. Sad to say, Africa's education levels are so low that even
programs that work elsewhere would fail in Africa. Africais corrupt and
riddled with authoritarianism. It lacks modern values and the institu-
tions of a free market economy needed to achieve success. In fact,
Africa's morals are so broken down that it is no surprise AIDS has run
out of control. And here is the bleakest truth: Suppose that our aid
saved Africa's children. What then? There would be a population explo-
sion, and a lot more hungry adults. We would have solved nothing.

If your head wasjust nodding yes, please read this chapter with spe-
cial care. The paragraph above repeats conventional rich-world wisdom
about Africa, and to a lesser extent, other poor regions. While common,
these assertions are incorrect. Yet they have been repeated publicly for
so long, or whispered in private, that they have become accepted as
truths by the broad public as well as much of the development commu-
nity, particularly by people who have never worked in Africa. | use the
case of Africa because prejudices against Africa currently run so high,
but the same attitudes were expressed about other parts of the world be-
fore those places achieved economic development and cultural preju-
dices could not hold up. Napoleon famously declared, "History is a
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fable often told." The same can be said about much of development
thinking.

MONEY DOWN THE DRAIN

Former U.S. Secretary of the Treasury Paul O'Neill expressed a com-
mon frustration when he remarked about aid for Africa: "We've spent
trillions of dollars on these problems and we have damn near nothing
to show for it." O'Neill was no foe of foreign aid. Indeed, he wanted to
fix the system so that more U.S. aid could be justified. But he was wrong
to believe that vast flows of aid to Africa had been squandered. It is no
surprise that there is so little to show for the aid to Africa, because there
has in fact been so little aid to Africal

Contrary to popular perception, the amount of aid per African per
year is really very small, just $30 per sub-Saharan African in 2002 from
the entire world. Of that modest amount, almost $5 was actually for con-
sultants from the donor countries, more than $3 was for food aid and
other emergency aid, another $4 went to servicing Africa's debts, and $5
was for debt relief operations. The rest, $12, went to Africa. Isitrealy a
surprise that we do not see many traces of that aid on the ground? If
we want to see the impact of aid, we had better offer enough to produce
results.

Since the "money down the drain" argument is heard most fre-
guently in the United States, it isworth looking at the same calculations
for U.S. aid alone. In 2002, the United States gave $3 per sub-Saharan
African. Taking out the parts for U.S. consultants, food and other emer-
gency aid, administrative costs, and debt relief, the aid per African came
to the grand total of six cents. It's hardly shocking that Secretary O'Neill
could find "nothing to show for it."

AID PROGRAMS WOULD FAIL IN AFRICA

Pessimism about Africans' ability to utilize aid is very deep, reflecting an
amazing reservoir of deep prejudices. | have heard those prejudices for
years and have come to expect them, always with sadness. Still, nothing
prepared me for the amazing statements made by the new administra-
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tor of USAID, Andrew Natsios, a month after he took office in 2001. |
had gone to Washington in the early weeks of the Bush administration
to try to interest senior officials in a greatly expanded effort, against
AIDS in the developing world, especially Africa. | was propounding the
idea, still highly controversial at the time, that antiretroviral treatment
could be introduced effectively into a low-income setting. An enterpris-
ing Boston Globereporter asked Mr. Natsios about these ideas. His answer
stunned me.

Africans, he said, "don't know what Western time is. You have to take
these [anti-AIDS] drugs a certain number of hours each day, or they
don't work. Many people in Africa have never seen a clock or a watch
their entire lives. And if you say, one o'clock in the afternoon, they do
not know what you are talking about. They know morning, they know
noon, they know evening, they know the darkness of night." He contin-
ued, "I'm sorry to say these things, but a lot of people likeJeffrey Sachs
advocating these things [anti-AIDS drug treatment] have never worked
in health care in rural areasin Africa or even in the cities,"

This statement was extraordinary. The people of Sauri, Kenya, who
arrived punctually at 2:30 PM. for our Monday afternoon discussion,
would have been chagrined to know how their lives had been compro-
mised by such profound ignorance of a senior U.S. official. Not only did
they know the time, they knew the nature of their predicament, whether
it was the absence of anti-AlIDS drugs or antimalarial bed nets, or fertiliz-
ers, or mobile phones. My colleagues and | battle these anti-African and
antipoor attitudes regularly, even if they are rarely expressed in the un-
guarded terms that Andrew Natsios used. An argument on behalf of
Africa must scale a sheer mountain of doubt before finding acceptance.

Corruption Is the Culprit

In the past, the overwhelming prejudices against Africa have been
grounded in overt racism. Today the ever repeated assertion is that cor-
ruption-—or "poor governance'—is Africas venal sin, the deepest
source of its current malaise. Both Africans themselves and outsiders
level this charge. A senior human rights officia of South Africa, speaking
in full sincerity, stated the common view that "[poverty] is man made be-
cause poverty is the result of policy options that have been taken that
impoverish some and enrich others. Inasmuch as poverty is man made,
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so also do | believe that poverty can be eradicated." Almost any account
of African poverty these days begins with the same assertion: poor gover-
nance is the major stumbling block.

By almost any standard, Africa's quality of governance is low. Prop-
erty rights are difficult to enforce, violence and crime are high, corrup-
tion is perceived to be extensive. Although there is an undoubted basis
for putting an emphasis on improved governance, the focus on corrup-
tion and governance is exaggerated, and seriously overstates the causal
role of corruption and poor governance in Africa's laggard growth per-
formance. The point is that virtually al poor countries have governance
and corruption indicators that are below those of the high-income coun-
tries. Governance and higher incomes go hand in hand not only be-
cause good governance raises incomes, but also, and perhaps even more
important, because higher income leads to improved governance.

As a country's income rises, governance improves for two major rea-
sons. First, amore literate and affluent society is better able to keep the
government honest by playing a watchdog role over government pro-
cesses. Newspapers, television, books, telephones, transport, and now the
Internet, all of which are vastly more available in rich countries, enhance
this watchdog function and empower civil society. Second, a more afflu-
ent society can afford to invest in high-quality governance. When govern-
ments are backed by ample tax receipts, the civil service is better
educated, extensive computerization improves information flows, and
the public administration is professionally managed.

Africa's governance is poor because Africa is poor. Crucialy, how-
ever, two other things are also true. At any given level of governance (as
measured by standard indicators), African countries tend to grow less
rapidly than similarly governed countries in other parts of the world.
There is distinctly slower growth in Africa even after controlling for the
quality of governance. Something else is afoot; as | have argued at
length, the slower growth is best explained by geographical and ecologi-
cal factors. Second, Africa shows absolutely no tendency to be more or
less corrupt than other countries at the same income level. There is no
evidence whatsoever that Africa is distinctly poorly governed by the stan-
dardsof very poor countries.

There is an easy way to check both claims. First, we can examine
Africa's governance measures once we have controlled statistically for
income levels. It turns out that some African countries are better than
expected given their income; others are average, and some others are
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indeed worse. On average, however, Africa's governance is typical for
countries at the same level of income. The ranking of performers is
shown in table 1, taken from a study that my colleagues and | re-
cently published. We see that Africa's well-governed countries (whose
governance scores are relatively high given the country's income level)
include: Benin, Burkina Faso, Ghana, Madagascar, Malawi, Mali, Mauri-
tania, and Senegal. The poorly governed countries (whose governance
scores are relatively low given the country's income level) include:
Angola, Burundi, Democratic Republic of the Congo, Sudan, and
Zimbabwe.

Table 1: Governance Ratings and Household Consumption
in Tropical Sub-Saharan Africa

Rating Based on Rating Based in Household Final

World Bank Transparency Freedom Consumption

Governance International House Expenditure

Indicators, Index, Rating, per Capita, 2000
Country 2002* 2003* 2003 {1980 = 100)
Benin Good NA+ Free 98.9
Burkina Faso Good NA+ Partly Free 111
Ghana Good Average Free 92.8
Madagascar Good Good Partly Free 64
Malawi Good Good Partly Free 111.2
Mali Good Good Free 95.3
Mauritania Good Good Partly Free 104.8
Senegal Good Good Free 99.6
Cameroon Average Average Not Free 102.5
Central African Republic Average NA Partly Free NA
Chad Average NA Not Free NA
Congo, Rep. Average Average NA 80.5
Cote d'lvoire Average Average Not Free 78.2
Eritrea Average NA Not Free NA
Ethiopia Average Good Partly Free NA
Guinea Average NA Not Free NA
Kenya Average Average Partly Free 100.7
Mozambique Average Good Partly Free 79.4
Niger Average NA Partly Free NA
Nigeria Average Average Partly Free NA

Rwanda Average NA Not Free 83.9
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Sierra Leone Average Good Partly Free 43.9
Tanzania Average Good Partly Free NA
Togo Average NA Not Free 112.4
Uganda Average Average Partly Free NA
Zambia Average Good Partly Free 47
Angola Poor Poor Not Free NA
Burundi Poor NA Not Free 65
Congo, Dem. Rep. Poor NA Not Free 451
Sudan Poor Average Not Free NA
Zimbabwe Poor Average Not Free 88.4
Liberia NA NA Not Free NA
Somalia NA NA Not Free NA

* Determined fromtheresidualsof aregression of countries’ governanceindicatorsor scoresonincomeper capita (at purchasing power
parity); countrieswith residuals morethan 1 standard deviation aboveor 1 standard deviation below the predicted valueare categorized as
"good" or "poor," respectively, and thosewith residual swithin 1 standard deviation as"average."

+NA= notavailable

Source: Sachsetal, (2004).

Comparing growth rates and the quality of governance, we find that
better governed countries grew faster, but the relationship is not all that
strong. There is a tendency for countries with low governance scores to
grow less rapidly than countries with high governance scores, but there
is a huge range of growth outcomes even among well-governed coun-
tries or poorly governed countries. The problem for Africa, however, is
that African countries on average grow less rapidly than other develop-
ing countries at the same level of income and the same quality of gover-
nance, but in different parts of the world. To test this proposition, | have
estimated the relationship between economic growth during 1980 to
2000 and the quality of governance during that period, using a large
sample of developing countries. The statistical test also took into ac-
count the initial income of each country in 1980. The idea was to check
whether African countries grew faster or slower than other developing
countries once we had taken into account the quality of governance and
initial incomes. The results are clear: African countries on average grew
around 3 percentage points less rapidly than other developing coun-
tries at the same levels of governance and income. This slower growth is
caused, in my opinion, mainly by Africa's adverse geography and defi-
cient infrastructure.
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A Democracy Deficit

Another charge leveled against Africa and other poor regions is the ab-
sence of democracy. As with corruption, we need to "unpack" the evi-
dence step by step. It is true that after achieving independence, most
African countries fell into an authoritarian mold, as did most poor and
newly independent countries around the world. In southern Africa,
white minorities in South Africa and Rhodesia imposed authoritarian
regimes on majority African populations. By the early 1990s, however, a
little-heralded democratic revolution was sweeping the continent. One
by one the long-ruling (and often highly corrupt and incompetent)
founding generation gave way to multiparty elections. By 2003, Free-
dom House had categorized eleven African countries as "free," twenty
as "partly free," and sixteen as "unfree." Africa's share of free and partly
free countries, 66 percent, actually stands above the average for non-
African low-income countries in 2003, 57 percent (thirteen countries
out of twenty-three non-African low-income countries ranked by Free-
dom House).

Democratization, alas, does not reliably translate into faster eco-
nomic growth, at least in the short term. The links from democracy to
economic performance are relatively weak, even though democracy is
surely a boon for human rights and a barrier against large-scale killing,
torture, and other abuses by the state. The point is not that Africa will
soar economically now that it is democratizing, but rather that the
charge of authoritarian rule as a basic obstacle to good governance in
Africais passe.

Lack of Modern Values

Many people take for granted that poverty and wealth are simply a re-
flection of societal values. One recent study attributed African poverty
to a dislike of work, suppression of individualism, and irrationality; an-
other study identified the main obstacles to Mexican American upward
mobility to be "resignation of the poor [to poverty]," "low priority of ed-
ucation," "fatalism," and "mistrust of those outside the family." The idea
that whole societies are condemned to poverty because of their values
has a long history, but one that is seldom useful.

Virtually every society that was once poor has been castigated for be-
ing lazy and unworthy until its citizens became rich, at which point their
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new wealth was "explained" by their industriousness. Japan is a case a
point, a society that was viewed as doomed to poverty when foreigners
first arrived in the 1870s. The foreign press inJapan, such as the Japan
Gazette, cautioned that Japan would never be rich because of the indo-
lence of the society: "Wealthy we do not think it [that is, Japan] will
ever become: the advantages conferred by Nature, with the exception
of the climate, and the love of indolence and pleasure of the people
themselves forbid it." Indeed, the same newspaper opined that eco-
nomic reforms were bound to fal because of the deep corruption
found in Japanese society: "The national banking system of Japan is
but another example of the futility of trying to transfer Western growth
to an Oriental habitat. In this part of the world principles, established
and recognized in the West, appear to lose whatever virtue and vitality
they originally possessed and to tend fatally towards weediness and cor-
ruption.”

Early in the twentieth century, sociological theories in the tradition
of Max Weber tried to explain the lower incomes of Southern Europe
and Ireland relative to Northern Europe on the basis of supposedly static
values of Catholicism versus entrepreneurial values of Protestantism. Af-
ter midcentury, the Catholic countries began to grow very rapidly, espe-
cially after malaria was controlled. By now, Catholic Italy and Ireland
have overtaken the Protestant UK in per capita income. Similarly, We-
ber and his followers hypothesized that East Asian societies with Confu-
cian values, notably China, would be unable to achieve economic
progress. Later, when China and other countries of East Asia began to
grow rapidly, "Asian values" were invoked as the explanation for success,
turning the argument on its head. When Asia had a temporary economic
crisis in 1997, Asian values were once again attacked as the culprit, but
this interpretation quickly faded when economic recover}' came a cou-
ple of years later. India's poverty was explained on the basis of Hindu so-
cial rigidities and mysticism, until of course, India became one of the
fastest growing economies in the world in the 1990s.

In the wake of September 11, Islamic societies have been catego-
rized by some Western observers to be unfit for modernity. The charges
of cultural failure are legion: irrationality, fundamentalism, extreme
bias against women, antipathy to science. Yet some of the fastest growing
economies in the world in the past decade have been Islamic. Between
1990 and 2001, average annual per capita growth in Malaysia was 3.9
percent; in Bangladesh, 3.1 percent; Tunisia, 3.1 percent; and Indone-
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Sia, 2.3 percent. These countries also made great strides in equality of
girls' education and literacy.

Culture-based predictions of social change are fragile and often in-
correct even in the most culture-bound areas of human behavior, such
as fertility choice. Consider the Iranian revolution, which by standard
arguments should have led to massive discrimination against girls and
women and a delay in the demographic transition to low fertility rates.
Instead, since the revolution, Iran has achieved one of the world's
fastest transitions to low fertility, with its total fertility rate falling from
6.6 in 1980 to 1985 to 2.5 in 1995 to 2000. This achievement was the re-
sult, in part, of a tremendous increase in girls' participation in school
and in female literacy. One interpretation is that religiously conserva-
tive fathers had more confidence in sending their daughters to school
after the revolution. Iran was not alone in the education and demo-
graphic transitions. Islamic countries such as Egypt, Jordan, Morocco,
and Tunisia have al experienced tremendous increases in girls' school-
ing and significant declines in total fertility rates.

Cultural arguments hold two main problems. Most important,
cultures change with economic times and circumstances. The role of
women in the labor market, household fertility choices, school atten-
dance of children, and other critical areas of economic behavior change
dramatically as societies shift from villages to urban centers, farming to
industry, and illiteracy to literacy. What look like immutable social val-
ues turn out to be highly malleable to economic circumstances and op-
portunities. Although not al cultural values change so easily, values
deemed to be inimical to economic development are rarely, if ever, un-
alterable features of a society.

The second main problem with cultural interpretations is that they
are usually made on the basis of prejudice rather than measurable evi-
dence. The arguments tend to be circular. People are poor because they
are lazy. How do we "know" they are lazy? Because they are poor. Pro-
moters of these interpretations rarely understand that low productivity
results not from laziness and lack of effort but from lack of capital in-
puts to production. African farmers are not lazy, but they do lack soil nu-
trients, tractors, feeder roads, irrigated plots, storage facilities, and the
like. Stereotypes that Africans work little and therefore are poor are put
to rest immediately by spending a day in a village, where backbreaking
labor by men and women is the norm.

When social scientists try to measure cultural attitudes related to
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work, child rearing, and education, stereotypes tend to collapse. In the
World Values Survey, households around the world are asked the same
qguestions in order to permit serious comparisons of cultures and val-
ues. The answers are eye-opening. When asked in 2000, for example,
whether it is especially important for children to be encouraged at
home to learn "hard work," 61 percent of Americans said yes, whereas
80 percent of Nigerians, 75 percent of South Africans, and 83 percent
of Tanzanians responded affirmatively. This answer and others hardly
demonstrated social values of laziness in Africa and other poor coun-
tries.

THE NEED FOR ECONOMIC FREEDOM

If good governance has become the dominant mantra of those looking
for instant solutions to development problems, its closest rival is surely
economic freedom. Once again, a basically correct insight—that market
economies outperform centrally planned economies—has been taken
to the extreme, and then used as a substitute for analysis. When commu-
nism fell and free-market reforms swept Eastern Europe, the former So-
viet Union, and China, free markets were hailed as the victor in the
long-running battle between markets and state planning. So far, so
good. But free-market ideologues took the argument to extremes that
are utterly unsupportable by evidence or good economic reasoning.
First, they maintained that markets should rule every nook and cranny
of the economy, not just the basic productive sectors of farms, factories,
and service trades, but also health, education, social security, and core
infrastructure like water, energy transmission, roads, and rail. Second,
they argued that all shortfalls in growth can be accounted for by the ab-
sence of free markets. Aid, they posited, becomes superfluous, even
dangerous (as a delay to market reforms). All that is needed is the will to
liberalize and privatize!

The Heritage Foundation and Wall Sreet Journal, which joined
forces to produce the Index of Economic Freedom, put it this way:

[Achieving economic freedom is like building a car. What is the
most important component of the car: the powerful engine, the
transmission, the seats, the steering wheel, the brakes, or the tires?
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The question defies an answer, because without any one of these
components, the car is unlikely to reach the desired destination. In
similar fashion, ignore any one of the 10 factors of economic free-
dom, and abundant prosperity is likely to remain eusive. For that
reason, we often refer to the 10 factors of the Index as a "10-step
plan to end dependency.” The 10 factors provide a road map, and
only by sticking to the highlighted route can a country achieve eco-
nomic freedom, prosperity, and sdf-sufficiency.

In fact, countries moving down the road map toward economic
freedom have higher growth rates. Aslong as the}' keep progressing
along the road map, their growth rate tends to be above the average
for dl countries. The faster they move (the greater the improve-
ment in score), the higher the growth rate. Once countries decide
to stop by the roadside or to retrace their steps, growth plummets.
So the important message to the countries of the world is that they
can help themselvesjust by starting to adopt economic freedom.
The more economic freedom they adopt, the faster they grow or
the longer they have superior growth. More growth in turn means
that the average level of prosperity isincreasing.

Here again is magical thinking. Economic development is like moving
down aroad: only one direction to travel, and the only question one of
speed. The more economic freedom, as measured by a ten-part index,
the faster the progress down the road. Any deviation from the straight
and narrow, and growth collapses.

The prescription has the virtue of simplicity, and as philosopher
Karl Popper would say, falsifiability. In other words, the proposition can
be tested. Here is how. Let us look at the countries in the Heritage Foun-
dation/Wall StreetJournal index, and ask whether the central claim is
merited. Does the index explain the rate of growth of the countries, so
that those with high scores (meaning bad governance in the case of this
index) see their growth rates "plummet"? Figure 1 shows the average
value of the Index of Economic Freedom during 1995 to 2003 on the hori-
zontal axis and the annual growth of per capita GDP during 1995 to
2003 on the vertical axis. A "line of best fit" shows the relationship be-
tween the index score and economic growth. If better governance trans-
lated directly into faster growth, then as one moves to the right of the
graph we would see countries growing faster. Thisis clearly not the case.
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Figure 1: Growth and Governance
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Indeed, scoring well in the Index of Economic Freedom is not a ten-step
plan to Nirvana, nor avery powerful explanation of differences in eco-
nomic growth rates. There are many cases where the score on economic
freedom is rather low, but economic growth is rather high, China being
the notable case. On the other hand, there are many cases where the
score on economic freedom is good, and yet economic growth is low,
like Switzerland or Uruguay.

As for Africa, the same situation occurs as with governance. Africa
grows less rapidly than would be explained by its score on economic
freedom, indeed markedly so. As mentioned before, a formal statistical
test of that proposition shows that African countries grew less rapidly
than others at the same level of economic freedom, by about 3 percent-
age points per year. Once again, the factors of geography, disease, and
levels of infrastructure, among others, none of which are captured in
the "10-step plan" to prosperity, were taken into account. Economic
freedom is definitely a plus for economic development, but alas, it is no
magic bullet.
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A Sngle "Mystery of Capital"?

Hernando de Soto, a Peruvian economist, has promoted and popular-
ized one variant of the theme of economic freedom. De Soto argues
that the security of private property, including the ability to borrow
against land, represents the true "mystery of capital.” The poor in most
of the developing world hold their assets, such as housing and land,

he says,

... in defective forms: houses built on land whose ownership rights
are not adequately recorded, unincorporated businesses with unde-
fined liability, industries located where financiers and investors can-
not see them. Because the rights to these possessions are not
adequately documented, these assets cannot readily be turned into
capital, cannot be traded outside of narrow loca circles where
people know and trust each other, cannot be used as collateral for a
loan, and cannot be used as a share against an investment. . .

[The poor] have houses but not titles, crops but not deeds;
businesses but not statutes of incorporation. It is the unavailability
of these essential representations that explains why people who
have adapted every other Western invention, from the paper clip to
the nuclear reactor, have not been able to produce sufficient capital
to make their domestic capitalism work.

De Soto is on to something interesting. His recent study, entitled the The
Mystery of Capital, and his earlier study, The Other Path (El Otro Sendero),
have helped to focus policy attention usefully on squatters' rights, on
formalizing the informal economy, and reducing the transactions costs
of contracting and gaining access to public services.

The problem with de Soto's analysis, however, is that it relies on a
single factor—the lack of titles and deeds—to explain single-handedly
the failures of development. The subtitle to The Mystery of Capital claims
that the book will explain "Why capitalism triumphs in the West and
fails everywhere else." The problem is that capitalism is not failing every-
where else. Many developing countries are growing rapidly, but others
are stuck. Many that are growing especially fast, such as China and Viet-
nam, have certainly not solved the problem of titles and deeds! Many
non-Western countries now at high-income levels, such as Japan, Korea,
and Taiwan, followed distinctive pathways of legal development.
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Most important, all single-factor explanations fail the scientific test
of accounting for the observed diversity of development experience.
Dozens of recent statistical studies have shown that difference in eco-
nomic growth rates across countries depends on a multiplicity' of factors:
initial incomes, education levels, fertility rates, climate, trade policy, dis-
ease, proximity to markets, and the quality' of economic institutions, just
to name a few of the relevant variables. The real challenge is to under-
stand which of these many variables is posing particular obstacles in spe-
cific circumstances—what | mean precisely by "differential diagnosis."

A SHORTFALL OF MORALS?

The AIDS pandemic has ravaged Africa as it has no other place in the
world. This tragedy has also unleashed long-standing assumptions about
sexual licentiousness and irresponsibility in Africa that have led many to
presume that a crisis of culture and morality lies at the core of Africa's
problems. If men are so unfaithful to their spouses, and family life has
broken down to such an extent, what future could there be for Africa no
matter how much aid is given? Thisis atough question to broach in pub-
lic, but it is asked repeatedly in private. It merits an answer, if only to bet-
ter understand and thereby better control the AIDS pandemic. The
answer is surprising, far from what is commonly supposed.

As | noted in chapter 10, the reasons for Africa's extremely high
prevalence rates are not well understood or agreed. The simplest expla-
nations just do not work. A common view is that Africans have more sex-
ual partners, and therefore more risk of transmitting the disease. But
here is the conclusion of a recent survey of the most careful epidemio-
logical studies from The Lancet, aleading UK medical journal:

Although sexua cultures do vary from region to region, the differ-
ences are not so obvious. Demographic surveys and other studies
suggest that, on average, African men typicaly do not have more
sexual partners than men elsewhere. For example, a comparative
study of sexua behaviour found that men in Thailand and Rio de
Janeiro were more likely to report five or more casual sexua part-
ners in the previous year than were men in Tanzania, Kenya,
Lesotho, or Lusaka, Zambia. And very few women in any of these
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countries reported five or more partners a year. Men and women in
Africa report roughly similar, if not fewer, numbers of lifetime part-
ners than do heterosexuals in many western countries.

There are many hypotheses, and few hard conclusions, about what can
explain Africa’'s extraordinarily high transmission of the disease. Per-
haps details of the sexual networks {such as the timing of having mul-
tiple sexual partners or the large number of African migrant male
workers who are away from their families for long periods) account for
some of the differences. The extent of male circumcisions may explain
some of the difference (since circumcision seems to protect against
transmission of the disease). The extent of other untreated diseases in
the African population may be conducive to a faster transmission of
AIDS. The viral type of HIV in parts of Africa may differ from the virus
in other parts of the world. The fact is that nothing sure is known about
the relative importance, or importance at all, of these possible factors.
What is known is that the simple, broad-based attacks on African morals
do not hold up to scientific scrutiny.

Saving Children Only to Become Hungry Adults ?

| have been asked dozens of times if help for Africa would ultimately
backfire in an even greater population explosion. Would greater child
survival rates not translate directly into more adult hunger and suffer-
ing? Usually the questioner begins sheepishly, apologizing for what is to
come. Then he or she explains that they do not want to sound callous,
but that they really need to understand the issue. This is avery fair ques-
tion. After all, Thomas Malthus asked almost the same one two hundred
years ago.

The answer is that a concerted effort to end extreme poverty in
Africawould be the best guarantor of ending today's population explo-
sion, and doing so quickly, voluntarily, and in a way that empowers
households to meet their personal objectives of human betterment.
Poverty is the biggest risk factor in rapid population growth by far. In-
deed, with a few exceptions in the Middle East, al of the places in the
world where fertility rates remain very high—above 5.0—are in poor
and largely rural countries. Fertility rates are the result of household cir-
cumstances. All of the basic factors that contribute to poverty tend to



324 THE END OF POVERTY

Figure 2: Relationship of Infant Mortality Rate (X AXis)
and Total Fertility Rate (Y Axis),

148 Countries, 1995 (partial-regression plot)
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contribute to high fertility rates. High fertility rates, in turn, are afactor
in causing the poverty trap.

As | have noted before, fertility rates depend on several factors.
First, when children die in large numbers, households tend to have
many more children to compensate for therisk. Because the parents are
risk averse, and want to ensure with very high probability at least one
surviving child (and often at least one surviving son), they overcompen-
sate in astatistical sense. The places with a high child mortality rate tend
to be the places with avery high total fertility rate, as shown in the scat-
ter plotin figure 2. For 148 countriesin the year 1995, we plot one point
per country, showing the child mortality rate on the horizontal axis and
total fertility rate on the vertical axis. The strong upward line shows the
strong tendency of societies with a high child mortality rate to have a
high total fertility rate as well.

Figure 3 shows that the total fertility rate more than compensates.
In this figure, we plot the child mortality rate on the horizontal axis to
compare with the total population growth rate on the vertical axis. In-
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Figure 3: Relationship of Log (Infant Mortality Rate)
and Population Growth Rate,

148 Countries, 1995 (partial-regression plot)
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deed, the places with high child mortality rates also have high overall
population growth rates, contrary to conventional beliefs.

Fertility rates come down as economic development proceeds. As
more children survive, households "risk" having fewer children, confi-
dent that each child is much more likely to survive. As households move
from subsistence agriculture to commercial farming and especially to
urban life, they also choose to have fewer children. This is partly be-
cause children are no longer so valuable as farmworkers. As households
obtain modern amenities such as piped water or well water close to the
home or a cookstove that uses gas canisters rather than fuel wood, chil-
dren are not needed to fetch the water and wood. As households put
their children in school, the expense of raising each child rises. House-
holds decide to have fewer children and to invest more in each of them.
As mothers find improved economic opportunities out of the house-
hold and off the farm, the time expense of raising children (in terms of
lost wage income) rises aswell. And, of course, as households are able to
obtain modern health services, including family planning and modern



326 THE END OF POVERTY

contraceptives, they are able to follow through on their changing de-
sires about family size.

All of these factors explain why most of the world has achieved a
marked reduction of total fertility rates and a sharp slowdown in popula-
tion growth. This phenomenon has not yet come to rural Africa, where
the enabling conditions—child survival, girls' education, women's job
opportunities, access to water and modern cooking fuels, and access to
family planning and contraception—are not yet in place. The invest-
ments to end extreme poverty in Africa (and elsewhere) are the very
same investments that will produce a rapid and decisive drop in fertility
rates in a short period of time.

A Rising Tide Lifts All Boats

Another pervasive illusion, held by the champions of globalization, is
that remaining problems of extreme poverty will take care of themselves
because economic development will spread everywhere. A rising tide
lifts al boats, as the old expression puts it. If the rising tide is not lifting
your boat, it is probably your own fault. The forces of globalization are
sufficiently strong that everyone can benefit if they can just behave
themselves.

In real geographical terms, the rising tide of globalization has lifted
most economies that lie at the water's edge. Those societies are, quite
literally, the places that have boats in the water. The free-trade zones
that fueled the initial industrialization of Asia, for example, were al on
the coastline. But arising tide does not reach the mountaintops of the
Andes or the interior of Asia or Africa. Market forces, as powerful as
they are, have identifiable limitations, including those posed by adverse
geography. Even worse, when economic progress does not reach a coun-
try, the economic conditions can worsen as population growth and capi-
tal depreciation (including the depreciation of natural capital) lead to
falling ratios of capital per person.

Nature Red in Tooth and Claw

The last myth worthy of mention is the social Darwinist myth, often the
modern economist's myth, which warns against soft-hearted liberalism on
the grounds that "real life" is competition and struggle, of "nature red in
tooth and claw" in Tennyson's evocative phrase. Social Darwinism holds
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that economic progress is the story of competition and surviva of the
fittest. Some groups dominate; other groups fdl behind. In the end, lifeis
a struggle, and the world today reflects the outcome of that struggle.

Despite the fact that much of free-market economic theory has
championed this vision, economists from Adam Smith onward have rec-
ognized that competition and struggle are but one side of economic
life, and that trust, cooperation, and collective action in the provision of
public goods are the obverse side. Just as the communist attempt to ban-
ish competition from the economic scene via state ownership failed mis-
erably, so too would an attempt to manage a modern economy on the
basis of market forces alone. All successful economies are mixed eco-
nomies, relying on both the public sector and the private sector for eco-
nomic development. | have explained the underlying theoretical
reasons why markets and competition alone will not provide efficient
levels of infrastructure, knowledge, environmental management, and
goods. Just as that is true at the national level, itisalso true internation-
aly. Without cooperation, a collection of national economies will not
provide efficient levels of investment in cross-border infrastructure,
knowledge, environmental management, or merit goods among the
world's poor.

There is broad consensus on the case for public goods at the na-
tional level, even if there are heated debates on exactly where to draw
the line between public and private activities. Even the most hard-nosed
conservatives in the United States support public financing of educa-
tion, medical research, and many kinds of health care. Public spending
in the United States is around 30 percent of GDP when expenditures at
the local, state, and federal level are combined, and there is no serious
prospect of any real reduction in that proportion. Yet when it comes
time for countries to spend on the international level, suddenly even 0.7
percent of GDP looks burdensome and highly controversial. The same
arguments that have prevailed at the national level—making the case
for a mixed economy—will sooner or later, and hopefully sooner, pre-
vail in international relations as well.

Eliminating poverty at the global scale is a global responsibility that
will have global benefits. No single country can do it on its own. The
hardest part is for us to think globally, but that is what global society in
the twenty-first century requires. The philosophy of the Millennium De-
velopment Compact, which was both developed and ratified globally, can
serve as an underpinning to this international effort.
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MAKI NG THE CASE FOR ACTI ON

| reject the plaintive cries of the doomsayers who say that ending
poverty is impossible. | have identified the specific investments that are
needed; found ways to plan and implement them; shown that they can
be affordable; and addressed the counsels of despair who claim that the
poor are condemned by their cultures, values, and personal behaviors.
Butwill the world act? What, after all, isin it for the rich countries? Why
should they care? When has the world ever acted simply because it's the
right thing to do? These are the final questions of my inquiry.



Seventeen

WHY WE SHOULD DO IT

ill the rich world act to help save the poor? The cynics say no.

Why should we? Poverty is not our problem; itistheirs. What can
the poor do to us, or for us? When has any country done anything out of
altruism for others? How can we fight poverty when we have to fight ter-
rorism? How can politicians ask the public to give more for Africawhen
the public is already feeling squeezed economically? These are ques-
tions | hear daily.

They are also particularly American questions these days. Many
Americans do not see economic assistance as having much to do with
their national security. For that they have put their faith in the military.
The United States is spending thirty times more on the military than on
foreign assistance in 2004, $450 billion compared with $15 billion. Only
Greece comes anywhere close to that lopsided ratio, as figure 1 shows
using the most recent available data for the year 2002 (before much of
the current U.S. military buildup).

The American investment decision to back military rather than
other approaches to international relations reflects several mistaken
ideas. Thefirstis that we are already doing all that we can do to help the
poor. Public opinion research conducted over the past decade illus-
trates, time and again, that the American public greatly overestimates
the amount of federal funds spent on foreign aid. In a 2001 survey, the
Program on International Policy Attitudes (PIPA) at the University of
Maryland reported that Americans, on average, believed that foreign
aid accounts for 20 percent of the federal budget, roughly twenty-four
times the actual figure. PIPA found essentially the same result in surveys
in the mid-1990s.
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Figure 1: Ratio of Military Expenditure to
Official Development Assistant (2002)
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President Bush seems to make the same error. In a press conference
in April 2004, he said that as "the greatest power on the face of the
Earth, we have an obligation to help the spread of freedom. We have an
obligation to help feed the hungry." Yet how does the United States ful-
fill its obligation? U.S. aid to farmers in poor countries to help them
grow more food runs at less than $1 billion per year, perhaps $1 per sub-
sistence farmer in the world. Mind you, $1 billion comes to one penny
of every hundred dollars of U.S. national income. The United States
gives another $800 million in food itself, which helps to feed individuals
in a crisis, but does nothing by itself to solve the more fundamental
problem of unstable and insufficient food production.

The second fallacy is a widespread view that the U.S. military can
achieve security for Americans even in the absence of a stable world. Itis
the same mistake that led Americans to believe that the United States
would be greeted as liberators in Baghdad, that the capture of Saddam
Hussein would stop the Iraqgi violence, or that one more assault against
al Qaedawill end the terror. Whether terrorists are rich or poor or mid-
dle class, their staging areas—their bases of operation—are unstable so-
cieties beset by poverty, unemployment, rapid population growth,
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hunger, and lack of hope. Without addressing the root causes of that in-
stability, little will be accomplished in stanching terror.

The third fallacy is the "clash of civilizations,” the belief that the
world is entering a war of cultures. For many in America this is a literal
war, the war of Armageddon, Millions of Americans, though just how
many is unclear, believe that we are approaching the "end days" of bibli-
cal prophecy. This millennial belief has returned in waves in American
history, but never before with the United States as a nuclear and global
superpower. Itis terrifying for those of us who would rather use rational -
ity than scriptural prophecy to determine U.S. foreign policy.

Hard evidence has established strong linkages between extreme
poverty abroad and the threats to national security. Poverty' abroad can in-
deed hurt us at home, and has repeatedly done so. To answer the earlier
guestion, yes, countries do occasionally act altruistically, helping other
countries to address their basic economic and social challenges. Indeed,
they have done so for generations, as with the magnificent U.S. Marshall
Plan, Foreign policy strategists have long recognized that acts of altru-
ism—ending the slave trade, supporting countries in their independence
from empire, extending assistance for reconstruction and development,
providing humanitarian relief after natural disasters—are also acts of en-
lightened self-interest. That self-interest does not diminish such generous
acts. Moral precepts, after all, are rules of behavior that establish a basis
for cooperation and reciprocity on which civilization depends.

It is also wrong to suppose that politicians are punished for support-
ing such actions. There is plenty of experience to show that the broad
public will accept such measures, especially if they see that the rich
within their own societies are asked to meet their fair share of the bur-
den. The problem in the United States has not been public opposition
to increased foreign assistance, but a lack of political leadership even to
inform the public about its importance, and to ask the public for
greater efforts. Americans have shown an overwhelming willingness to
"share at least a small portion of its wealth with those in the world who
are in great need,"” reaffirming the American public's strong support
for giving foreign aid in principle. The PIPA survey also found that 54
percent rejected the idea that foreign aid "should be strictly a private
matter taken care of by individuals giving donations through private or-
ganizations." Americans understand what must be done and why it is a
public duty. What they do not appreciate is how little the United States
is in fact following through.
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U S. SECURITY AND GLOBAL POVERTY

As a general proposition, economic failure—an economy stuck in a
poverty trap, banking crisis, debt default, or hyperinflation—often |eads
to state failure as well. The most comprehensive study of state failure,
carried out by the State Failure Task Force established by the Central In-
telligence Agency in 1994, confirms the importance of the economic
roots of state failure. The task force defines state failure as a case of revo-
lutionary war, ethnic war, genocide, politicide, or adverse or disruptive
regime change. Failed states, in turn, are likely to create problems not
only for themselves, but also for the rest of the world. Throughout
history they have been seedbeds of violence, terrorism, international
criminality, mass migration, refugee movements, drug trafficking, and
disease. If the United States, Europe, Japan, and other high-income
countries want to spend less time responding to failed states, they will
have to reduce decisively the number of failed economies.

Americans would dearly love to believe that the United States can
be an island of stability and prosperity in a global sea of poverty and eco-
nomic failure. History, however, proves otherwise. The examples are le-
gion. The rise of the Bolsheviks to power in 1917 took place in the wake
of the economic collapse of wartime czarist Russia. The rise of Hitler in
1933 occurred in the midst of the Great Depression that affected Ger-
many especially hard because of its large foreign debt. More recently,
Y ugoslavia disintegrated into regional war not only because of intereth-
nic conflicts, but also because of an economic collapse and the descent
of the former federal state into hyperinflation in the late 1980s. Slobo-
dan Milosevic used the economic collapse to grab power. Iraq's declin-
ing economic fortunes and rising debt burdens following the Iran-lraq
war of the 1980s prompted, at least in part, Saddam Hussein's invasion
of Kuwait in 1990.

| certainly do not want to commit the simplistic fallacy of attributing
al political failures to economic crises. The shah of Iran was knocked
from power in 1979 in the midst of an oil boom. Tracing the rise of
Lenin or Hitler to power on the basis of economics alone would be fatu-
ous. And 9/11 and al Qaeda's existence weren't caused by poverty per
se, although state collapse in Afghanistan and economic crises through-
out South Asia and the Middle East certainly played their roles. Yet in
practice, economic failure abroad undoubtedly matters greatly and can
translate into very large costs for the United States in many spheres.
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The findings of the CIA task force are compelling: it counted all
cases of state failure between 1957 and 1994 in countries of half a mil-
lion people or more, and identified 113 cases of state failure. Of al the
explanatory variables examined, three were most significant:

* Infant mortality rates, suggesting that overall low levels of mate-
rial well-being are a significant contributor to state failure

* Openness of the economy, in that more economic linkages with
the rest of the world diminish the chances of state failure

» Democracy, with democratic countries showing less propensity
to state failure than authoritarian regimes

The linkage to democracy has a strong economic dimension, however,
because research has shown repeatedly that the probability of a coun-
try's being democratic rises significantly with its per capita income level.
Inrefinementsof thebasic study, thetask forcefoundthatin Sub-Saharan Afric
temporary economic setbacks (measured as a decline in gross domestic
product per capita) were significant predictors of state failure. They
also found that partial democracies, usually in transition from authori-
tarian to fully democratic institutions, were particularly vulnerable to
collapse. Similar conclusions have been reached in studies on African
conflict, which find that poverty and slow economic growth raise the
probability of conflict.

State failures abroad are important to U.S. security, since they often
lead to U.S. military engagements abroad. State failures have repeatedly
dragged the United States into foreign imbroglios. If we compare the
dates of U.S. military engagement with the timing of state failures ac-
cording to the task force, as in table 1, virtually every case of U.S. mili-
tary intervention abroad since 1960 has taken place in a developing
country that had recently experienced a state failure. (For the purposes of
the table, "military intervention" includes any use of U.S. troops abroad,
whether for direct combat, peacekeeping, evacuation of civilians, or
protection of U.S. property.) In many or most of these cases, the link-
ages from economic collapse to state failure to U.S. military engage-
ments are vividly clear.



334 THE END OF POVERTY

Table 1: State Failures and Subsequent
U.S. Military Involvement

{First date refers to U.S. military involvement, second refers to state failure; in chronological
order by military intervention date)

Cuba {1962,1956-1961)

Thailand (1962, 1957)

Laos {1962-1975, 1960-1979)

Congo (1964, 1960-1965)

Vietnam (1964-1973, 1958-1975)

Dominican Republic (1965, 1961-1966)

Congo (1967, 1960-1965)

Cambodia (1970, 1970-1979)

Cyprus (1974, 1963-1968, 1974)

Vietnam (1975, 1958-1975)

Lebanon (1976, 1965-1992)

Korea (1976, not applicable)

Zaire (1978, 1977-1979)

Iran (1980, 1977)

El Salvador (1981, 1977-1992)

Libya (1981, not applicable)

Lebanon (1982, 1965-1992)

Honduras (1983-1989, 1978-1990 state failure in Nicaragua)

Chad (1983, 1965-1996)

Liberia (1990,1989-1997)

Zaire (1991,1991)

SierraLeone (1992, 1991 onward)

Somalia (1992, 1988 onward)

Bosnia-Herzegovina (1993, 1992-1996)

Somalia (1993, 1988 onward)

Source: The dates for state failure are taken from the Stale Failure Task Force data set: the dates of U.S military intervention are taken from
Ellen C. Collier, "Instances of Use of United States Forces Abroad, 1798-1993" (U.S. Congressional Research Service, October 7. 1993),
located at http:/Awww. history.navy.mil /war s/foabroad.htm
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SINCE 9/11

The ideas that failed states threaten U.S. and European national secu-
rity and that support for economic development is also support for
national security are not wild-eyed left-wing propositions. They have be-
come standard fare of strategic analysis. The problem lies not with the
concept of linking poverty and national security, but with the follow-
through. U.S. development policy in recent decades—in both Demo-
cratic and Republican administrations—can be measured more in sound
bites than in assistance that is truly scaled to the size of the challenge.
Here is an example of the disconnect between foreign policy rheto-
ric and foreign policy follow-through. In a speech to the Inter-American
Development Bank on the eve of the International Conference on Fi-
nancing for Development in Monterrey, Mexico, President Bush said:

Poverty doesn't cause terrorism. Being poor doesn't make you a
murderer. Most of the plotters of September 11th were raised in
comfort. Yet persistent poverty and oppression can lead to hope-
lessness and despair. And when governments fal to meet the most
basic needs of their people, these faled states can become havens
for terror.

In Afghanistan, persistent poverty and war and chaos created
conditions that allowed a terrorist regime to seize power. And in
many other states around the world, poverty prevents governments
from controlling their borders, policing their territory, and enforc-
ing their laws. Development provides the resources to build hope
and prosperity, and security . . .

Successful development also requires citizens who are literate,
who are healthy, and prepared and able to work. Development assis-
tance can help poor nations meet these education and health care
needs.

So far so good. Then, the president introduced a new aid program, the
Millennium Challenge Account, that would increase U.S. annual aid by
$5 billion per year:

America supports the international development goals in the UN
Millennium Declaration, and believes that these goals are a shared
responsibility of developed and developing countries. To make
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progress, we must encourage nations and leaders to walk the hard
road of political, legal and economic reform, so al their people can
benefit.

Today, | cdl for a new compact for global development, de-
fined by new accountability for both rich and poor nations alike.
Greater contributions from developed nations must be linked to
greater responsibility from developing nations. The United States
will lead by example. We will increase our development assistance
by $5 billion over the next three budget cycles. This new money is
above and beyond existing aid requests—is above and beyond exist-
ing aid requests in the current budget | submitted to the Congress.

The problem is the complete disconnect between the extent of the ini-
tiative—$5 billion more per year by the third year—and the needs of
poor countries (on the order of $100 billion more per year between
2006-2015 to meet the Millennium Development Goals) and with the
commitment of the United States to make "concrete efforts’ to target
0.7 percent of GNP. The $5 billion represents less than 0.05 percent of
U.S. GNP. Even more startling, not a single penny of the Millennium
Challenge Account had been disbursed by late 2004.

Several months later the links of poverty abroad and security at
home were enshrined in the new National Security Strategy of the
United States of America:

A world where some live in comfort and plenty, while half of the
human race lives on less than $2 a day, is neither just nor stable.
Including al of the world's poor in an expanding circle of develop-
ment—and opportunity—is a moral imperative and one of the top
priorities of US international palicy.

The strategy' committed the United States to the following actions to
promote development:

» Provide resources to aid countries that have met the challenge
of national reform

» Improve the effectiveness of the World Bank and other develop-
ment banks in raising living standards
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Insist upon measurable results to ensure that development assis-
tance is actually making a difference in the lives of the world's
poor

* Increase the amount of development assistance that is provided
in the form of grants instead of loans

* Since trade and investment are the real engines of economic
growth, open societies to commerce and investment

» Secure public health
* Emphasize education

» Continue to aid agricultural development

Itis hard to understand the disconnect between these insights—which
are absolutely valid—and the lack of a commensurate financial commit-
ment by the U.S. government. Part of it is simply the frequent mistake of
assuming that the United States is doing more than it is. The National
Security Strategy, for example, asserts that "decades of massive develop-
ment assistance have failed to spur economic growth in the poorest
countries," apparently without realizing that the aid flows have neither
been massive nor scaled in any way to the levels needed to "spur eco-
nomic growth." Of the limited aid that the United States gives, a large
proportion of it goes to pay for U.S. experts (technical assistance) or for
emergency relief and food grains rather than for long-term investments
in infrastructure or education or health. The aid, in other words, is not
only very small compared to U.S. GNP and foreign needs, but is given in
a form that offers little long-term help. The pattern is not confined to
the current Bush administration. It has been a feature of U.S. aid policy
for decades.

Acting Because We Promised

American political leaders and the broad public rarely recognize that
the U.S. government has repeatedly made international commitments
to do much more than the United States is doing, and even less do they
realize that the lack of follow-through carries an enormous foreign pol-
icy cost. In speaking to the United Nations in September 2002, Presi-
dent Bush said the following:
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The United States helped found the United Nations. We want the
United Nations to be effective, and respectful, and successful. We
want the resolutions of the world's most important multilateral
body to be enforced.

Yet when it comes to the resolutions of the General Assembly, such as
the Millennium Declaration, or to a series of agreements at UN confer-
ences in the past twenty years, the United States often acts as if it were
merely an innocent bystander, not a responsible government, much less
a signatory. The 0.7 commitment is a case in point. The General Assem-
bly voted on it thirty-five years ago, but U.S. officials long maintained
that it did not apply to the United States. Nonetheless, the United States
was a signatory of Agenda 21, the document adopted at the Rio Summit
on Sustainable Development in 1992, which contained the following
language in Chapter 33.13:

Developed countries reaffirm their commitments to reach the ac-
cepted United Nations target of 0.7 per cent of GNP for ODA and,
to the extent that they have not yet achieved that target, agree to
augment their aid programmes in order to reach that target as soon
as possible and to ensure prompt and effective implementation of
Agenda 21.

A decade later, at Monterrey, the Monterrey Consensus, adopted by the
United States and the other participating countries, stated:

We urge developed countries that have not done so to make con-
crete efforts towards the target of 0.7 per cent of gross national
product (GNP) as ODA to developing countries . . ,

A few months after Monterrey, at the World Summit on Sustainable De-
velopment (WSSD) in Johannesburg, South Africa, the conferees
agreed on the WSSD Plan of Implementation:

Make available the increased commitments in officid development
assistance announced by severa developed countries at the Interna-
tional Conference on Financing for Development. Urge the devel-
oped countries that have not done so to make concrete efforts towards
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the target of 0.7 per cent of gross national product as officid develop-
ment assistance to developing countries . . .

| had an interesting exchange one day in a roundtable discussion with
senior U.S. State Department officials. One particular officia was taking
great umbrage at my outspoken advocacy of official development assis-
tance. At one point, he postulated that the United States was against aid
and, instead, was for the principles of the Monterrey Consensus. | was
perplexed, and responded that the Monterrey Consensus commits us to
urge all developed countries that have not done so—including us—to
make "concrete efforts" to 0.7. He stammered, "But we are for the parts
on private trade and investment!" This position is dlly, of course, since
the document was negotiated in its entirety with the intensive participa-
tion of the U.S. team. Much of the Monterrey Consensus champions the
role of private-sector-led growth, but the document also skillfully de-
scribes why ODA is still needed in aworld in which private capital flows
swamp official flows:

Officia development assistance (ODA) plays an essentia role as a
complement to other sources of financing for development, espe-
cidly in those countries with the least capacity to attract private di-
rect investment. ODA can help a country to reach adequate levels
of domestic resource mobilization over an appropriate time hori-
zon, while human capital, productive and export capacities are en-
hanced. ODA can be critical for improving the environment for
private sector activity and can thus pave the way for robust growth.
ODA is dso acrucia instrument for supporting education, health,
public infrastructure development, agriculture and rural develop-
ment, and to enhance food security. For many countries in Africa,
least developed countries, smdl idand developing States and land-
locked developing countries, ODA is dtill the largest source of exter-
nal financing and is critical to the achievement of the devel opment
goals and targets of the Millennium Declaration and other interna-
tionally agreed development targets.

The point is not to revisit the merits of the Monterrey Consensus, which
are significant, but to stress that policy commitments of the signatories
should translate into government action. The failure of the United States
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to follow up on the Monterrey Consensus has no direct political fallout
in the United States, of course, because not one in amillion U.S. citizens
even knows of the statement. But we should not underestimate the
salience that is has abroad, where the terms of the Monterrey Consensus
are a matter of life and death not only for other governments but also for
their populations. Spin as we might in the United States about our gen-
erosity, the poor countries are fully aware of what we are not doing.

Rebalancing Foreign Policy

A vote for foreign aid has often been described as the toughest vote for
a congressman. How can a congressman's constituency understand the
case for giving money away to others? In fact, these political risks are
ridiculously overstated. Politicians throughout the rich countries rou-
tinely vote aid for poor countries, and are perfectly safe in doing so. In-
deed, every other Western democracy has found away to vote more aid
as a share of GNP than has the United States, despite the fact that the
other countries are generally far below the United States in per capita
income. But the U.S. experienceis also clear: the public will support the
president when the president explains that an issue like thisisin the vi-
tal interest of U.S. foreign policy.

| have already noted that the American people vastly overestimate
the amount of aid now being given, partly because no president in
memory has spoken to the public about what the United Statesis and is
not doing. The same opinion surveys demonstrate that the public is
ready to do more, assuming that a tight case can be made that the aid
wadl accomplish its assigned purposes. The public expresses dismay about
foreign aid being wasted, used to support dictators, or spirited away to
secret Swiss bank accounts. And yet the PIPA 2001 survey showed that
Americans were willing, and indeed thought it an obligation of their
government, to alleviate hunger in other countries. When aid was de-
scribed as "giving food and medical assistance to people in needy coun-
tries,” an overwhelming 87 percent of respondents favored the United
States providing this support. Interestingly, and notably, a strong major-
ity of respondents also said they preferred to give aid through multilat-
eral institutions rather than bilaterally.

The fact is that aid programs can be passed through Congress, but
they require presidential leadership to build a national coalition. And
the coalition tends to reflect various constituencies and concerns. Some
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part of the public supports the programs for national security reasons;
others for long-term economic benefits (richer countries will make bet-
ter trade partners); others because it is the right thing to do; and still
others because of religious precepts. History again offers four cases of
the politics of aid to help us understand how and why major aid pro-
grams have been adopted in the past.

The Marshall Plan

Beyond its humanitarian mission, the Marshall Plan was a comprehen-
sive economic development plan meant to ensure Europe's economic
stability and strategic security in the postwar era. The framers of the
Marshall Plan were motivated by the lessons of World War I, when a
Carthaginian peace so embittered parts of German society that it con-
tributed, if only indirectly, to the political rise of Hitler. Following World
War 11, President Truman and other leaders who took up the recon-
struction of Europe were determined not to allow such economic auf-
fering to reoccur. They believed that without properly functioning
international trade and markets, and with the Soviet threat looming on
the east of the continent, America's own economic progress and secu-
rity' interests would be undermined.

Supporters of the Marshall Plan campaigned systematically to con-
vince the American people of the soundness of the plan. Their success
in selling the Marshall Plan included four key steps, among many oth-
ers: (1) establishing a bipartisan congressional committee, led by Con-
gressman Christian Herter (R-Massachusetts), which took a crucial trip
to Europe to study the problem on the ground and report back to Con-
gress; (2) forming a blue ribbon commission of financial |eaders, led by
Averell Harriman, which confirmed the financial wherewithal of the
United States to support a program with the scope of the Marshall Plan;
(3) engendering high-level Republican support for a Democratic initia-
tive that kept the plan from being tied up in partisan politics; and (4)
alerting Americans to facts on the ground, especially the Soviet advance
on Czechoslovakia in early 1948, which convinced the public that if the
United States did not help Europe, its security and economic gain could
be undermined by communist subversion.

These four elements, together with the concerted leadership of
President Truman and a public information campaign that made the
facts clear to the American people, enabled the U.S. Congress to pass
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the Economic Cooperation Act of 1948, which embodied the Marshall
Plan. During the life of the Marshall Plan, the United States provided
more than 1 percent of GNP, on average, from 1948 through 1952 to re-
build Western Europe, around ten times the current effort as a share
of GNP.

Jubilee 2000 (Campaign to Drop the Debt)

The drop-the-debt campaign is a more recent initiative that grew out of
the realization that the world's poorest countries were suffering under
the crushing weight of debt repayments to international and bilateral
lenders. The campaign was a more extensive call for action that re-
sponded to the IMF and World Bank's Heavily Indebted Poor Countries
(HIPC) Initiative, launched in 1996. The HIPC initiative itself was a
recognition that the structural adjustment era had failed to deliver its
promises of economic development and growth to the world's poorest
nations. The Jubilee 2000 campaign sought to cancel the debts of
dozens of the world's poorest countries.

The Jubilee 2000 campaign ran up against stiff resistance from the
donor countries and the Bretton Woods institutions, which did not
share the sense of urgency about debt cancellation. The movement at-
tracted a wide coalition of religious groups and NGOs, initially in Eu-
rope and especially the United Kingdom. In the late 1990s, it became a
mass social movement: during a 1998 summit in Birmingham, the
movement's leaders presented a global petition, which twenty-two mil-
lion petitioners in sixty countries had signed, calling on rich-world lead-
ers to drop the debt of poor nations. Leading entertainers, including
Muhammad Ali and especially Bono, campaigned for the movement.
PopeJohn Paul 11, who linked the campaign to the Jubilee celebration
of the year 2000 and the biblical call from Leviticus for a fresh start for
the indebted in a Jubilee year, gave the movement vast reach.

As an economic adviser to Jubilee 2000, and working closely with
Bono, | got a chance to see the shaping of the political coalition that ul-
timately carried the day. Bono and | were told, in no uncertain terms,
that debt cancellation could not pass the U.S. Congress. That was the
initial view across the political spectrum, from the Clinton White House
and Treasury Department to the Republican-dominated House of Rep-
resentatives. What the conventional wisdom failed to understand was
the broad support for debt cancellation among a wide range of Ameri-
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cans. Conservatives thought it inevitable because they had no illusion
about the creditworthiness of the poorest countries. Liberals thought it
was the right thing to do. Many in the public were eager to find a sensi-
ble way to support the world's poor. And perhaps most important at the
end of the day, many conservatives who might otherwise oppose foreign
aidjoined out of religious motivation.

When the movement finally gathered steam in the United States,
leaders of the religious right, particularly Spencer Bachus (R-Alabama)
took up the issue. Bachus authored key provisions of debt relief legisla-
tion and helped to shape a bipartisan coalition that reached across tra-
ditional liberal supporters of foreign assistance and representatives of
the religious right who viewed the debt issue in religious terms. The
U.S. Congress approved a generous debt relief package, even if it did
not deliver all that was needed. Asin many circumstances, the successful
campaign to drop the debt achieved perhaps two thirds of what is truly
needed, but it was two thirds more than what was deemed possible be-
fore we began.

The Emergency Planfor AIDS

A third example of broad coalition building is thefive-year, $15 billion
President's Emergency Plan for AIDS Relief (PEPFAR). | have already
described some aspects of the campaign to bring anti-AIDS drug treat-
ment to the world's poor, including my participation on the Commis-
sion on Macroeconomics and Health. Once again, | was lucky to have a
front row seat in the shaping of a political coalition that delivered a
package of aid initially derided as preposterous.

| had recommended the idea of a $3 billion per year program to the
Bush administration, and had the opportunity to brief National Security
Adviser Condoleezza Rice twice in the early days of the Bush administra-
tion. | discussed both the need and potential for a major expansion of
AIDS treatment, and argued that it had become practical and afford-
able with the availability of powerful medicines with rapidly declining
production costs. On my first visit to the White House, | stopped by to
see Larry Lindsay, a former student and colleague, and the new eco-
nomic adviser to the president. He gave me a warm reception, and also
some advice on my way out of the office. "Jeff," he said with a smile.
"That was very interesting, and important work. But don't hold your
breath for $3 billion per year."



344 THE END OF POVERTY

It turned out that the winning coalition for AIDS relief looked a lot
like the victorious coalition on the debt issue: liberals, the religious
right, NGOs, and a broad public far more sympathetic to action than
the political leaders suspected. Once again, Bono played a unique role
in pulling the coalition together, not just as a celebrity and entertainer,
but as a rare individual who could reach deeply into the hearts and
minds of a remarkable range of individuals. One day | was driving home
when my cell phone rang. It was Bono. "What are you doing?" he asked.
When | told him that | was driving home, he said that | had better pull
over. "What's up?" "You won't believe what just happened. Senator Jesse
Helmsjust blessed me and the effort on AIDS." Bono and the senator
had read scripture together, and Helms had committed to help push
AIDS legislation through the White House and Congress. Bono bril-
liantly brought the AIDS tragedy to the attention of several key leaders
of the religious right, and this in turn showed the White House that
AIDS legislation was not a political trap, but actually a political boon.

In the end, the coalition was even more inclusive than usual. It in-
volved experts from the public health and biomedical community. Dr.
Anthony Fauci of the National Institutes of Health played a decisive
role. It involved celebrities, religious leaders, liberals and conservatives.
And, ultimately, the president. On the evening of the 2003 State of the
Union address, | got a phone call from UN Secretary-General Kofi An-
nan. He said that he hadjust been alerted that "the speech would be
particularly interesting on AIDS." | rushed to the TV, and listened in
amazement as President Bush said the following:

As our nation moves troops and builds aliances to make our world
safer, we must also remember our calling, as a blessed country, is to
make the world better.

Today, on the continent of Africa, nearly 30 million people have
the AIDS virus, including 3 million children under the age of 15.
There are whole countries in Africa where more than one-third of the
adult population carries the infection. More than 4 million require
immediate drug treatment. Y& across that continent, only 50,000
AIDS victims—only 50,000—are receiving the medicine they need.

Because the AIDS diagnosis is considered a death sentence,
many do not seek treatment. Almost adl who do are turned away. A
doctor in rural South Africa describes his frustration. He says, "We
have no medicines, many hospitals tell people, "You've got AIDS.
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We can't help you. Go home and die."" In an age of miraculous
medicines, no person should have to hear those words.

AIDS can be prevented. Anti-retro viral drugs can extend life
for many years. And the cost of those drugs has dropped from
$12,000 ayear to under $300 a year, which places a tremendous pos-
sibility within our grasp.

Ladies and gentlemen, seldom has history offered a greater op-
portunity to do so much for so many. We have confronted, and will
continue to confront, HIV/AIDS in our own country. And to meet a
severe and urgent crisis abroad, tonight | propose the Emergency
Plan for AIDS Relief, a work of mercy beyond al current interna-
tional efforts to help the people of Africa

This comprehensive plan will prevent 7 million new AIDS in-
fections, treat at least 2 million people with life-extending drugs
and provide humane care for millions of people suffering from
AIDS and for children orphaned by AIDS. | ask the Congress to
commit $15 billion over the nextfiveyears, including nearly $10 bil-
lion in new money, to turn the tide against AIDS in the most -
flicted nations of Africa and the Caribbean.

This nation can lead the world in sparing innocent people
from a plague of nature.

When the president finished these remarks, both houses of Congress
rose for a standing ovation. So much for the risks of asking for foreign
assistance!

TIME TO ASK FOR THE CONTRI BUTI ON
OF OUR GENERATI ON

Political leaders throughout the rich democracies will soon have to go
to the taxpayers and voters once again to accomplish what might seem
to be impossible today. They will have to secure public support for 0.7
percent of GNP in development aid and explain that this commitment
might be required for another twenty years. They will have to explain
why the safety of global society, the value of their country's solemn word,
the lives of millions of impoverished children, and the meaning and
moral worth of our civilization al depend on what they are requesting.
And, if they are clever, especially in the United States, they will explain
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that 0.7 won't hurt very much after all, especialy ifit is funded with two
big wallops. The first will transfer part of an overgrown military budget
to the agenda of global security through economic development. The
second will call especially on the richest of the rich—whose incomes per
year are tens of thousands of times those of the poorest of the poor—to
do their special part.

| believe that the richest of the rich can comfortably make such a
contribution, and that they will understand that it will be a profound
and meaningful demonstration of our generation's unique moment to
secure global well-being.



Eighteen

OUR GENERATION'S
CHALLENGE

Our generation is heir to two and a half centuries of economic pro-

gress. We can realistically envision a world without extreme poverty
by the year 2025 because technological progress enables us to meet ba-
sic human needs on a global scale and to achieve a margin above basic
needs unprecedented in history. The technological progress has been
fueled by the ongoing revolutions of basic science and spread by the
power of global markets and public investments in health, education,
and infrastructure. Remarkably, contrary to the dark vision of Thomas
Malthus, we can accomplish all of this with a world population that is
eight times larger than in 1750.

While our economic strengths are the product of 250 years of eco-
nomic growth, our very concepts of economic and social progress are
the product of social philosophies that emerged at roughly the same
time as the Industrial Revolution. The Age of Enlightenment in Europe,
throughout the eighteenth century, marked the introduction of new
concepts of social progress. Until the onset of the Industrial Revolution,
humanity had known only unending struggles against famine, pan-
demic disease, and extreme poverty, all compounded by endless cycles
of war and political despotism. Yet with the early glimmerings of a new
scientific and technological age, bold and brilliant Enlightenment
thinkers throughout Europe and the emerging United States began to
envision the possibility of sustained social progress in which science and
technology could be harnessed to achieve sustained improvements in
the organization of social, political, and economic life. All of us who
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work toward a brighter future are intellectually indebted to the awe-
inspiring geniuses of the Enlightenment, who first glimpsed the
prospect of conscious social actions to improve human well-being on a
global scale.

Four overarching ideas of the Enlightenment inspire us today-
Thomas Jefferson and other founders of the American Republic, who in
turn were the disciples of English philosophers such asJohn Locke and
David Hume, made clear that political institutions are human con-
structs that should be fashioned consciously to meet the needs of soci-
ety. "Governments are instituted among Men," wrote Jefferson in words
that have echoed ever since, to secure the rights of "Life, Liberty, and
the Pursuit of Happiness." After the American Revolution and the
French Revolution, political systems could no longer bejustified on the
basis of the divine rights of monarchs or claims of religious prophecy.
Governments, increasingly, would have to meet a performance test:
whether or not they could improve the human condition. AsJefferson
wrote, "That whenever any Form of Government becomes destructive of
these ends, it isthe Right of the People to alter or to abolish it, and to in-
stitute new Government, laying its foundation on such principles and
organizing its powers in such form, as to them shall seem most likely to
effect their Safety and Happiness."

Adam Smith believed that the economic system could similarly be
shaped to meet human needs, and his economic designs run parallel to
Jefferson's political designs. The Wealth of Nations and the Declaration of
Independence, in fact, both appeared in 1776. Although many remem-
ber Smith today mainly for his brilliant insight into how market forces
could support a self-organizing division of labor—the invisible hand—
he was anything but a laissez-faire ideologue. Smith spends much of
Book V of The Wealth of Nations explaining in detail why the state has
powerful responsibilities regarding defense, justice, infrastructure, and
education, areas in which collective action is required to complement,
or substitute for, private-market forces.

Immanuel Kant, the towering German Enlightenment philosopher,
added a third plank to the foundations of our modern concept of hu-
man progress, calling for an appropriate global system of governance to
end the age-old scourge of war. In 1795, Kant argued that perpetual
peace between nations could be achieved if self-governing republics
linked through international commerce replaced monarchies. Kant ex-
plained that monarchs have the incentive to launch wars because war



OUR GENERATION'S CHALLENGE 349

does not require of the ruler "the least sacrifice of the pleasures of his
table, the chase, his country houses, his court functions, and the like.
He may, therefore, resolve on war as on a pleasure party for the most
trivial reasons, and with perfect indifference leave the justification
which decency requires to the diplomatic corps who are ever ready to
provide it."

In arepublic, by contrast, "the consent of the citizens is required in
order to decide that war should be declared." "[N]othing is more natu-
ral than that they would be very cautious in commencing such a poor
game, decreeing for themselves al the calamities of war," which include
"having to fight, having to pay the costs of war from their own resources,
having painfully to repair the devastation war leaves behind, and, to fill
up the measure of evils, load themselves with a heavy national debt. . ."

Kant saw that international commerce would play a leavening role
in international affairs. "The spirit of commerce, which is incompatible
with war, sooner or later gains the upper hand in every state. As the
power of money is perhaps the most dependabl e of all the powers (means)
included under the state power, states see themselves forced, without
any moral urge, to promote honorable peace and by mediation to pre-
vent war wherever it threatens to break out." The findings of the CIA
Task Force on State Failure that open economies are less likely to fall
into state failure than are closed economies echo Kant's words.

To achieve the result of perpetual peace, Kant envisioned a "Federa-
tion of Free States," indeed a proto-United Nations exactly 150 years be-
fore it was established. Kant's federation or "league" would not have
"any dominion over the power of the state but only to the maintenance
and security of the freedom of the state itself and of other states in
league with it." Over time, Kant argued, such afederation would "gradu-
ally spread to al states."

A fourth overarching Enlightenment vision joins Jefferson's vision
of human-made political systems, Smith's rationally designed economic
systems, and Kant's global arrangements for perpetual peace: that sci-
ence and technology, fueled by human reason, can be a sustained force
for socia improvements and human betterment. Following the first
modern philosopher of science, Sir Francis Bacon, who proposed in
1620 that science could "kindle a light in nature," the towering French
Enlightenment philosopher Marie-Jean-Antoine Condorcet brilliantly
foresaw the role that science and technology could play for sustained so-
cia betterment. Remarkably, and poignantly, he wrote his magnificent
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Sketch for a Historical Picture of the Progress of the Human Mind in 1794 while
hiding from Jacobin radicals of the French Revolution, who would soon
capture and imprison him, leading to his early death in 1795.

Condorcet was able to see into the future as few individuals have in
history. He accurately foretold that scientific discoveries would create a
chain reaction of further discoveries so that "the real accumulation of
truths forming the system of the empirical, experimental, and mathe-
matical sciences can grow constantly." He argued that the progress of
the "useful arts" is similarly "bound to follow that of the sciences upon
which they depend for their theory, and to have no other limit." He en-
visioned, for example, that "an ever-smaller tract of land will yield a
quantity of more useful and valuable commodities ... It will be possible
to select, for each kind of soil, the crop satisfying the greatest needs, and
to choose, among crops satisfying similar needs, those satisfying a
greater number of people with less work and less real consumption.” He
declared that "progress in medical care, healthier nutrition and accom-
modation, a mode of life developing strength through exercise .. . will
inevitably extend the average life span and assure human beings more
consistent health ... It seems clear that advances in preventive medi-
cine, rendered more efficacious by the progress of reason and of the so-
cial order, will in the long run extinguish transmissible and contagious
illnesses, as well as the common illnesses caused by climate, foodstuffs,
and working conditions."

Condorcet, like his fellow Enlightenment thinkers, put enormous
stress on public education to accomplish all of these goals. Education
enabled individuals to stand on their own feet, to avoid charlatans, to
abandon useless or harmful superstitions, and to improve their ethics,
human sympathies, and "moral goodness." The wider the education, in-
cluding in social and political principles, the more peaceful, sound, and
progressive the entire society would be. "Thus the constant expansion
of elementary instruction in these [political] sciences. . . offers us an
improvement in the destinies of the human species that can be re-
garded as indefinite." Condorcet, like Kant, believed that reason could
lead to a reduction of warfare: "The most enlightened peoples, reclaim-
ing the right to expend their blood and wealth, will gradually learn to
see war as the deadliest scourge and the greatest of crimes."

One of the deepest and most abiding commitments of the Enlight-
enment was the idea that social progress should be universal, not re-
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stricted to a narrow corner of the world in Western Europe. All of the
leading Enlightenment figures believed in the essential equality of hu-
manity, and of the ability of societies in all parts of the world to share in
economic progress. They al followed Adam Smith in believing that
global trade, what we would now call globalization, would speed the
process. But although Smith championed open trade, and indeed be-
came the apostle of globalization itself, he understood its precariousness
and risks. He had no illusions that globalization would automatically
spread the benefits of technology and the division of labor.

With great eloquence, Smith described how the opening of sea trade
between Europe and the East Indies (South and Southeast Asia) and the
West Indies (the Caribbean) had certainly not benefited the non-Euro-
pean populations. As he put it: "To the natives, however, both of the East
and West Indies, all the commercial benefits which can have resulted
from [the new trade routes] have been sunk and lost in the dreadful mis-
fortunes they have occasioned.” Smith argued that the problem did not
lie with international trade per se, but with the vast military advantage
that Europe had over the native inhabitants in both the Americas and
Asia: "At the particular time these [searoute] discoverieswere made, the
superiority of force happened to be so great on the side of the Euro-
peans, that they were enabled to commit with impunity every sort of in-
justice in those remote countries." Smith looked forward to the day when
the inhabitants of the East and West Indies would have sufficient power
to resist these depredations, and he felt that globalization indeed would
speed that day: "But nothing seems more likely to establish this equality
of force than that mutual communication of knowledge and of all sorts
of improvements which an extensive commerce from all countries to all
countries naturally, or rather necessarily, carries along with it."

OUR GENERATION'S TURN

It is our breathtaking opportunity to be able to advance the Enlighten-
ment vision of Jefferson, Smith, Kant, and Condorcet. Our generation's
work can be defined in Enlightenment terms:

* To help foster political systems that promote human well-being,
based on the consent of the governed
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» To help foster economic systems that spread the benefits of sci-
ence, technology, and the division of labor to al parts of the
world

* To help foster international cooperation in order to secure a
perpetual peace

* To help promote science and technology, grounded in human
rationality, to fuel the continued prospects for improving the
human condition

The agenda is broad and bold, as it has been for two centuries, but
many of its sweetest fruits arejust within our reach. The democratic rev-
olution unleashed during the Enlightenment now covers more than
half the world's population. Kant's vision of a federation of indepen-
dent states is embodied in the United Nations, with its 191 member
countries. Condorcet's image of a self-sustaining scientific revolution
has proved to be on the mark, and science can now be harnessed to ad-
dress some of humanity's greatest continuing perils. And Smith's con-
cept of spreading economic wealth is the most immediate of the
triumphs that can lie ahead: the elimination of extreme poverty itself in
just two decades' time.

It became fashionable in many intellectual circles throughout the
twentieth century and into our own to declare the Enlightenment a fail-
ure, even a threat to humanity itself. Man is not a rational species, de-
clare one set of opponents, but a species subject to irrational passions.
The Enlightenment, say these critics, offered the promise of progress,
but instead brought devastating wars, the Holocaust, nuclear weapons,
and environmental destruction. Some pundits argue today that "prog-
ress is an illusion—a view of human life and history that answers to the
needs of the heart, not reason." These claims are wrong, dangerously so
in my view. They are wrong empirically because progress in many cru-
cia forms—scientific, technological, fulfilling human needs—has been
real and sustained over the course of two centuries, notwithstanding the
undoubted disasters and the yet-unmet challenges. The facts of global
wars and continued extreme poverty do not invalidate the long, persist-
ent, and continuing rise of global living standards and the fal in the
share of the world population living in extreme poverty. The claim of
progress is correct as long as it is not taken to be a claim of perfection.
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The Enlightenment optimism did lead some thinkers astray into
two kinds of fallacies. One was a fallacy of inevitability: the assumption
that human reason would necessarily prevail over the passions. Nineteenth-
century positivists such as Auguste Comte argued for the inevitability of
progress and therefore cast doubt on the Enlightenment legacy when
humanity nonetheless suffered major backsliding in wars and bar-
barism. The second was a fallacy of violence, that collective compulsion
could speed the way to a society built on reason and progress. Lenin,
Stalin, Mao, and Pol Pot were cruel promoters of violence in the name
of social progress. They left tens of millions of their own countrymen
dead, demoralizing and impoverishing their own societies.

The critics of progress should therefore be met partway. Progress is
possible, but not inevitable. Reason can be mobilized to promote social
well-being, but can also be overtaken by destructive passions. Human in-
stitutions, indeed, should be designed in the light of reason precisely to
control or harness the irrational side of human behavior. In this sense,
the Enlightenment commitment to reason is not a denial of the unrea-
sonable side of human nature, but rather a belief that despite human ir-
rationality and passions, human reason can still be harnessed—through
science, nonviolent action, and historical reflection—to solve basic
problems of social organization and to improve human welfare.

THE ANTIGLOBALIZATION MOVEMENT

At the start of the twenty-first century, Enlightenment hopes for progress
embodied in the Millennium Declaration and the Millennium Develop-
ment Goals have clashed head on with war, AIDS, and the still unmet
challenge of extreme poverty in large parts of Africa, Latin America, and
Asia. The clash of high rhetoric and poor results has led to the antiglob-
alization movement, which burst forth dramatically into public view on
the streets of Seattle in November 1999.

| have intersected repeatedly with the antiglobalization movement
from its very inception. | experienced the very first 1999 street demon-
strations personally, having been in Seattle that day for a Gates Founda-
tion conference on information technology for the poor that was
running alongside the ministerial meeting of the World Trade Organi-
zation (WTO). It was the WTO event that brought the protesters to
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Seattle. As | crossed Seattle's downtown streets filled with protesters of
every variety—antiwar, antitrade, and especially anticorporate—I| whis-
pered to my walking companion, Bill Gates, Sr., the father of Microsoft
founder Bill Gates, jr., and president of the Gates Foundation, that it
was probably just as well that he was not recognized by the crowds! The
profound irony, of course, is that the Gates Foundation is the world's
leading foundation for promoting public health in poor countries, yet
to the antiglobalization movement, multinational companies like Mi-
crosoft are part of the problem, not the solution.

From Seattle onward, street demonstrations have greeted just about
every major international conference. Street protesters have forced the
G8 leaders, ostensibly the world's most powerful, to hold their annual
conferences in the not-so-splendid isolation of islands, mountaintops,
forests, and other sheltered venues as far away from protesters as possi-
ble. The World Social Forum in Porto Alegre, Brazil, now shares the
stage with the Davos World Economic Forum. World business leaders
compete with social activists for the upper hand in global reporting on
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privatization. The IMF and World Bank have shortened their annual
meetings from around aweek to just a couple of days of business.

The antiglobalization movement has made its mark, and in my view,
mostly for the good (except for the moments of violence that fringe ele-
ments of the movement incite). | applaud the overall movement for ex-
posing the hypocrisies and glaring shortcomings of global governance
and for ending years of self-congratulation by the rich and powerful. Be-
fore Seattle, the G8, IMF, and World Bank meetings were occasions for
unqualified praise of globalization, and for the self-serving accolades of
bankers and international financiers on their contribution to the spread
of prosperity. Between the speeches and endless cocktail parties, there
was little said about the world's poor, the AIDS pandemic, dispossessed
minorities, women without rights, and human-made environmental
degradation. Since Seattle, the agenda of ending extreme poverty, ex-
tending human rights, and addressing environmental degradation has
been back on the international agenda and has attracted global media
attention, albeit sporadically.

Nonetheless, | oppose many of the specific positions of antiglobal-
ization leaders, even if | favor their moral fervor over the complacency
of the rich. The antiglobalization movement has been fueled by legiti-
mate moral outrage, but it has often been directed toward superficial
targets, in my opinion. An anticorporate animus lies at the core of the
movement, a belief that multinational corporations such as Microsoft,
Coke, McDonald's, Pfizer, and Royal Dutch Shell, to name just a few, are
the main villains in causing extreme poverty and environmental deg-
radation. Policy recommendations of the movement have often pre-
scribed classic protectionism, ostensibly to protect poor countries from
the exploitative reach of rich corporations. The movement has espe-
cially targeted the World Trade Organization as the institution that al-
lows the world's leading companies to go about their global business.

The views central to the antiglobalization movement are not new.
They remind me very much of what | encountered in New Delhi in
1994, when Indian academics expressed grave reservations about the
liberalization of trade and investment that had begun in India in 1991.
Those views were passe then, and are more so today. By now the
antiglobalization movement should see that globalization, more than
anything else, has reduced the numbers of extreme poor in India by two
hundred million and in Chinaby three hundred million since 1990. Far
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Growih Rate

from being exploited by multinational companies, these countries and
many others like them have achieved unprecedented rates of economic
growth on the basis of foreign direct investment (FDI) and the export-
led growth that followed.

In my view, the antiglobalization movement leaders have the right
moral fervor and ethical viewpoint, but the wrong diagnosis of the
deeper problems. If they would ponder the data of figure 1, showing
the amount of cumulative foreign direct investment per person from
1992 to 2002 in countries of Latin America, Africa, and Asia, they would
see that countries with higher levels of FDI per person are also the coun-
tries with higher GNP per capita. Other studies confirm that high rates
of foreign direct investment inflows have been associated with rapid
economic growth. Africa's problems, | have noted repeatedly, are not
caused by exploitation by global investors but rather by its economic iso-
lation, its status as a continent largely bypassed by the forces of global-
ization. The same s true with trade, aswe seein figure 2. Countrieswith
open trade generally have grown more rapidly than countries with
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closed trade, and rising per capitaincomes in most countries have gen-
eraly been associated with a rise in the ratio of trade (exports plus im-
ports) to GDP. Following the end of colonial rule after World War I,
some countries chose open trade policies, whereas most developing
countries chose protectionism. The open economies decisively out-
paced the closed economies. By the early 1990s, almost all developing
countries had opted for open trade, dropping decades of high-tariff and
quota barriers. There is simply no evidence whatsoever that trade pro-
tectionism or the absence of multinational companies does a whit to
end extreme poverty.

So why has the movement taken on trade and corporations as the
first line of attack? First, because in truth many companies have be-
haved badly. The protesters have succeeded in illuminating and clean-
ing up bad or even corrupt corporate practices. U.S. and European
companies that buy garments and apparel from low-wage plants no
doubt treat their workers with greater civility and dignity today because
of the protesters. Oil companies that once bribed African leaders with
impunity think twice, or not at all, about doing so today, aware now of
protesters' eyes upon them and the direct line between protesters' eyes,
investor resistance, and bad corporate publicity. Drug company execu-
tives who at one time bellyached that they should have full freedom to
price their patent-protected drugs as they saw fit, now give their drugs
away or sell them on a zero-profit basis as a result of successful activism.

But the anticorporate, antitrade attitudes have also resulted from a
knee-jerk antipathy to capitalism that reflects a more profound misun-
derstanding. Too many protesters do not know that even Adam Smith
shared their moral sentiments and practical cals for social improve-
ment, that even proponents of trade and investment can also believe in
government-led actions to address the unmet needs of the poor and the
environment. Too many protesters do not know that it is possible to
combine faith in the power of trade and markets with understanding of
their limitations as well. The movement is too pessimistic about the pos-
sibilities of capitalism with a human face, in which the remarkable
power of trade and investment can be harnessed while acknowledging
and addressing limitations through compensatory collective actions.

At a fundamental level, the global environmental crisis is not the
fault of BP or Shell or ExxonMobil, and the AIDS pandemic is not the
fault of Pfizer or Merck. Nor will the solutions to these crises be found
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by bloodying the leading energy or pharmaceutical companies. The so-
lutions will be found in public policies, at national and international lev-
els, that properly manage the emissions of climate-changing gases and
that properly make life-saving medications available to the poor who
cannot afford them. The antiglobalization movement is wrong to sup-
pose that private companies are the ones to design the rules of the
game. If governments would do theirjob in setting up the right rules,
major international companies would play a vital role in solving prob-
lems. After all, these companies employ the world's best technologies,
leading internal research units, and organizational and logistical opera-
tions that are superior to almost any public organizations in the world.
They know, in short, how to get thejob done when the incentives arein
place for them to do the right thing.

Where the antiglobalization movement has a powerful point to
stress is how multinational corporations often go well beyond their mar-
ket demands to maximize shareholder wealth subject to the market
rules of the game and, instead, expend substantial efforts, often hidden
under the table, to make the rules of the game themselves. Economic
reasoning justifies market-based behavior by companies if the rules of
the game are sound. There is nothing in economic reasoning tojustify
letting the companies themselves set the rules of the game through lob-
bying, campaign financing, and dominance of government policies.

Toward an Enlightened Globalization

When all is said and done, however, the antiglobalization movement
should mobilize its vast commitment and moral force into a proglobal-
ization movement on behalf of a globalization that addresses the needs
of the poorest of the poor, the global environment, and the spread of
democracy. It is the kind of globalization championed by the Enlighten-
ment—a globalization of democracies, multilateralism, science and tech-
nology', and a global economic system designed to meet human needs.
We could call this an Enlightened Globalization.

What, then, would be the focus of a mass public movement aimed at
an Enlightened Globalization? It would be, first and foremost, afocus on
the behavior of the rich governments, especially the most powerful and
wayward of the rich governments, the United States. It would insist that
the United States and other rich countries honor their commitments to
help the poor escape from poverty, as well as honor their commitments
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to limit environmental degradation including human-made climate
change and the loss of biodiversity. Such a movement would continue to
shine a spotlight on corporate responsibility, but would urge more rather
than less investment by major multinational companies in the poorest
countries. Instead of focusing on blocking trade and investment, it
would insist that the World Trade Organization follow through on the
political commitments made at Doha and elsewhere to ensure that the
poorest countries have access to the markets of the richest.

Perhaps most important in the immediate future, such a movement
would press the United States to end its reveries of empire and unilater-
alism and rejoin the world community in multilateral processes. The
neoconservative callsfor a U.S. empire are fantasies, but very dangerous
ones. They misunderstand two basic points about our world. First, the
United States is but 4.5 percent of the world's population and around
20 percent of its income when measured at purchasing power parity. By
2050, the share of population may decline dlightly, but the share of GNP
is likely to decline rather sharply, perhaps to a mere 10 percent of in-
come. The United States simply does not hold a margin of economic ad-
vantage sufficient to sustain any real attempt at global empire, however
good or bad such an idea might be. Ironically, the small-scale war in Iraq
badly stretched U.S. military personnel and the public finances. And be-
cause the public was not at all interested in actually paying for the war
through taxation, the Bush administration has had to finance the war
through budget deficits.

Second, while the United States has vast military power, the use of
that power for political advantage is rather small. As the Iraq war demon-
strated, the United States can conquer, but it cannot rule. What the
neoconservatives simply did not understand is that the era when foreign
populations might conceivably tolerate U.S. rule ended a half century
ago. The United States was not greeted in Iraq as a liberator, but rather
as an occupier, a turn of events that was utterly predictable except, appar-
ently, for neoconservatives divorced from modern realities. The leading
political ideology of our time is nationalism and self-determination, and
that ideology became vastly stronger throughout the twentieth century
in the developing world as literacy spread and the arbitrary and cynical
nature of colonial rule became painfully evident.

The unilateralism and militarism of the Bush administration has
also been fueled by another powerful force. | alluded earlier to the fact
that many millions of Americans apparently form their foreign policy
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beliefs not by assessing U.S. national interests but by interpreting bib-
lical prophecy. As the United States invaded Iraq and Afghanistan,
millions of U.S. fundamentalist Christians debated whether the rise of
terrorism and Middle East conflict marked the end days of prophecy.
The fictional Left Behind series of novels based on fundamentalist
prophecy has sold tens of millions of volumes dramatizing a future Ar-
mageddon. Believers in these doctrines formed a powerful constituency
within the Bush political coalition. If American foreign policy falls un-
der the sway not only of unilateralism, or misconceived neoimperialism,
but also irrational biblical prophecy as well, the risks for the world will
multiply profoundly.

TAKING UP THE CHALLENGE

As global prosperity has accelerated in the past two centuries, each gen-
eration has been called upon to meet new challenges in extending the
possibilities of human well-being. Some have faced the harrowing chal-
lenge of defending reason itself against the hysterias and mass brutali-
ties of communism, fascism, and other totalitarianisms of the twentieth
century. Others have been blessed with the opportunity to expand the
ambit of human freedom and reason, spared from war and equipped
with increasingly powerful tools to improve the human condition. Our
own generation lives with a precarious peace, one threatened both by
terrorism and by the overly militaristic response of the United States,
but a peace on which we can build if we can sustain it. Ending poverty is
the great opportunity of our time, a commitment that would not only
relieve massive suffering and spread economic well-being, but would
also promote the other Enlightenment objectives of democracy, global
security, and the advance of science.

How, | am often asked, can | believe that inward-looking and materi-
alistic societies such as those in the United States, Europe, and Japan
could embrace a bold program of social improvement, especially one di-
rected at the world's very poorest people? Aren't societies shortsighted
and selfish, incapable of responding to the needs of others? | think not.
Other generations have been triumphant in expanding the reach of hu-
man freedom and well-being through a combination of struggle, persua-
sion, patience, and the profound benefit of being on the right side of
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history. Three great generational challenges, in which the rights of the
poor and weak were vindicated, come to mind. These examples offer in-
spiration and guidance for our own time.

The End of Savery

In 1789, the year that the National Assembly of France adopted the
Rights of Man and of the Citizen, proclaiming the Enlightenment vision
that "men are born and remain free and equal in rights," slavery was still
spreading around the globe, practiced throughout the French, British,
Ottoman, and other empires. Across the Channel in London, a seem-
ingly quixotic movement wasjust getting started: the formation of the
Committee for Effecting the Abolition of the Slave Trade. Its founders,
twenty-seven-year-old Thomas Clarkson and his friends, were Quakers
who opposed the slave trade on moral and religious grounds. They es-
tablished local abolitionist committees, and in the words of historian
Hugh Thomas, "This was the first major public campaign in any country
for a philanthropic cause." Clarkson soon met William Wilberforce,
who would become the great parliamentary champion of the cause for
the next quarter century.

Stunningly, the antislavery movement in Britain ran starkly against
British commercial interests. Far from hastening the end of a declining
industry, abolitionism grew at the same time the slave trade and dave-
based industries were thriving. The opposition to slavery rested on
moral, political, and ethical grounds, and on avision of society, rather
than on narrow self-interest. As aways, opponents of ending the save
trade claimed that it would have exactly the opposite effect of what it in-
tended, just as opponents of foreign assistance today claim erroneously
and tendentiously that it does more harm than good. One of Wilber-
force's parliamentary opponents put it this way: "If they [Africang
could not be sold as slaves, they would be butchered and executed at
home." Others argued that even if meritorious in theory, the case for
ending the dlave trade had no practical prospect. "If abolition became
law," suggested another of Wilberforce's foes, "al sensible merchants
would go to France, where they would be well received."

As Thomas wryly notes, "Persistence is the most important quality in
politics. It was possessed in heroic quantity by Wilberforce . . ." The next
decades were filled with painful twists, turns, and prevarications, but they
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culminated in the successful abolition of the slave trade, and of slavery it-
«df, in the European colonies. In 1807, in the midst of the Napoleonic
Wars, the British Empire abolished the dave trade. At the end of the
Napoleonic Wars in 1815, at the Congress of Vienna, the governments of
Britain, France, Spain, Austria, Prussia, Russia, and Portugal committed
themselves to the end of the dave trade, although without a date cer-
tain. During the 1820s, the abolition of davery itself within the British Em-
pire was debated vociferously in the British Parliament. Supporters of
abolition cleverly used both moral and practical arguments. Yes, they ac-
knowledged, Britain might suffer some financial inconveniences from
abolition, but France, the competitor, would be hit even harder. Finaly,
after domestic political reforms in Great Britain, legislation abolishing
slaver)' throughout the empire was adopted in 1833.

The End of Colonialism

Roughly one hundred years later, Mohandas Karamchand Gandhi led
what seemed to be yet another quixotic quest: to wrest Indian indepen-
dence from the grip of the British Empire. India was the jewel of the em-
pire, and Winston Churchill and his imperial colleagues were hardly
wont to concede India to a "seditious fakir,” in Churchill's pungent
judgment. Gandhi's campaign, which inspired dozens of independence
movements throughout the colonial world, is now part of universal lore:
the nonviolent struggle, the campaign for India's self-sufficiency to prove
the capacity of the nation to stand on its own, and the call for political
and social equality extended to the impoverished and disadvantaged
lower castes of Indian society, whom Gandhi labeled harijans, or God's
children. Gandhi's strategy rooted the independence movement in the
broadest political, social, economic, and moral terms.

Who can say that mobilizing a mere 0.7 percent of rich world GNP
to end extreme poverty is a major challenge in comparison with over-
throwing the shackles of imperial rule to create more than fifty newly in-
dependent countries? As with the end of davery, the end of colonial rule
seemed a hopeless venture at the start and an inevitable outcome by the
end. The precipitous end of colonial rule resulted partly from the devas-
tating civil wars among the European colonial powers from 1914 to
1945, which literally bled the colonial powers, exhausted them econom-
icdly, and discredited them morally. Still, the triumph was one of mass
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political action and the awakening of vast publics around the world to
theideal sof self-rule. Without glossing over thetragicviol ence, cynicism, polit
we can marvel at the phenomenal and positive spread of the Enlighten-
ment ideal of government by consent.

The Civil Rights and Antiapartheid Movements

Gandhi's nonviolent struggle was a proof of concept for many struggles
that followed. He demonstrated that the weak could break the oppres-
sion of the powerful by a massive and unrelenting appeal to universal
values. Gandhi's political struggle for Indian independence was even
more fundamentally a struggle for Indians' dignity and human rights,
and thereby became the touchstone of the civil rights movement a gen-
eration later in the United States and the antiapartheid struggles after
that. Martin Luther King, Jr., was the U.S. Gandhi, the pioneer in mass
nonviolent mobilization who looked oppression in the eye and declared,
"Enough!" In 1958, King wrote, "It was in this Gandhian emphasis on
love and nonviolence that | discovered the method for social reform
that | had been seeking." The following year, King made a pilgrimage to
India to study the path of nonviolent protest. Three decades later, Nel-
son Mandela inspired the entire world by showing how moral courage
and political deftness could end racist rule in South Africain a peaceful
transition to constitutional democracy.

In King's famous "I Have a Dream" speech, he harked back to the
Enlightenment, and specifically to the U.S." founding documents:

When the architects of our republic wrote the magnificent words of
the Constitution and the Declaration of Independence, they were
signing a promissory note to which even' American wes to fdl heir.
This note was a promise that al men would be guaranteed the un-
alienable rights of life, liberty, and the pursuit of happiness.

It is obvious today that America has defaulted on this promis-
sory note insofar as her citizens of color are concerned. Instead of
honoring this sacred obligation, America has given the Negro
people a bad check which has come back marked "insufficient
funds." But we refuse to believe that the bank of justice is bankrupt.
We refuse to believe that there are insufficient funds in the great
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vaults of opportunity of this nation. So we have come to cash this
check—a check that will give us upon demand the riches of free-
dom and the security of justice.

Our assertion today must be like King's forty years ago. The bank of in-
ternational justice is not bankrupt. The world's poor cannot accept a
bad check marked insufficient funds, especially when it is painfully clear
that the funds are ample and even residing in the accounts of a few hun-
dred of the U.S." superrich, not to mention the four million or so Amer-
ican households with net worth in excess of $1 million, or the eight
million or so households worldwide, or the one billion people in total
who live in the high-income countries with a combined annual income
of some $30 trillion.

The movements against slavery, colonialism, and racism share some
basic features. They looked quixotic, perhaps even hopeless at the start,
as calls to the richest and most powerful in the world to extend justice for
the poorest and most helpless. They required a mix of political action,
real politics, and mass education to succeed. They appealed to enlight-
ened self-interest as well as basic religious and ethical precepts. They
took decades to bring to fruition; perseverance was the key. They called
upon fundamental Enlightenment values of human rights and human
potentialities. Ultimately, with a sudden shift in public attitudes, they
transformed the impossible into the inevitable. In the same way, the end
of poverty will come quickly, marked by a rapid transition. The fact that
for thirty-five years rich countries have promised but not delivered some-
thing as basic as 0.7 percent of GNP in ODA is not a cause for despair,
but instead a basis for even greater social mobilization.

OUR NEXT STEPS

The time to end poverty has arrived, although hard work lies ahead. |
have diagnosed the reasons for continued extreme poverty in the midst
of great wealth. | have noted the specific steps that could address and
overcome this poverty. | have shown that the costs of action are small,
and indeed a tiny fraction of the costs of inaction. | have identified a
timetable to 2025, including the Millennium Development Goals as the
midway station in 2015. | have shown how key international institutions
can contribute to the process ahead. And yet we must carry out these
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tasks in a context of global inertia, proclivities to war and prejudice, and
understandable skepticism around the world that this time can be differ-
ent from the past.

Yes, this time can be different, and here are nine steps to the goal.

Commit to Ending Poverty The first step is commitment to the task. Ox-
fam and many other leaders in civil society have embraced a goal, Mak-
ing Poverty History. The world as a whole needs now to embrace that
goal. We have committed to halving poverty by 2015. Let us commit to
ending extreme poverty by 2025.

Adopt a Plan of Action The Millennium Development Goals are the
down payment on ending poverty. They are specific, quantified, and al-
ready promised in a Global Compact of Rich and Poor. Not only should
the world community recommit to those goals, but its leaders should
adopt a specific global plan to meet the Millennium Development Goals
of the sort outlined in chapter 15, and offered in detail by the UN Mil-
[ennium Project.

Raise the Voice of the Poor Mahatma Gandhi and Martin Luther King,
Jr., did not wait for the rich and powerful to come to their rescue. They
asserted their call to justice and made their stand in the face of officia ar-
rogance and neglect. The poor cannot wait for the rich to issue the call
tojustice. The G8 will never champion the end of poverty if the poor
themselves are silent. It is time for the world's democracies in the
poor world—Brazil, India, Nigeria, Senegal, South Africa, and dozens of
others—to unite to issue the call to action. The poor are starting to find
their voice, in the G3 (Brazil, India, South Africa), the G20 (a trade
grouping that negotiates within the WTO), and elsewhere. The world
needs to hear more.

Redeem the Role of the United States in the World The richest and most
powerful country in the world, long the leader and inspiration in demo-
cratic ideals, has become the most feared and divisive country in recent
years. The self-professed quest by the United States for unchallenged su-
premacy and freedom of action has been a disaster, and it poses one of
the greatest risks to global stability. The lack of U.S. participation in
multilateral initiatives has undermined global security and progress
toward social justice and environmental protection. Its own interests
have been undermined by this unilateral turn. Forged in the crucible of
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the Enlightenment, the United States can become a champion of En-
lightened Globalization. Political action within the United States and
from abroad will be needed to restore its role on the road toward global
peace and justice.

Rescue the IMF and the World Bank Our leading international financial
institutions are needed to play a decisive role in ending global poverty.
They have the experience and technical sophistication to play an impor-
tant role. They have the internal motivation of a highly professional
staff. Yet they have been badly used, indeed misused, as creditor-run
agencies rather than international institutions representing all of their
182 member governments. It is time to restore the international role of
these agencies so that they are no longer the handmaidens of creditor
governments, but the champions of economic justice and enlightened
globalization.

Strengthen the United Nations It is no use blaming the UN for the mis-
steps of recent years. We have gotten the UN that has been willed by the
powerful countries of the world, especially the United States. Why are
UN agencies less operational than they should be? Not because of UN
bureaucracy, though that exists, but because the powerful countries are
reluctant to cede more authority to international institutions, fearing
reduction of their own freedom of maneuver. The UN specialized agen-
cies have a corerole to play in the end of poverty. It is time to empower
the likes of the UN Children's Fund, the World Health Organization,
the Food and Agricultural Organization, and many others to do the
job—on die ground, country by country—that they are uniquely quali-
fied to lead, helping the poorest of the poor to use modern science and
technology to overcome the trap of poverty.

Harness Global Science Science has been the key to development from
the very start of the industrial revolution, the fulcrum by which reason is
translated into technologies of social advance. As Condorcet predicted,
science has empowered technological advances in food production,
health, environmental management, and countless other basic sectors
of production and human need. Yet science tends to follow market
forces as well as to lead them. It is not surprising, | have noted repeat-
edly, that the rich get richer in a continuing cycle of endogenous
growth, whereas the poorest of the poor are often left outside of this vir-



OUR GENERATION'S CHALLENGE 367

tuous circle. When their needs are specific—by virtue of particular dis-
eases, or crops, or ecological conditions—their problems are bypassed
by global science. Therefore, a special effort of world science, led by
global scientific research centers of governments, academia, and indus-
try, must commit specifically to addressing the unmet challenges of the
poor. Public funding, private philanthropies, and not-for-profit founda-
tions will have to back these commitments, precisely because market
forces alone will not suffice.

Promote Sustainable Development While targeted investments in health,
education, and infrastructure can unlock the trap of extreme poverty,
the continuing environmental degradation at local, regional, and plane-
tary scales threatens the long-term Sustainability of all our social gains.
Ending extreme poverty can relieve many of the pressures on the envi-
ronment. When impoverished households are more productive on
their farms, they face less pressure to cut down neighboring forests in
search of new farmland. When their children survive with high proba-
bility, they have less incentive to maintain very high fertility rates with
the attendant downside of rapid population growth. Still, even as ex-
treme poverty ends, the environmental degradation related to industrial
pollution and the long-term climate change associated with massive use
of fossil fuels will have to be addressed. There are ways to confront these
environmental challenges without destroying prosperity (for example,
by building smarter power plants that capture and dispose of their car-
bon emissions and by increasing use of renewable energy sources). As
we invest in ending extreme poverty, we must face the ongoing chal-
lenge of investing in the global Sustainability of the world's ecosystems.

Make a Personal Commitment In the end, however, it comes back to us,
as individuals. Individuals, working in unison, form and shape societies.
Social commitments are commitments of individuals. Great socia
forces, Robert Kennedy powerfully reminded us, are the mere accumu-
lation of individual actions. His words are more powerful today than
ever:

Let no one be discouraged by the belief there is nothing one man
or one woman can do against the enormous array of the world's
ills—against misery and ignorance, injustice and violence . . . Few
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will have the greatness to bend history itself; but each of us can work
to change a small portion of events, and in the total of all those acts
will be written the history of this generation . . .

It is from the numberless diverse acts of courage and belief that
human history is shaped. Each time a man stands up for an ideal, or
acts to improve the lot of others, or strikes out against injustice, he
sends a tiny ripple of hope, and crossing each other from a million
different centers of energy and daring, those ripples build a current
which can sweep down the mightiest walls of oppression and resis-
tance.

Let the future say of our generation that we sent forth mighty currents
of hope, and that we worked together to heal the world.
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