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The policy maker’s question

Policy makers need a simple question answered: which

policies coincide with which consequences? They

seldom get good answers. They are bombarded with

biased advice from vested interest lobbies, self-serving

bureaucrats, academic ideologues and sensation-

mongering media. Policies are generally implemented

without objective or reliable information on whether

intended consequences are likely to materialise, what

risk there is of perverse unintended consequences, and

which policies have been tried successfully or other-

wise elsewhere. Policy makers should have information

that enables them to emulate proven successes, antici-

pate pitfalls and avoid failure. The exorbitant cost of

re-inventing the regulatory wheel should not be im-

posed on them and, more importantly, their country.

Policy makers would like to know not only

which policies coincide with which outcomes, but also

which policies cause which outcomes. Careful analysis

can establish causality with high levels of probability,

though seldom with certainty.

For successful policies to be adopted, policy

makers and their advisors need the policy maker’s

question answered for every policy goal. They need to

know, for example, why some countries are rich and

others poor; what explains high and low levels of crime

and corruption; which factors enable citizens to live

longer healthier lives; why illiteracy is often rampant

where education budgets are biggest; why Africa has

been the only regressing continent for a generation;

why the average South African was poorer in 2004

than in 1970; what makes some third world countries

prosperous when they are surrounded by seas of

destitution; how the policy mix must change for a

country to coincide more with the world’s winners and

less with its losers; whether prosperity entails adverse

or fortuitous trade-offs with equality, justice, resource-

depletion and the environment; why some former

colonies are amongst the world’s richest countries

whilst others stagnate for generations under the ‘colo-

nial legacy’; why poor people risk their lives getting

into countries where governments do not want them

and do less for them; which social policies coincide

with rising living standards; whether development aid

promotes development; and if labour laws benefit

people with jobs at the expense of the unemployed.

South African economic policy

The African National Congress (ANC) resisted enor-

mous temptation, pressure and criticism when it

persisted during its first decade with ‘neo-liberal’

economic policies. Should it have done so? Yes,

according to the world’s experience. It reversed the

country’s declining score on economic freedom and

related indices when it took office in 1994. On the

Economic Freedom of the World Index (EFW) South

Africa’s rating declined from 6.9 in 1970 to 5.3 in

1990 (zero is unfree, ten is free). Since transition in

1994, it rose back to 6.9 in 2003. By 2003, South

Africa climbed the ladder from below the halfway

mark (70th out of 120 countries) to join the upper third,

as the world’s 38th freest economy.

Paradoxically, a ‘left wing’ revolutionary regime

reversed the economic dirigisme of its ‘right wing’

supposedly pro-market predecessor. It applied market

‘fundamentals’ – a term used by Minister of Finance,

Trevor Manuel. It queried why it was not rewarded

with the levels of economic growth and job creation

predicted by having ‘the fundamentals in place’. This

apparent conundrum was researched and it was found

that not all the statistically significant fundamentals

were in place, and the economy was indeed rewarded

in accordance with what international experience

predicts, in that South Africa’s pre-transition declining

fortunes were arrested by the ANC’s policies, and

eventually reversed. Inflation and deficits fell, currency

strengthened, investment increased, and, more recently,

unemployment declined. Most importantly, the country

started experiencing modest, but steadily increasing,

rates of economic growth after protracted contraction

to currently respectable levels.

The evidence suggests that higher growth of six

and more per cent will be achieved if this policy

direction is sustained and intensified, and that in-

creased tax-and-spend policies, or reversion to deficit

spending, will achieve only unsustainable short-term

growth at the direct expense of long-term prosperity

for which solid foundations have been laid.

The following graph shows South Africa’s

economic system (EFW score to scale; solid line), and

GDP growth (broken line) over three decades (five year

averages). There is an obvious correspondence

between the economic system and the economy’s
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performance. Since most countries with similar levels

of economic freedom, especially those with increasing

levels of economic freedom (like India and China),

experienced higher growth than South Africa, recent

accelerated growth might have been expected. The

evidence suggests that the economy will continue

growing at accelerating rates if the trend towards

economic freedom is sustained or accelerated, and will

decline if the trend is halted or reversed.

Most of the world’s economies are becoming

freer, which means that the government will have to

accelerate its post-transition trend if it wants to main-

tain or improve South Africa’s position relative to

other countries.

Frustrated by relatively low growth during the

first decade of democracy, there is talk among policy

makers of reversing policies – of ‘rejecting market

fundamentalism’ – towards a ‘greater role for govern-

ment’. If they do so, they may be victims of the illusion

that benefits attributable to the momentum of prior

high-growth policies are the result of subsequent

policies. International experience suggests that, instead

of wavering, the government can proclaim victory and

apply its proven policies with intensified expedition

and resolve.

This research was undertaken after presentations

to politicians, government advisors and others on

correlations between economic freedom and prosperity.

People directly involved in policy making and imple-

mentation complained that an index of many variables

– 38 in the EFW index – is of limited practical value,

because policy makers will not or cannot prioritise all

of them. Individual variables are the responsibility of

different ministries, and are subject to distinctive and

complex exigencies in the world of ‘political reality’.

It was pointed out that only the most important few,

perhaps five or six, are likely to be statistically

significant individually and that some would be

significant only in combination with others. Only if

policy makers know which they are, can they prioritise

them in a co-ordinated strategy. The research summa-

rised here was a response to the request for a short list

of policy priorities – what is truly important to do and

avoid – as identified on the basis of the world’s

experience.

Policy makers are subjected to

challenging realities: they serve

disparate constituencies, deal with

influential vested interests, make

decisions under pressure, implement

policies with unpredictable conse-

quences, act as custodians for the

country’s biggest organisation (its

government), and promote party

political interests. They are bom-

barded by a surfeit of facts, theories,

ideologies, opinions and rival objec-

tives competing for scarce resources.

They have handicaps not found in

business, such as the lack of profit

incentives and financial statements

from which the efficacy of their policies can be as-

sessed accurately. One of the few helpful options is to

make international comparisons. With rare exceptions,

governments have no balance sheets – they have no

accurate information on what they administer or its

value – which makes it virtually impossible to manage

government assets efficiently.

This research was designed to fill some of these

gaps: to answer the policy makers’ question. A short

list is provided of critical changes for the government

to consider if it wants to build on the characteristics of

winning nations and avoid those of failed states. An

elementary principle of analysis is that correlations are

not necessarily causes, which means that establishing

the characteristics of winners and losers needs to be

accompanied by clarity about sequencing: what pre-

cedes and what follows. Although thorough analysis

provides considerable certainty about probable causes

and consequences, it is never prescriptive. Answering

the policy makers’ question is an aid, amongst others,

to good government. The art of good government is

converting the objectively desirable into the politically

popular.

The next section describes methodology, and

summarises major considerations and findings, fol-

lowed by a detailed analysis in which the findings are

elaborated and the supporting data provided. �

South Africa: Economic system and growth
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Methodology

Most research of this kind examines only factors that

correlate positively with desired outcomes, such as

capital formation or job creation. However, policies

with negative correlations – those that coincide with

unintended consequences – can be more instructive; for

example, negative correlations between ‘over-regula-

tion’ and economic growth. Bad policies can offset

good ones; knowing what not to do can be more

important than knowing what works. This may explain

the under-performance of the South African economy.

In this exercise, success factors and characteristics of

failure were identified. Standard assumptions were

tested to see whether, for instance, increased spending

on infrastructure and education precedes high growth

and job creation, or follows it; and whether poverty

and unemployment coincide with more crime, as

generally assumed, or whether criminals are merely

profit-seekers for whom returns on crime surpass

alternatives under conditions of inadequate deterrence.

A great deal of data was considered and re-

searched, from which core findings were crystallised

and are presented accessibly, with minimal technical

detail, jargon and sources. This report covers only

‘highlights’ of the research. The researchers were able

to draw on the formidable resources of an international

network of think tanks and experts in over 70 coun-

tries.

Much can be learned from the large body of

research that precedes this project and on which it

draws heavily. However, what others have already

done was not repeated. Thousands of studies analyse

single policy objectives in complex ways and suggest

single policies or packages of related policies to

achieve those objectives, such as how to increase

growth by creating ‘clusters’, how to create jobs by

having ‘flexible’ labour policies, how to reduce crime

through ‘zero tolerance’, and so on. Some studies

examine individual policies and their effects, rather

than starting with objectives and establishing which

policies have been shown to achieve them. Our ap-

proach has been to ask a more open-ended question.

For example, instead of establishing whether minimum

wages increase unemployment, researchers asked

which policies and other factors coincide with low

unemployment. Instead of establishing whether protec-

tionism supports wealth-consuming industries, re-

searchers enquired into the package of policies, includ-

ing foreign exchange policy, which coincides with

competitiveness. Instead of establishing whether public

works programmes are an effective palliative for

unemployment, they were concerned with which

policies obviate the need for palliatives.

The approach in this project has been to estab-

lish the statistical significance of each of a wide range

of policies and combinations of policies, with a view to

eliminating those that do not appear to make a substan-

tial contribution. This leaves a short list of those few

that appear to be decisive. These may be thought of as

the policy sine qua nons – the essentials without which

policy makers are unlikely to achieve their objectives.

A consequence of eliminating statistically

insignificant factors is that some favoured policies do

not make the short list. Economic liberals, for instance,

assume erroneously that there is a general positive

correlation between lower taxes and superior economic

performance. When published data for all countries

has been analysed, the correlation between higher taxes

and lower growth that exists when considering only

countries with more sophisticated data, such as OECD

countries, is not found. On the other hand, interven-

tionists are mistaken in their assumption that increased

government spending, especially deficit spending,

coincides with job creation and higher growth. (There

is evidence that ‘public works’ and other methods of

‘stimulation’ can increase short-term growth but that

they do so at the expense of long-term growth, creating

economic distortion because of the temporary diversion

of resources.)

The policy maker’s dilemma is not only the lack

of hard evidence about intended and unintended conse-

quences, but also that policies promoting one objective

often undermine others. Perhaps the only non-conten-

tious ‘law’ of economics is the celebrated axiom that

‘there ain’t no such thing as a free lunch’ (TANSTAAFL).

Stated more formally, all benefits have costs. Policies

are often propagated by expecting or promising exag-

gerated benefits, and underestimating, ignoring or

simply being unaware of costs that take many forms,

from direct staffing costs to indirect, often remote,

socio-economic effects. One of the most significant
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costs is that policy makers are often victims of goal-

substitution by officials and vested interests advancing

their own interests.

Our research confirmed what economists take

for granted, that the attainment of every objective

entails countervailing trade-offs. Policy makers need to

know whether real world benefits are likely to exceed

costs.

Published estimates of cost and benefit trade-

offs are available in specific contexts only, such as the

costs and benefits of individual policies or laws, and

then only for very few countries. Yet, being constantly

vigilant about the unavoidable, often fatal, trade-offs

between costs and benefits may be the single most

important thing policy makers can do.

Information has been available for two decades

indicating that freer markets are associated with higher

growth, which means, as shown in this report, that

most policy objectives are attainable. During recent

years, simple techniques have developed for predicting

probable effects of individual measures. It should

therefore be easy for all countries to prosper, yet very

few do, which suggests that policy makers in most

countries:

� Adopt sub-optimal or counter-productive policies

unwittingly;

� Do not use readily available techniques to avoid,

identify and correct mistakes, or

� Have higher priority anti-growth objectives.

Higher priority anti-growth objectives could be any-

thing from promoting social, cultural and religious

values to patronage, war and retaining power.

Improving efficacy – CBAs and RIAs

Apart from needing to know what effects policies are

likely to have in general, policy makers need to know

how best to predict the probable consequences of

specific measures. One of the characteristics of ad-

vanced and high-growth countries is that they use

increasingly sophisticated techniques for evaluating

and improving the quality of laws and policies. Though

they have common objectives, these techniques vary

widely in name and methodology. They were studied in

great detail for a forthcoming publication in which the

matter will be addressed fully. Only key points are

addressed here.

What the techniques have in common is cost-

benefit or regulatory impact assessments (CBA/RIA).

What they lack is that people undertaking CBAs/RIAs

do not take information of the kind in this report into

account sufficiently or at all. The lessons learned from

the world’s experience include:

� To avoid promoter-bias, CBAs or RIAs should

never be done by or under the influence of a depart-

ment or agency promoting a measure, but by a truly

independent government agency or outsourced

consultant, preferably answerable directly to the

Presidency or Parliament.

� To be of real value to policy makers, and minimise

their risk of being seduced into ill-advised policies,

assessments must accord with a strictly prescribed

and consistent formula.

� Provision should be made for efficacy monitoring.

The evidence points to a need for analysis of this kind

to alert policy makers to TANSTAAFL trade-offs. Laws

promoting improved working conditions, job security

and high wages may, for instance, succeed for people

who retain jobs, but do so at the expense of those who

become unemployed. When things cost more, including

labour, people buy less. Would-be employers may

substitute technology for labour, or, more seriously,

invest abroad, if at all, thus exacerbating unemploy-

ment and curtailing competitiveness.

Consumer protection laws may achieve protec-

tion at the expense of a reduced range of choices

(fewer products and services) and less innovation, both

impacting disproportionately on the poor.

Increased powers granted to enforcement agen-

cies to achieve such policy objectives as combating

“organised crime” through asset forfeiture, entail

discretionary power, which increases the prospect of

real or suspected corruption, injustice or abuse. Such

measures may compromise one of the most important

success factors, the rule of law.

Maintaining stable currency values may result in

cheaper imports and a positive investment climate, but

push exchange rates to levels that compromise export

competitiveness. The cost of stability in financial

markets might be depressed retail markets due to the

diversion of disposable income from consumption to

savings and capital formation, which, according to the

data, are significant growth factors.

Uninformed pursuit of laudable objectives may

generate perverse secondary effects that exceed ben-

efits. There is, however, a conspicuous and fortunate

exception (elaborated below), namely that the pursuit

of economic growth appears to have such substantial

benefits with such minimal costs (from the policy

maker’s perspective), that they can think of it as a

virtually unique cost-free benefit. The data (below)

suggest that supposed costs of growth, such as envi-

ronmental harm, are more significant in the absence of

growth.

To select best policies, policy makers need to

know such things as whether high savings rates coin-

cide with high growth, and whether high growth is

likely to create more jobs than anti-growth ‘job crea-

tion’ schemes. Diligent policy makers want to be

properly informed about these complex interactions.
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An adequate analysis must identify and quantify

all reasonably predictable costs and benefits. How

many people will benefit, in what way, to what extent,

at whose cost, and at what cost? Where feasible, there

must be monetary values (for ease and accuracy of

evaluation). Where monetary values are inappropriate,

quantification should be in defined units, such as how

many fewer crimes of a specified nature there will be

with increased budgets or powers, how much less litter,

of what type, there will be after a new anti-litter

measure, or how many more people will be literate/

numerate after five years of adult education. Costs

may be a combination of the education budget per

beneficiary and how much learners’ time will be

diverted from alternatives, including jobs, perhaps with

on-the-job training.

Improving constitutionality

The other side of the CBA/RIA coin is the extent to

which measures are consistent with the principles of

good law, that is, the extent to which their probable

costs and benefits have been assessed as well as the

extent to which they comply with constitutional and

jurisprudential requirements.

Ideally, a study of this kind would be compre-

hensive and ‘value-free’, subjecting all factors for

which there are data to value-free analysis. It would

produce a separate and definitive table of factors

weighted according to their significance for every

policy goal. But no single project could identify and

process all available data in all possible combinations.

What is achievable is to exclude factors that are

obviously irrelevant. It can, for instance, be assumed

that the ratio of vegetarians to primary dunes is not a

determinant of exchange rates, whereas the ratio of

money supply to foreign trade might be. Within broad

parameters, serious research must entail some basic

assumptions regarding probable relevance, especially

in the context of preceding research. There are border-

line issues. Some might believe firmly that race is

obviously irrelevant – that it is clearly not a determi-

nant of, say, productivity – whilst others might be

equally convinced that it is probably a critical determi-

nant. As many factors as resources permitted were

examined, particularly statistically significant policy

variables. �
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Is foreign aid foreign harm?

Besides policies, many other variables were consid-

ered, such as race, history, and natural resource

endowment, to mention a few. The strongest correla-

tions were usually, but not always, policy-related.

Some, such as correlations between economic perform-

ance and demography were factors about which policy

makers could do little or nothing. The absurdity of race

as the explanation for the poor performance of sub-

Saharan African countries is easily dismissed by virtue

of the simple fact that countries with similar policies

perform comparably regardless of race, natural re-

sources, size, history and other factors. The data

suggest that Africa’s failure is fully explained by anti-

growth policies adopted by African governments.

Strong correlations suggest that domestic

policies are decisive determinants of prosperity, which

is good news because it means prosperity is a matter of

choice, not destiny. Developing countries, such as ours,

have a simple choice: they decide whether to stay poor

or become rich, and whether to do so slowly or fast.

There is no evidence that foreign ‘aid’ has the

potential to ‘make poverty history’. On the contrary,

the evidence suggests that aid may be harmful. One of

the scholars who has analysed the data, William

Easterly of New York University, has shown (see

graph) that countries with less aid outperformed those

with more. He cites compelling data for his thesis that

Structural Adjustment Programme finance (SAP) and

aid have been a ‘tragic’ failure, and that attention

should turn to adopting domestic policies and institu-

tions in line with those of winning nations. He

anguishes about the fact that the West ‘spent $2.3

trillion on foreign aid over the last 5 decades and still

had not managed to get 12-cent medicines to children

to prevent half of all malaria deaths. The West spent

$2.3 trillion and still had not managed to get $4 bed

nets to poor families. The West spent $2.3 trillion and

still had not managed to get $3 to each new mother to

prevent 5 million child deaths. The West spent $2.3

trillion and Amaretch is still carrying firewood’ (Cato:

Why Doesn’t Aid Work? http://www.cato-unbound.org/2006/

04/03/william-easterly/why-doesnt-aid-work/).

Despite the apparent counter-productivity of aid

and SAPs, ‘the West tried harder than ever to save

Africa’ in 2005. At the World Economic Forum (WEF)

meeting in Davos, Switzerland, Tony Blair called for

‘a big, big push forward’. The G-8 agreed at its

summit in Scotland to double African aid ‘from $25

billion a year to $50 billion, and to forgive … debt

incurred … to fund previous (unsuccessful) ‘big

pushes’. Rock stars Geldof and Bono were prominent

in ‘Live 8’ concerts to urge G-8 leaders to ‘Make

Poverty History’. The evidence suggests that increased

aid is more likely to perpetuate than ameliorate pov-

erty. The Centre for Global Development (CGD)

produces a ‘development-friendliness index’ that ranks

rich countries according to how much they do for poor

countries and the environment. The lack of evidence

that aid is beneficial raises doubts about the utility of

the index as a guide for rich country policy.

An obvious concern about aid is that it is

government-to-government, seldom going directly to

impoverished people, which means that recipient

governments have an incentive to maximise rather than

minimise destitution. According to critics, foreign aid

in its present form says to governments of poor coun-

tries ‘The better you are at causing poverty, the more

you’ll be rewarded’. They fear, based on the evidence,

that they’ll be ‘making poverty’ instead of ‘making

poverty history’. To illustrate the concern, William

Easterly compared foreign aid to developing countries

with their growth rates during the past 40 years and

found a distressing negative correlation – more aid,

less growth.

Easterly’s conclusion that ‘development every-

where is homegrown’ is consistent with the data. He

observes, for instance, that ‘as G-8 ministers and rock

stars fussed about a few billion dollars here or there

for African governments, the citizens of India and

China (where foreign aid is a microscopic share of

income) were busy increasing their own incomes by

$715 billion in 2005 (http://www.washingtonpost.com/wp-

dyn/content/article/2006/02/12/AR2006021201150.html).

The aid paradox is that to be a positive incen-

tive, aid would have to go to countries where it is not

needed, that is, where governments adopt policies that

result in high growth. The empirical evidence suggests

that the prosperity of a country is determined by the
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policies its government implements. It is curious that in

the prevailing aid dialogue, there is relative silence on

why countries are poor at all – why they need aid. The

implicit assumption seems to be that wealth and

poverty are accidents of history and some countries are

just lucky.

Concerns about counter-productive aid effects

speak primarily to aid providers. It is not clear what

policy makers in poor countries can do about it. They

are likely to continue wanting as much aid as they can

get, with as few strings attached as possible. Specifi-

cally, they may overtly and covertly resist pressure

from aid givers to adopt pro-growth reforms for two

reasons, firstly, that growth reduces their chances of

getting aid, and, secondly, that pro-growth policies

undermine the objectives of anti-growth policies.

That past aid did not make poverty history

appeared to explain ‘donor fatigue’ during the 1980s

and 1990s. The new millennium coincides with re-

newed pro-aid fervour. There are relatively small

changes in aid policy in that donors are encouraging

recipients to adopt high growth policies. That per se is

not, of course, new. It was the idea behind SAPs. One

difference is that there is now more emphasis on

‘governance’ and, in some cases, micro-economic (‘red

tape’) market liberalisation. These new approaches are

instead of rather than added to the macro-economic

reform of ‘fundamentals’ under SAPs. It is not clear

that the new approach will succeed because good

governance is good only if applied to good policies,

and the deluge of Western advisors accompanying aid

might unwittingly be giving the worst possible advice,

namely to adopt policies rich countries employ now

rather than policies they adopted when they were poor.

Perhaps poor countries need advice from economic

historians rather than contemporary policy experts.

Whatever the case might be, our research

suggests that rich countries wanting to help poor

countries need to ensure that they do so in ways that

promote the only apparent determi-

nant of prosperity, namely the adop-

tion by domestic governments of

policies that correlate with prosperity

worldwide. Rich countries would have

to ensure that they do not ‘help’ poor

countries by rewarding their govern-

ments more generously if they succeed

in maximising poverty.

The purpose of this report is to

supply government policy makers

(Ministers, senior officials, advisors

etc) with evidence to their satisfaction

that whether or not to prosper is a

domestic policy choice, so that they

have at their disposal accurate and

objective evidence enabling them to implement policies

that will result in prosperity for all if they decide that is

their policy priority.

Poor advice for poor countries

The idea informing this project is that policy makers,

especially ones in relatively poor countries like South

Africa, should know what characterises winners and

losers, so that they can have policies that coincide

more with those of winners. Is this not precisely what

governments of poor countries, including South Africa,

do? They seek and get advice from rich countries. They

send costly fact-finding missions to find out from

governments of rich countries what they do, and they

import their policies, often verbatim.

However, there is a profound flaw in this my-

opic conception of the matter. What matters, as far as

economic growth is concerned, is not the characteris-

tics of rich countries, but of high-growth countries.

The problem is that what one gets from countries that

became successful long ago, is what they do now,

instead of what they did to get there. Policy makers

should have fact-finding missions only to less-devel-

oped high-growth countries. If they go to rich countries

they should meet only with historians, especially

economic historians, who are experts on what policies

rich countries had when they were at the stage of

development of the country seeking guidance.

Yet some contemporaneous characteristics are

relevant. What policy makers need to know is what

probably caused present conditions and what sustains

them. Regarding the single most important policy

objective, economic growth, historical policies that

characterised high growth leading to high GDPs in

country A are likely, according to the evidence, to do so

in country B.

Nobel Laureate, Friedrich Hayek, gave South

Africans sound advice during the 1970s, as their

country receded from 1960s high-growth policies. Poor
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countries, he said, cannot afford the policies of rich

ones. They make a grave mistake when they import

what those countries do after prosperity. Rich coun-

tries can afford and survive costly impacts of sophisti-

cated controls and high taxes, but poor countries have

to follow a different path if they want to catch up.

Why Africa is prospering

However, as the next chart shows, Africa as a conti-

nent (particularly a growing number of its individual

countries) is reforming towards proven high-growth

policies, which coincides with rising growth rates for

the continent that are amongst the

world’s highest growth rates for

reforming countries. Paradoxically, a

few years hence few may recall or

notice that Africa’s rise from poverty

followed its pro-market reforms and

preceded G-8 initiatives. History may

give credit where it is not due.

Sub-Saharan Africa has the

least economic freedom of any conti-

nent or region. However, economic

freedom and democracy have been

increasing and, with 5% growth for

the region in 2005, Sub-Saharan

Africa is now one of the fastest

growing regions on earth. If such

plans as The New Partnership for

Africa’s Development (NEPAD),

especially the economic policy and rule of law compo-

nents, are implemented purposefully, the evidence

predicts that the region will grow at even faster rates.

What is necessary for Africa to rise from poverty is no

longer a mystery. Africa distinguished itself as the only

continent to get poorer for thirty years. The new

millennium saw Africa’s legacy of failure reverse

dramatically, perhaps permanently. The end of the

1900s saw most African countries shift towards

democracy and free markets. In 2000

eighteen of Sub-Sahara’s forty-nine

countries had growth at rates exceed-

ing 4%. By 2004 there were twenty-

five, giving the region more high

growth countries (over 50%) than any

other region or continent. Growth for

the region averaged a respectable

3.7% for the first five years of the

new millennium, and was 5% in 2005.

Eleven countries sustained growth

rates exceeding 5% between 2000 and

2004.

Since 1979 the World Eco-

nomic Forum (WEF) has been rank-

ing countries (currently 117) accord-

ing to ‘global competitiveness’, defined as a ‘compre-

hensive and authoritative assessment of the compara-

tive strengths and weaknesses of national economies’,

based on selected third party indices and an Executive

Opinion Survey of the opinions of more than 11,000

business leaders and entrepreneurs. Factors found in

WEF research to coincide with ‘growth competitive-

ness’ include technology, public institutions and the

macroeconomic environment. There is a strong correla-

tion between ‘competitiveness’ and ‘economic free-

dom’. The next chart shows that Sub-Saharan African

countries have experienced increased economic free-

dom.

South Africa was 42nd out of 117 ranked coun-

tries in the latest index (2004), down from 41st in the

previous year, and the following chart shows that it

reformed least towards competitiveness during the

1990s, with Mozambique having reformed most.

There is a tenacious mantra to the effect that Africa is

poor because of the ‘colonial legacy’ and that the West

owes it aid because it exploited African colonies.

Obvious flaws in this view are well documented, so
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there is no need to do more here than

remind readers that:

� Some of the world’s most prosper-

ous countries were colonies (USA,

Canada, Australia, New Zealand,

Norway, Iceland, Singapore, and

Hong Kong – not yet independent).

� African countries grow, like other

countries, at rates predicted by

their economic policies – which

means, increasingly, at very high

rates, suggesting that having been

colonised has no relevance, except

to the extent that former colonies

were left with crude democracies

(stripped of necessary liberal

democratic ‘checks-and-bal-

ances’).

� There are few countries that have

never been colonised or occupied,

and there is no statistically signifi-

cant correlation between colonisa-

tion, either as a coloniser or a

colony, and prosperity.

When countries with similar economic

freedom indices are compared, it

becomes clear that whether or not

they were colonised or colonisers is

irrelevant. The evidence suggests that

the extent to which there is a ‘colonial

legacy’ is a self-inflicted matter of

choice, and that former colonies can

achieve very high living standards in 20 years – less

than twice as long as South Africa has been demo-

cratic.

More specifically, the outlook for a country’s

economy is dependent on factors within its direct

control, and not on such variables as natural resources,

climate, size, race, culture or arable land, nor is it

dependent on extraneous (exogenous) vicissitudes, like

foreign aid or tariff-free access to foreign markets.

The lack of investment coincides with a lack of

income. Amongst the most under-appreciated factors

coinciding with prosperity are savings, capital forma-

tion and investment, which play a decisive role in high

growth economies. Furthermore, there is a very strong

correlation between investment per worker and income:

for workers to be employed and earn more, there must

be investment.

Inferior legal systems coincide with poverty. As

explained elsewhere, improving the legal system, and

especially reducing crime, may be the single most

important factor for South Africa if it wants to have

more in common with the world’s winners.

Capital formation in SA by organisation
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Africa and South Africa in context

The myth that ‘the rich get richer and the poor get

poorer” is addressed below under the heading ‘poverty

and inequality’. There are two related myths to the

effect that the same happens between countries, the

first being that rich countries get richer and poor

countries get poorer, and the second to the effect that

poor countries are at a disadvantage because they lack

capital, markets, technology, skills, institutions and so

forth. They can therefore, supposedly, not catch up

with rich countries that use their competitive advantage

to move even further ahead.

The first idea is not, technically, a myth. It is

true as can be seen below, that the least free fifth of

countries, almost all of which are African, get poorer

on average, and the top fifth get richer, but this is a

function of economic policy rather than being rich or

poor. In other words, the poor get poorer when they

choose poor policies.
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Are poor countries at a disadvantage?

– ‘The Funnel’

Regarding the belief that rich countries can grow faster

than poor ones because of superior endowments, the

reality is what we call ‘The Funnel’, with some poor

countries growing and some contracting at much faster

rates than rich ones. Rich countries congregate in the

narrow end of the funnel, neither growing nor contract-

ing much. What matters is that there is nothing other

than a lack of political will stopping poor countries

from growing at spectacular rates. Conversely, the

laws of economics are harsh. Whilst rewarding poor

countries generously for doing ‘the right thing’, they

are ruthlessly cruel when they don’t.

Why don’t poor countries choose prosperity?

It is clear from the data what poor countries would

have to change if they want to be more like winners,

and it is clear from The Funnel that they are at no

fundamental disadvantage. Since so few poor countries

follow the example of the few that break from poverty

to prosperity, it is necessary to see whether they are

constrained in some way. There are many anecdotal

and a priori views to the effect that poor countries do

not have the sophistication needed for a market democ-

racy, that they should not or could not do without

dirigisme, that aid from rich countries gives govern-

ments of poor ones irresistible incentives to cause

poverty, that rich countries keep poor ones impover-

ished in mysterious ways for sinister ‘globalisation’

reasons, and so on.

There seems to be no intellectually rigorous

(testable) analysis behind such conjecture. Such

hypotheses do not survive scrutiny. All suggestions that

poor countries are at a disadvantage are refuted by a

few basic facts.

� Many poor countries with diverse starting condi-

tions (big or small areas or populations, hot or cold

climates, resource-rich or resource-poor, previously

colonised or independent, coastal or landlocked,

mountainous or flat, white or black, religious or

secular) became rich after their governments

adopted policies that coincided with prosperity

elsewhere. There is no reason to believe that, from

a growth perspective, there is anything distinctive

about poor countries. That governments often say

their country is a ‘special case’ may be an excuse

for pursuing policies that failed elsewhere or for

avoiding proven success factors in the interests of

advancing hidden political agendas. There is

disagreement among scholars on

the significance of abnormal

phenomena like conflict and dis-

ease. The evidence suggests that

even such massive disasters as the

incredible floods in Mozambique

and the world’s highest incidence of

HIV/AIDS in Botswana do no

more than slightly reduce high

policy-induced growth rates.

� Some rich countries became poor

after adopting policies that coincide

with poverty internationally.

Argentina was one of the world’s

richest countries. It regressed under

Peronist policies of the type that

usually coincide with stagnation

and regression, and is now a poor

country. China also regressed

economically under Maoism,

and Zimbabwe is doing so under Mugabe. The

economic performance of these countries is pre-

dicted by the policies they followed.

� The idea that first world policies, or ‘globalisation’,

cause third world poverty, also appears to be

mistaken. Many poor countries achieve high eco-

nomic growth rates under conditions that are

supposed to hold them down. They seem to grow in

direct response to internal policies, almost as if

global conditions are irrelevant. It may be that

governments fail to achieve their policy goals

because they mistakenly believe that their fate

depends on external forces, to which end they may

divert energy to try to create favourable interna-

tional conditions rather than to get things right at

home.

� The most conclusive refutation of third world

poverty theories is that the world’s highest growth

countries – the ones getting richer fastest – are poor

countries. As explained later in the discussion of the

income gap, a much higher growth rate in a poor
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country might add less in nominal

terms to its per capita wealth than

the addition to a rich country’s

wealth where growth is much

slower. In this sense the ‘gap’

between rich and poor countries

may grow irrespective of how

spectacularly poor countries

perform. The essential point is

that, whatever the current income

level of a country, the best that can

be achieved is for it to grow fast.

Comparisons between itself and

other countries on the basis of

relative wealth should be ignored.

� This income gap anomaly is

similar to the off-a-low-base

phenomenon. When the observa-

tion is made that a poor country,

say Mozambique, is achieving one

of the world’s highest growth

rates, a typical retort is ‘yes, but

it’s off a low base’. This is a

virtually meaningless statement,

yet it is exceedingly common. Is

high growth meant to be easier to

achieve off a low base? Perhaps

this is so, but most poor countries

stagnate or contract. What matters

is the fact that poor countries

appear to respond, as do rich

countries, to whatever domestic

policies their governments adopt.

The only difference according to

the data, as explained below,

appears to be that the effects of

comparable policies in rich and

poor countries differ only in extent

and not in substance.

The following graphics show charac-

teristics of low, middle and high-

income countries (LMH), and how

these compare with sub-Saharan

African countries. They appear fully

to explain why Africa is poor, despite

having been decolonised for many

decades (starting with Ghana 50 years

ago), despite being richly endowed

with natural resources, and despite

trillions of dollars in aid. They also

show some of the critical factors

African governments, including South

Africa, would have to change if they want to have

more in common with winners and less in common

with losers.

LMH and sub-Saharan Africa economic freedom
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LMH and military interference in courts
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LMH and regulations / bribes
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Poor countries have poor policies

The following charts show aspects of the plight of poor

countries, apparently due to poor policies.

Land and agriculture

African countries, including South

Africa, and especially Zimbabwe, are

tormented by conflict over land, often

called ‘the land question’. The under-

lying assumption is that people need

land to prosper and that when the

‘wrong’ people hold too much land,

‘landless masses’ suffer as a result.

The evidence does not support this

view. Firstly there is no significant

correlation between ‘access to land’

and prosperity. If anything, the

reverse is true – where there are more people ‘on the

land’, there is more poverty. Prosperity coincides with

urbanisation, and the conversion of rural and agricul-

tural land to agribusiness, with

farming being regarded as simply a

form of enterprise.

Romanticisation of agriculture

is virtually universal. South Africa is

one of the few countries that (since

transition from apartheid) deregulated

and privatised agriculture virtually

completely; giving it what appears to

be the world’s freest market in agri-

culture. Rhetoric about the need for

countries to be food producers is

common; yet there is apparently no

evidence that people need to produce

food to have it.

What markets do – all markets

– is convert by a seemingly miracu-

lous technology what people have into

whatever they prefer. All one has to

do to change platinum and gold into

food or clothes is put it in ships and

send them into the ocean. They return

a few days later with clothes or

computers. Wine farmers put surplus

wine in ships and they return with

books and radios. Prosperous coun-

tries, like individuals, concentrate on

selling what they do or produce

competitively and buying goods and

services from whoever supplies them

on the most favourable terms.
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The South African government has been liberal-

ising foreign trade at a modest pace. This shifts the

country towards free trade, which characterises rich

and high growth countries.

Not policy formulation

This document does not recommend policies. It pro-

vides information that can assist policy makers to

formulate policies. What, if anything, policy-makers

should do with this information is beyond the scope of

the exercise, which does not consider or attempt to

resolve complex political imperatives that make it

difficult or impossible for governments to follow the

example of the world’s most successful countries.

When it is clear that policy A is more likely than policy

B to achieve objective X, and that policy C is likely to

be counter-productive, C might be chosen anyway. For

instance, A, the policy most likely to succeed, may be

unconstitutional or unconscionable.

Even if forced labour is the best

way to increase farm production, it

should be rejected for constitutional

and human rights reasons. B, though

less effective, may be politically

impossible, such as the conversion of

all game reserves and wilderness

areas to farms. C, which may reduce

the likelihood of achieving the objec-

tive, may be chosen because it

achieves other preferred objectives. It

can be decided legitimately to reduce

farm production because the arable

land is more valuable for urbanisa-

tion, eco-tourism or mining. One of

the most obvious examples of this sort

of trade-off is the retention of game

reserves and wilderness areas for conservation pur-

poses at the expense of agriculture. Agriculture is often

not the best way to use rural land. Eco-tourism, for

instance, often yields more revenue.

The integrity of the legal system

is crucial for growth

Perhaps our two most important

findings are that certain common

beliefs and axioms are unfounded,

and that the single most important

factor for South Africa’s major policy

objectives is jurisprudential rather

than economic, namely the integrity

of the legal system. Almost all gov-

ernments in the post-communist era

pay lip service to “the rule of law”.

Everyone from George Bush to

Robert Mugabe says they uphold the

rule of law, yet they and most other

leaders, perhaps unwittingly, violate it

routinely. What matters, it seems, is

the extent to which governments understand what it

means in practice, that they know spontaneously when

things they are tempted to do to govern expeditiously

and decisively are ill-advised because they violate

aspects of the rule of law, some of which are elusive

and subtle.

Once coinciding factors are identified, the logic

of various disciplines can be applied to establish

probable causality and the feasibility of implementing

policies that appear on paper to be ideal.

The evidence suggests that a conceptually

simple way to reduce corruption is to subject public

administration to extreme controls (‘checks and bal-

ances’ and ‘red tape’). Even so, the government is

likely to continue, probably justifiably, to reduce red
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tape within government, whilst

increasing the imposition of red tape

(regulation) in the private sector, and

it is likely to try to find other, perhaps

less effective, ways of combating

corruption. It will do so in order to

improve the efficiency with which its

policies are implemented (‘delivery’).

Does this mean that corruption

is an inevitable concomitant of ‘lean

and mean’ administration? What

countries with low levels of corrup-

tion have in common is a combination

of the two most significant success

factors for virtually all policy objec-

tives. The first and most important of

these is the degree to which the

government understands and upholds

the rule of law.

The rule of law has various

jurisprudential components, all of

which reduce the likelihood of corrup-

tion and abuse of power. The most

significant components are, however,

substituting discretionary power with

objective criteria and making the

separation of powers a living reality.

The separation of powers requires

that law-making be returned to

legislators and adjudication to the

judiciary; that it be removed from the

executive where legislative and

judicial functions have been concen-

trated incrementally.

The natural propensity of

governments to transfer legislative

and judicial functions to the executive

was exacerbated under apartheid

because conflation of powers is an

integral aspect of authoritarian

government. South Africa’s rule of

law score has improved since transi-

tion, but the erosion of the separation

of powers component has been

continued rather than reversed.

Everyone familiar with the tendency

for so-called ‘subordinate legislation’

to be made within the executive

branch of government, and for judi-

cial ‘activism’ by the courts, will be

aware of many anecdotal examples.

The second corruption-reducing

factor is for the economy to be relatively free of

controls (private sector red tape or ‘regulation’). The

corruption index correlates strongly (inversely) with
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the rule of law index: a lower rule of law score coincides with more corruption. The converse is true of regulation:

more regulation coincides with more corruption.
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Growth-inducing factors are not necessarily obvious

One of the most instructive aspects of this research

relates to those factors that do not coincide with policy

objectives. There are many beliefs that certain factors

are conducive to prosperity; factors that seem so

obviously correct that they tend to be accepted without

evidence. There is a powerful notion, for instance, that

natural resource endowment or substantial spending on

education coincides with high economic growth. It is

easy to assume that countries rich in natural resources

outperform countries that lack resources and that the

presence of natural resources may be a statistically

significant non-policy factor in foreign exchange

revenue, or that conducive climates ensure high

agricultural yields. As already ob-

served, the most important factors are

government policies, which means

that any country can achieve almost

any policy goal by adopting the right

policy mix.

Since every benefit comes at a

cost, policy makers would benefit

from cost-benefit analyses of what-

ever policy they consider. Regulatory

Impact Assessments (RIAs), if done

properly, will give them an idea of the

expected costs and impacts of poli-

cies. RIAs, however, tend not to

address the more complex and poten-

tially more important question of how

promoting objective A, for example

consumer protection, will impact on

B, C and D, which may be availability of credit,

product range and prices, or investment and innova-

tion.

After analysing many variables, it became clear

that there are usually costly trade-offs. Laws promot-

ing improved working conditions, job security and high

wages often succeed for people with jobs, but coincide

with high unemployment. Consumer protection laws

often coincide with reduced service, innovation and

choice, especially for the poor. There are many such

examples. Indeed the isolated pursuit of a single

objective usually has perverse secondary conse-

quences, often doing more harm than whatever

benefits are achieved – economic growth being the

exception. �
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Chapter 4

THE GROWTH
IMPERATIVE

19

Everything gets better with growth

Growth matters for two reasons. Firstly, there are

many statistically significant concurrences, but by far

the most significant, as already mentioned, is that

almost all policy makers’ objectives are achieved in

rich countries. The evidence suggests that countries

become richer faster if their governments implement

high growth policies, that is, policies that characterise

high growth countries. Secondly, few people realise

how much faster countries become much wealthier if

they achieve just slightly higher growth rates. This

‘growth imperative’ section addresses these two

aspects in turn.

The overwhelming coincidence between growth

and most policy objectives suggests that growth is both

an effect and a cause. Factors that are good for growth

are likely to be factors that are also good, for example,

for savings, investment, job creation and competitive-

ness. Additionally, high growth means more wealth and

coincides with more and better education, health care,

infrastructure, security, safe water and clean air.

High growth tends to follow the implementation

of the specific policies identified in our research. Those

policies also appear to be good for almost everything

else that policy makers desire.

It is commonly assumed that ‘society’ and ‘the

planet’ endure massive impacts as side-effects of

economic growth, that growth promotes social tensions

and class conflict, causes resource-

depletion, destroys the environment,

endangers species, pollutes rivers and

oceans, and much more. The reality is

much more satisfactory. Almost every

indicator of human and environmental

well-being is much better in rich than

in poor countries, and, instead of

causing problems such as social or

environmental damage, these indica-

tors improve rapidly at high growth

rates. In his book, It’s Getting Better

All the Time: 100 Greatest Trends of

the Last 100 Years, the late Julian

Simon (with Stephen Moore) summa-

rises most of the relevant data to show

that, notwithstanding the propensity

for catastrophism, most things are

getting better for most people in most countries most of

the time. This is a popular version of more substantial

books, such as his seminal The Ultimate Resource II.

By achieving the single objective of high eco-

nomic growth, governments can get as close to ‘free

lunches’ as reality permits. Economists tend to regard

this as so obvious that they proceed without illustrating

the point with hard data on the determinants of eco-

nomic growth. This project is indebted to them for it. It

means that it was possible to draw on what has been

done, which does not yet include comprehensive value-

free identification of all factors coinciding with high

economic growth.

Although the facts no longer leave room for

serious debate, most people, even experts, remain

surprisingly uninformed. The relevant point here is that

everything examined suggested that growth is the best

way to achieve policy objectives. With prosperity, it

makes surprisingly little difference what non-growth

policies governments adopt. High growth appears to be

very forgiving. Policy makers can make many mistakes

and the consequences will be ameliorated if there is

high growth.

There is, of course, no index for ‘everything’.

The following chart is a stylised way of illustrating the

point. Components of ‘everything’ include over 500

factors for which there are published data and indices.

Wealth makes 'everything' better

0

10

20

30

40

50

60

70

80

90

100

1g 5g 10g 15g 20g 39g 35g 40g 45g

'E
v

e
ry

th
in

g
'

$ GDP pc



20 HABITS OF HIGHLY EFFECTIVE COUNTRIES

The Good Society and its friends

Thanks to Sir Karl Popper’s seminal book, The Open

Society and its Enemies, the concept of the ‘open

society’ is enshrined, apparently uniquely, in our

Constitution, which permits departures from the Bill of

Rights only if consistent with a democratic and open

society (§36). Social philosophers have used many

terms to describe the ideal world. An open society is

one of its components. Prosperity is a term that implies

material well being in some countries, and spiritual

well being in others. Terms like emancipation, libera-

tion, social justice, fulfilment, the ideal society, the

good life (Socrates), or simply the good (Plato, Aristo-

tle) are also used. The American Constitution uses

general welfare. Religious believers speak of societies

informed by faith or their religious values. Ideologues

want socialism, liberalism, capitalism and the welfare

state. The comprehensive concept, for which there are

no unambiguous definitions or words, embraces all

aspects of life and too many factors to be researched

immediately but it does invite incremental research

over time. Our approach permits us to identify what

coincides with any desired state of affairs.

Objectively, almost everything is getting better

almost all the time, for almost everyone, almost every-

where. While philosophers, scientists and policy-

makers debate the nature of the ideal society, millions

of people are voting with their feet. They go from poor

to rich countries. The poorest of the poor do not need

this research to tell them that most things are better for

most people, especially destitute people, in rich coun-

tries. They want to live in prosperous countries and

they want to live in their own countries: they want their

countries to prosper, and they want their policy-makers

to know how to make that happen.

One way to imagine the good society is the

degree to which people are happy. There are various

attempts at measuring happiness. Quality of life

indices do so, the most recent and sophisticated being

that of the Economist Intelligence Unit. Measures of

human misery amount to the same thing inversely.

There is a World Database of Happiness (http://www2.

eur.nl/fsw/research/happiness/). The first government to

measure its performance by the happiness of its sub-

jects is Bhutan. In 1972, King Jigme Singye

Wangchuck said he was more concerned with Gross

National Happiness than with Gross Domestic Prod-

uct. There is a lot to be said for this idea conceptually.

A measure for happiness overcomes the concern that

economists are too obsessed with monetary measures

of well-being. This would be a legitimate concern were

it not for the fortuitous fact that all measures of well-

being tend to move in sympathy with each other: richer

societies are happier societies. Perhaps ordinary people

can be trusted to know better than intellectuals what is

good for them, and they want to be in rich countries

because, in their judgment, they have better security,

welfare, justice, human rights and so on.

There are many possibilities, some general and

some specific. There is even a Tax Misery Index (http:

//pdf.forbes.com/media/pdfs/TaxMisery.pdf). According to the

Happiness Index, people are happier in freer societies

although they tend to believe that things are getting

worse when, in fact, they are improving.

Examples of ‘everything’

There are hundreds of published indicators of condi-

tions generally regarded as preferable. Most refer to

the human condition and a growing number are con-

cerned with the environment. More wealth, democracy

and press freedom; less crime, unemployment, dis-

crimination and inflation; higher life expectancy and

literacy rates; cleaner air, less endangered species and

a stable climate; better respect for human rights, and

so on, are generally regarded as preferable. Exceptions

to the general rule that everything is better in wealthier

societies are hard to find.

There is a view that well-being should not be

measured in material terms, the most fundamental

question being: under what conditions are people

happier? Various alternatives have been considered,

such as indices for happiness, life satisfaction, quality

of life, misery, and hardship. Bhutan has happiness as

an official policy objective. There is no recognised

index measuring simply how people feel. Surrogates

are usually used for happiness, such as arbitrary

presumptions about the supposed (de)merits of specific

religious beliefs, cultural factors, ‘sustainability’ or

participation in civil society. Some indices should be

dismissed because they are ideologically contrived to

avoid the fact that people enjoy and seek material

wealth. The evidence suggests that, in most countries,

wealthier people are happier. However, in the world’s

few rich countries, more wealth does not appear in all

studies to coincide with more ‘national happiness’.

The Economist Intelligence Unit (EIU) ranked

the ‘quality of life’ in 111 countries (The World in

2005), and found that the ‘main factor’ in ‘life satis-

faction’ is income. When all nine factors in their index

are considered (health, political stability, family and

community life, climate, job security, political freedom,

and gender equality) richer countries are not always

happier but richer countries are usually happier. There

are, for instance, no poor countries in the top twenty,

and no rich countries in the bottom twenty. South

Africa is twentieth from the bottom (92nd), with Zimba-

bwe last (111th).
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The EIU also produced a ‘hardship’ index, with similar results. There are other indices, such as a ‘human

misery’ index, which found less misery in rich countries, with Switzerland topping the list.

World Values Survey produces ‘happiness’ and ‘life satisfaction’ indices, which also reflect strong correla-

tions between national happiness/satisfaction and wealth, as does the European Foundation’s ‘quality of life’

survey, which ‘reveals that levels of individual well-being reflect levels of national prosperity and the quality of

society, with dissatisfaction, unhappiness and feelings of alienation being concentrated in Europe’s poor regions’.

Taken together, diverse indices correlated with wealth can be represented, like ‘everything’ above in a

stylised manner, plateauing off to reflect that within very rich countries more national wealth may not produce

more national happiness.

Health

Life expectancy (longevity) is recognised as an indicator of health. There are many disease-specific health indica-

tors, such as cancer and heart disease rates (adjusted for same-age people), and disease prevalence estimates,

especially ‘diseases of poverty’, like AIDS, malaria and tuberculosis. It is clear from the evidence that wealthier

is healthier.

Health (longevity) and wealth
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Literacy

Adult literacy rises rapidly in sympathy with wealth. Most adults are illiterate in the world’s poorest countries

and there is virtually no illiteracy (<0.1%) in the world’s richest countries.

Human development

Economists used to dominate the definition and measurement of the human condition. They concentrated, and still

do, on ‘economic growth’, measured with increasing sophistication, though with debatable accuracy, changes in

the ‘gross domestic (or national) product’, which is essentially the amount of economic wealth produced in a

country. Other social scientists were concerned about other, perhaps more important, factors than material wealth,

and have developed a range of alternative indicators. The best known of these is the Human Development Index

(HDI), published by the United Nations Development Programme (UNDP). It turns out that most alternative

indicators of human well-being, including the HDI, are better when there’s more wealth.

Wealthier is more literate
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Sanitation

The proportion of people with ‘improved sanitation’ (effective disposal of domestic waste) is a recognised indica-

tor of hygiene, health and pollution. Access to sanitation ranges from virtually none in the world’s poorest rural

communities to 100% in rich countries.

Water

Available indices for access to safe water and the literature on the subject indicate that access to safe water varies

from virtually none in poor communities and countries to 100% in rich ones. �
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Chapter 5

POVERTY, INEQUALITY
AND DESTITUTION
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Should there be a ‘war on poverty’?

‘Poverty and inequality’ are often referred to as if they

are two sides of a coin. They are, but not in the sense

usually assumed.

‘Poverty’ has two distinct meanings: destitution

and inequality. The latter meaning refers to the omni-

present fact that some people have more wealth (or

some other advantage) than others. However, relatively

poor people often enjoy high living standards, such as

‘poor’ people in rich countries, who are among the

wealthiest people on earth. Curiously, this is the sense

in which the term is usually used, despite the obvious

fact that saying ‘poverty and inequality’, where pov-

erty means inequality, is as nonsensical as saying

‘inequality and inequality’.

It makes sense to combine the terms only in the

first sense, destitution, not just for the reason given,

but because there is less inequality in (a) rich countries

and (b) in ones with high growth rates. Furthermore,

compassionate people are more concerned about

destitution than whether rich people by global stand-

ards have wealthier compatriots.

Because of the profound significance of the

issue in South Africa, especially in its racial and

historical context, special attention is given in this

study to determining which policies coincide interna-

tionally with less poverty and more equality. Equality

in this context does not refer to equal rights (equality at

law), or equal freedom from discrimination (equal

treatment), but to equal material circumstances (mate-

rial equality – incomes and living standards). The most

commonly published and recognised indicators of

material equality are the Gini Coefficient, and upper

and lower categories of income earners (the top and

bottom five, ten, twenty or whatever per cent).

Fortuitously, policy makers do not have to

promote one at the expense of the other because there

is no trade-off – prosperity does not exacerbate in-

equality. They do not have to decide whether less

destitution (decent living standards for people at ‘the

bottom of the pile’) is more important than relative

poverty (the ‘income gap’).

A common, tenacious and very dangerous

misconception regarding inequality explains why many

commentators, especially in social sciences, doubt

whether economic growth is good for the poor. This

misconception informs the notion that redistribution

should take precedence over growth, whereas growth

per se is spontaneously redistributive and egalitarian.

The income gap fallacy

On April 4 2006, BBC World ran a programme on

China in which one of that country’s biggest problems

was reported as being that high growth was causing an

increase in the income gap. However, the poor appear

to be getting poorer whenever there is growth, even if

they get richer much faster than the rich. It is easy for

policy makers to be misled by the ‘income gap’

anomaly into adopting ‘income redistribution’ policies.

Simple arithmetic explains why poor people usually

benefit more from growth than redistribution.

Poor people in rich countries are much better

off in absolute terms than their counterparts in poor

countries – and they know it, which explains the global

propensity for poor people to migrate (lawfully or

unlawfully) to rich countries, usually from countries

where governments redistribute more to ones where

they get fewer hand-outs, especially as immigrants.

Inequality is similar in rich and poor countries (the

‘income distribution’ in poor and rich countries is

similar). If the GDP of rich countries is ten times that

of poor countries, the poorest people in rich countries

tend to be ten times richer than poor people in poor

countries. The significance of this is that if, say, the

poorest 20% of people in the richest country were to be

regarded as a separate country, that country would be

one of the world’s richest. In other words, poor people

in rich countries are poor only by comparison with the

world’s richest elites.

It was widely lamented by critics of economic

growth that the white-black income gap grew during

the USA’s prolonged high growth period (from Reagan

through Clinton). They created the impression that the

rich were getting richer and the poor, poorer. In truth,

although the gap was growing, the poor were also

getting richer faster.

The reason why concern about the income gap is

misleading is clear from very simple arithmetic. If rich

person A earns $10,000 and poor person B earns $100

the ‘income gap’ is $9,900. If they both get 10% richer
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thanks to an abnormally high 10% growth rate, A has $11,000 and B $110, and the new ‘gap’ is nearly $1,000

bigger (from $9,900 to $10,890).

If A gets 10% more whilst B gets a stupendous 100% increase, A gets, as before, $11,000 and B celebrates

having twice as much (from $100 to $200) … until someone points out that even if B’s income grows ten times

faster than A’s the ‘gap’ grows from $9,900 to $10,800, again by nearly $1,000. B’s income would have to grow

an impossible 1000% merely to maintain the initial $9,900 gap.

If, at the outer limits of what might be achieved

in the real world, B’s income rises twice as fast as A’s

(20% versus 10%) in a highly successful country

exceeding 10% growth, it will take 13 years for B to

reach A’s initial income, but by then A will be earning

$3,452 and the gap will have more than doubled from

$980 to $2,382. At these rates, the relative gap does

close, but very slowly, A’s income declining from

1000% to 323% of B’s over the 13-year period. It will

take many years for the nominal gap to start closing.

After many more years incomes will equalise.

The real-world gap between rich and poor is

much more than the simple round numbers used for

this illustration. ‘Rich’ people, such as judges and

government ministers, earn a few hundred times more

than poor people. Some business people earn many

times more than judges and ministers.

Reality for people who fantasise about a world

with closing income gaps is that all increased prosper-

ity – any growth at all – increases the income gap. The

only way to prevent this is stagnation or depression

(‘negative growth’) as in Zimbabwe.

The table shows what happens over time with a

mere ten-fold difference between rich and poor, and

that income gaps in the crude popular sense close only

under conditions of extreme hardship, especially for

the poor.

In freer economies ‘the rich get richer

and the poor get richer faster’

There is a widespread assumption that there is more

inequality and poverty, however defined, in freer

economies, where governments redistribute less wealth.

Fortuitously and, perhaps, counter-intuitively, there is

only a small difference in levels of equality of condi-

tion between free and unfree economies on average,

and there is much less absolute poverty (destitution) in

freer economies.

The following chart (2001) shows the Gini

Coefficient (from zero to one hundred on the vertical

axis, where higher scores mean less equality) and

quintiles (five groupings) for unfree to free economies

on the horizontal axis. There is virtually no difference

in levels of inequality between free and unfree econo-

mies. To the minimal extent that there is a difference,

free economies are characterised by more equality. Of

greater significance according to the second perspec-

tive, is that the poor have much higher living standards

in free economies, which may explain why poor people

tend to migrate from economies that are less free to

those with more economic freedom where governments

supposedly do less for them.

Person Income Growth Result Gap 
Rich $10,000 + 10% = $11,000 (Initial gap – $9,900) 
Poor $100 + 10% = $110 $11,000 – $110 = $10,890 
Poor $100 + 20% = $120 $11,000 – $120 = $10,880 
Poor $100 + 100% = $200 $11,000 – $200 = $10,800 
Poor $100 + 1000% = $1,100 $11,000 – $1,100 = $9,900 

 

Year 
Low 

income 
Growth Result 

High 
income 

Growth Result Gap 

1 $100 + 20% = $120 $1,000 + 10% = $1,100 $980 

2 $120 + 20% = $144 $1,100 + 10% = $1,210 $1,066 

3 $144 + 20% = $173 $1,210 + 10% = $1,331 $1,158 

4 $173 + 20% = $207 $1,331 + 10% = $1,464 $1,257 

5 $207 + 20% = $249 $1,464 + 10% = $1,611 $1,362 

6 $249 + 20% = $299 $1,611 + 10% = $1,772 $1,473 

7 $299 + 20% = $358 $1,772 + 10% = $1,949 $1,591 

8 $358 + 20% = $430 $1,949 + 10% = $2,144 $1,714 

9 $430 + 20% = $516 $2,144 + 10% = $2,358 $1,842 

10 $516 + 20% = $619 $2,358 + 10% = $2,594 $1,975 

11 $619 + 20% = $743 $2,594 + 10% = $2,853 $2,110 

12 $743 + 20% = $892 $2,853 + 10% = $3,138 $2,246 

13 $892 + 20% = $1,070 $3,138 + 10% = $3,452 $2,382 
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Economic freedom and equality

(0 = equality; 100 = inequality)
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Having seen that during all growth periods the income ‘gap’ is likely to grow even if the poor get richer

much faster than the rich, and the preceding chart shows there tends to be more income equality with more

economic freedom, what remains is to establish what happens during high growth. Since economic freedom

coincides with higher growth, and with greater equality, it is to be expected that there is more equality during high

rates of economic growth, and indeed there is. However, it is a weak correlation, which is apparent from the

scatter distribution around the trend line.

Growth and equality (Gini)
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The miracle of poverty

Countries are classified as low (<$825 pa), middle ($826-$10,066) and high (>$10,066) income. Numerically,

most countries are middle (94), and roughly equal numbers are rich (55) and poor (59). Middle-income countries

are sub-divided into ‘upper’ and ‘lower’ middle income countries. Middle-income countries, despite their classifi-

cation as ‘middle’, are much closer to poor on average than to rich. What this means is that three-quarters of the

world’s countries are relatively poor and a quarter are rich. There is no reason to doubt that all countries would

be rich in less than a generation if they adopted the habits of highly effective (rich and high-growth poor) coun-

tries.
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LMH income and infant mortality
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If the grouping of countries is reduced to these three categories, a simplified, but perhaps clearer, picture of

the implications of being rich or poor presents itself.

If being rich is the policy maker’s answer, how

to become rich is the question.

Analyses range from casual observation that

capitalist economies appear to outperform alternatives,

to complex mathematical modelling and econometric

analyses, which generally reach the same conclusion.

The evidence that freer economies tend to outgrow less

free ones is now so overwhelming that it is no longer

subject to legitimate informed debate. Given the degree

to which governments now know how to achieve

prosperity, the interesting question is why don’t they?

Why are most countries poor? The answer may be that

there are other policy goals, such as environmental,

political, cultural, religious and social goals. Policy

makers advance some of these other goals at the

expense of prosperity. However, this report shows that

almost all other goals are achieved more expeditiously

and substantially when countries are rich, to which end

they must grow – the faster, it seems, the better. This

report is a contribution to policy makers in the hope

that they will be better informed and therefore better

equipped to settle policy priorities optimally.

It has been customary to call the handful of

countries that achieved very high rates of economic

growth – catching up, and, in some cases, overtaking

their colonisers, such as Hong Kong and Singapore

overtaking Britain, ‘economic miracles’. The evidence

suggests that there was really nothing miraculous

about these splendid successes, that they may have

been typical examples of the natural result of high

levels of economic freedom objectively measured.

When not unduly constrained by taxes and controls,

people in such countries appear to prosper naturally

and automatically.

In a very real sense it is not wealth, but poverty

that is an economic miracle. Left to their own devices,

people appear to trade and manufacture, thus produc-

ing wealth spontaneously. That there are so many

policies that curtail this natural propensity, and that

governments, often equated with inefficiency, succeed

in achieving poverty is a formidable accomplishment.

That Mauritius, and now China and India, suddenly

started growing at spectacular rates happened naturally

when constraints were relaxed.

Growth, the Eighth Wonder of the World

Albert Einstein, Barney Baruch, Arthur C Clarke and

other luminaries are credited with calling compound

growth ‘the eighth wonder of the world’. Whoever it

was, the awesome power of compound interest is one

of the most significant weapons in the policy maker’s

armoury. The compounding effect of sustained eco-

nomic growth is experienced by a country’s citizens

much more rapidly and substantially than most people

realise. Dividing 70 by a country’s growth rate, ac-

cording to the ‘Rule of Seventy’, is an easy way to

calculate how many years it takes for wealth to double.

At 7% growth the average person is twice as wealthy

in 10 years.

At 1% it takes seventy years, thirty-five years at

2%, and just seven years at China’s 10% growth rate.

In other words, had the new South Africa grown at

China’s rate, South Africans would have doubled their

incomes by 2001, and would have done so again by

2008.

=  10

7

70
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This chart contrasts the adverse impact on Argentina (1%) and Venezuela (0.1%) of slow growth, with

Japan (4.7%) growing at rates recently achieved by South Africa and Hong Kong (6%) at the rates to which the

government aspires. In a generation Hong Kong and Japan went from half to three and four times South Africa’s

per capita GDP.

Growth and resultant wealth (1970-2001)
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The next chart shows where South Africa will be if it reverts to stagnation or if it grows at rates experi-

enced during recent years by other countries. It shows that, had South Africa grown at high growth rates since

transition, and continued doing so for a second decade, if would have been one of the world’s wealthiest countries.

GDP after 5, 10, 20 years
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If growth is so critical for the achievement of almost all policy objectives, how do the world’s winners

perform? Many countries achieve high rates of growth for atypical years. They can do so with relative ease by

means of techniques often employed when governments need short-term popularity, such as the run-up to an

election, or when there is political instability. One of the most common and effective techniques is ‘priming the

pump’, whereby government spending (financed by increasing the money supply) is increased. The problem is

that such growth is more apparent than real, and is unsustainable. If a country is to be transformed from poor to

rich, it needs sustained growth for a few decades. South Africa has performed poorly compared to the world’s top

performers. If it achieves and sustains the estimated current growth rate, or higher rates wanted by the govern-

ment, it will become a winning nation. This report identifies what the government would need to do for its policies

to coincide with those of sustained high growth countries.

It is more difficult than generally recognised to

know what the growth rate really is. The per capita

growth rate is more significant than aggregate growth,

because it indicates the extent to which the average

person has rising living standards. The problem is that

there is great uncertainty about the country’s popula-

tion size and the population growth rate. The per

capita economic growth rate is the aggregate nominal

growth rate, adjusted for inflation, minus the popula-

tion growth rate, in other words, the rate at which the

average South African is getting richer, bearing in

mind that poor people tend to get richer faster than rich

people.

Population estimates have been adjusted periodi-

cally, usually downwards. The matter is compounded

greatly by uncertainty about mortality attributable to

AIDS. According to some estimates the population

may be declining, or will start doing so soon. This

could have the effect of increasing the average person’s

wealth as measured by the national accounts faster

than would have been the case had normal population

growth rates been sustained. Notwithstanding these

qualifications, the fact is that more economic freedom

is associated with faster growth and more wealth.

The classification of economic systems is based

on an index derived from a number of policy variables.

Policy makers want to know which of them are par-

ticularly significant; they need components ‘unpacked’

with a view to establishing a short list of the most

important. If components are removed one-by-one,

most will not make a significant difference. Govern-

ments can probably ‘get away with’ compromising

those aspects, but they have to know which are crucial.

Some are addressed at different context-specific places

in this report. Some components don’t have to be the

focus of special attention and having them in an index

dilutes the degree to which the index predicts growth

rates and other objectives.

Capital – what it is and does

Lay people, and even some economists, seldom appre-

ciate how important capital is. This may be because it

is equated with capitalism, and socialistically minded

people are inclined to ignore or dismiss it. However, it

is no coincidence that Marx’s magnum opus was called

Das Kapital, or simply ‘Capital’ in English. The

serious debate is not whether there should be capital

formation on a grand scale for a country to prosper –

on that there is consensus – but who should win and

control it.

Without capital, labour does everything with

bare hands. Everything used to supply goods and

services, from a spade to an ocean liner, is capital.

Anything such as tools, technology, equipment and

facilities that enable workers to do more than they

could with their bare hands and without skills, is

capital, which enables individuals and society to

prosper. Capital formation may be the single most

important non-policy contributor to prosperity. It is

therefore necessary to identify under what conditions

GDP pc Average 

Period South Africa Top Countries 

 
Growth 

rate 
World rank 

(127 countries) 
 

Ireland 8.1% 

Latvia 6,3% 5 years average 0.9% 77th 

Estonia 5.8% 

Ireland 6.3% 

South Korea 4.9% 10 years average 0.1% 90
th
 

Chile 4.6% 

South Korea 6.1% 

Botswana 4.8% 20 years average 0.6% 91st 

Ireland 4.8% 
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there will be most capital formation.

The evidence suggests that privately

held capital is more productive and

creates more and better paid jobs.

More importantly, there are higher

rates of capital formation with higher

growth rates, which, in turn, are

associated with more economic

freedom.

Growth and capital formation
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Growth and foreign trade
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For there to be capital there

must be savings, so policy makers

should know how to promote savings.

Again, there is a strong positive

correlation between growth (and

freedom) and savings.

These correlations could work

in either direction, and they may well

be bi-directional, in that they feed on

each other. Policy makers should

promote growth to promote capital

and savings, which in turn, probably

promote growth in a fortuitous loop.

Another factor coinciding with

high growth is free trade, meaning

less import tariffs and no protection-

ism. That this is controversial is a

political and social matter. This

project is concerned with what policy

makers need to know as they navigate

their way through a quagmire of

pragmatic trade-offs.

Growth and savings
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The stronger correlation between freedom to

trade and growth than between foreign trade and

growth may mean that the benefits of free trade exceed

trade itself. It may have additional secondary benefits

in the form, for instance, of improved machinery and

technology. It goes beyond improved productive

capacity. Easier and cheaper access to imported

consumer goods and services may motivate increased

domestic production and thus income with which to

acquire imports.

Things people know that just ain’t so

Mark Twain is reputed to have said, ‘the trouble with

people isn’t their ignorance, it’s the number of things

they know that just ain’t so’. Many examples of such

false suppositions were encountered during this re-

search. Methodology and provisional findings have

been discussed with many experts locally and interna-

tionally, from whom constructive suggestions and

criticisms were received.

Some experts insisted, often with passion, that

this research had overlooked important and proven

growth-generating factors. There is an inclination to

assume that some determinants of growth are so

obvious and predictable that they do not need research-

based substantiation, or that the necessary research has

been done. Examples are the axioms that economic

growth involves the rich getting richer and the poor

poorer, that natural resources make countries rich, that

domestic food production is important, or that in-

creased investment in education and lower taxes

promote growth.

These and other factors that are supposed to be

determinants of prosperity were tested. As a matter of

statistics rather than theory or belief, they do not

individually or together coincide with or precede high

growth to a statistically significant degree.

Education for growth?

At almost every meeting during which research find-

ings were presented, there were people who felt

strongly that more should be spent on education and

training by government and philanthropic donors, and

that ‘skills development’ is a crucial contributor to

economic growth. Because of so much passionate

conviction on the matter, considerable effort was

devoted to investigating the findings on these issues.

The caution is repeated that this

is an exercise in finding coincidences,

which are not necessarily causes.

Higher education budgets are not

followed by higher growth, or by the

attainment of other policy objectives

(apart from education itself). Educa-

tion may well be a growth determi-

nant, but if so, there may be trade-offs

of the kind explained above which

offset the contribution of education to

growth.

That increased education

spending does not appear to stimulate

growth is not a case against improv-

ing education. On the contrary,

education can be seen as a highly

valued end in itself, as one of the

substantial rewards for growth rather

than one of its causes. Growth appears to provide the

wealth with which to improve education as an end in

itself.

There is a single exception, namely that tertiary

education spending on adult males is associated with

higher growth. This may be an anomaly or pure

coincidence. The matter was not pursued because

discriminatory polices, even if empirically sound,

would be politically untenable and probably unconsti-

tutional. For the same reason literature suggesting that

national IQ averages are a determinant of growth was

not researched.

A recurrent proposal is that there should be a

shift from general education to technical or vocational

training. The assumption is that it would better equip

people to get jobs, render them more productive, and

increase the country’s wealth. Anecdotal examples,

such as Japan and Taiwan, are popular. There is, to

our knowledge, no hard evidence to support this view.

Higher literacy rates coincide with prosperity;

there is more illiteracy in poor countries. Higher

literacy rates appear to follow rather than precede

higher per capita incomes.

Increased education budgets and growth are

highly correlated. Does this mean that growth provides

resources for education or that education provides

Growth and trade tariffs
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skills for growth, or are they both

attributable to a third factor? That

they are linked may be pure coinci-

dence. What needs to be established is

how consistent the correlation is. In

how many countries does it occur?

Are there differences between groups

of countries, say rich and poor ones,

or big and small ones? Does the

correlation hold over long periods?

Are there enough countries in the

sample to be statistically significant?

There is an almost direct

correlation between infrastructure and

education spending. Protagonists of

bigger education budgets or greater

scope for private education commonly

attribute growth and the sophisticated

infrastructure associated with it to

improved education. Conversely,

protagonists of infrastructure develop-

ment (whether government or private)

attribute growth and the improved

education that accompanies it to

infrastructure. Sequencing analysis

shows that both education and infra-

structure improvements follow

growth. In other words, they may be

considered amongst the rewards

countries enjoy because they achieve

high growth rather than what they

need to do in order to grow.

However, where more years of

higher education have been completed

by 25-year olds, especially men, there

is significantly higher growth. There

are weaker correlations between

completed years of primary and

female education.

These charts show that there is no statistically

significant correlation between education budgets and

economic performance. In rich countries higher educa-

tion spending coincides with lower growth. To find out

if more spending on education typically precedes or

follows high growth the data were examined and they

suggest that education follows growth. In other words,

if countries want growth the data do not suggest that

they will achieve it by spending more on education. If

they want more to spend on education, they should first

implement high-growth policies.

Non-factors

Many people have strong views on what governments

should or should not do to promote prosperity and

other policy objectives. Bald assertions to the effect

that what ‘they’ should do is so-and-so abound in

casual conversation, popular articles, books, speeches

and, less forgivably, intellectual publications. Some-

times there is empirical evidence supporting such

views; more commonly there is not. This table lists

some of the more common examples with observations.

It is often asserted, usually by lay people, and

sometimes by experts who ought to know better, that

what countries need in order to prosper are factors for

which there is no rigorous measurement, or for which

there has not been adequate analysis. Some factors not

usually assessed do have indices: race, religion and

history, for example. The problem is that there are no

objective measures of such factors, so it was not

possible to assess their significance. Where there were

measures, they were, within reasonable limits, tested.

Education budgets and growth (all countries)
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The following table lists factors that are popularly believed to be determinants of prosperity, but for which

there does not appear to be hard evidence. Leading contenders in the untestable, evidenceless league are amor-

phous concepts like ‘leadership’, ‘commitment’ and the ‘work ethic’. �

FACTORS COMMONLY, BUT MISTAKENLY, PRESUMED TO BE DETERMINANTS OF PROSPERITY 

Factor Observations 

Age  

On the matter of country age, commentators want to have it both ways. One view is 
that old countries are better off than new ones because of established institutions – 
having ‘a head start’. Reverse logic has it that ‘new brooms sweep clean’, and young 
countries out-perform old ones by virtue of being more dynamic, not stuck in 
outmoded ways etc. In truth, there is no meaningful correlation between country age 
and prosperity, once like is compared with like (ceteris paribus). 

Aid 

To the limited degree that there is a correlation between aid and prosperity, aid is 
counter-productive. There are urban legends about post-war U.S. Aid supposedly 
explaining (West) German and Japanese prosperity. This is not the place to 
elaborate, but every significant element of Marshall Aid mythology is mistaken (who 
was funded, by how much, when relative to growth, etc). Calls for ‘a Marshall Plan for 
Africa’ reveal ignorance about it.  

Colonialism 
(colony) 

The view that colonialism explains poverty in post-colonial countries implies that 
countries which have been independent longer, should, on average, be wealthier. 
Two of the few countries that have existed for hundreds of years and never been 
colonised are at opposite ends of the wealth-development spectrum, Iceland (rich) 
and Ethiopia (poor). Conversely, one of the world’s most spectacular success stories, 
Hong Kong, has at relevant times been and, for practical purposes, remains 
colonised, whereas nearby Macau, with an almost identical set of variables 
(colonisation, size, race, etc), is poor. There are many such anecdotal examples and 
formal studies, which show that colonisation is not a significant determinant of a 
country’s prospects. 

Colonialism 
(coloniser) 

There is no significant evidence to the effect that colonisers are better off than non-
colonisers. Some of the world’s poorest countries (China, Burma-Myanmar) colonised 
others, and some of its richest (Switzerland, Iceland) never had colonies. Obviously 
countries had colonies to benefit themselves, but colonising other countries is only 
one of many strategies, and not as effective as, say, US, Swiss and Japanese 
strategies. Most of the world’s top 10 richest or highest growth countries never had 
colonies. 

Democracy 

Democracy does correlate with prosperity. Democracies without market economies 
are not prosperous, though they do seem to be somewhat more so than non-
democracies with similar economic policies. Economic policies and the integrity of the 
legal system are much more significant. 

Education See text. 

History 
Current policies and institutions, rather than history, predict outcomes. History is 
obviously a significant determinant of a country’s policies and institutions. 

Infrastructure 

Government spending on infrastructure as a proportion of GDP does not correlate 
significantly with prosperity. The evidence does suggest that spending on certain 
kinds of infrastructure, especially transport infrastructure, contributes to growth. A 
priori, since government infrastructure spending entails removing more wealth from 
the economy than spending on infrastructure (after administration, expenses, etc), it 
will constitute a net gain only if that spending produces more wealth than would have 
been generated had the resources been left in the private sector. 

Leadership 

It is commonly said that what a country needs is ‘leadership’. There does not appear 
to be any usable data with which the idea can be tested. Anecdotally, it should be 
remembered that many of the world’s most significant, popular and charismatic 
leaders were people like Hitler, Stalin, Mao, Amin and Verwoerd, all of whom ruined 
their countries. 

Natural resources See text. 

Political will See ‘Leadership’ above. 

Protectionism This is a complex issue, on which there is scholarly literature.  

Race Is a factor – too sensitive to address.  
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Religion 

Every religion has adherents who are convinced that theirs is superior, that it will 
deliver more justice, wealth, happiness and redemption that any other. There is 
evidence that some religions are more conducive to material prosperity than other, 
well documented by Thomas Sowell especially. Economists might predict that 
Christianity and Hinduism are likely to outperform Islam because the latter forbids 
interest, which may prevent efficient allocation of capital. They might predict that 
Judaism is more consistent with economic theory than Catholicism, and therefore that 
Jews are likely to out-perform Catholics. What matters is that the evidence suggests 
that differences which may be significant within single economies, are minor 
compared to the impact of economic policy – the performance of followers of 
divergent belief systems is likely to differ less within a country than divergent fortunes 
of people of the same faith in different countries. 

Resources See text. 

Size 
(area) 

There are contradictory notions regarding country-size advantage. Sometimes big 
countries are presumed to be more likely to prosper because they have supposed 
advantages such as economies of scale, sufficiently large populations for an 
advanced division of labour and the like. The countervailing notion is that small 
countries are advantaged because small amounts of capital are sufficient to soak up 
unemployment and small increments in wealth amount to high rates of growth. 

Size 
(population) 

Protagonists of the view that population size is a significant determinant of prosperity 
are, as with country size and age, on opposite ends of the spectrum, some 
contending that small populations out-perform large ones, and others contending the 
reverse. The former refer to spectacularly prosperous mini states (Monaco, 
Lichtenstein, Luxembourg, Singapore etc) and failed mega states (USSR, communist 
China, Sudan, India, Indonesia, Nigeria). In the other corner disastrous mini states are 
listed (Malawi, Lesotho, Rwanda, Burundi, Nauru, et al), and large winners (USA, 
Germany, Japan, France). There are, of course, only two truly large population 
countries, India and China, both of which are good examples of how immaterial 
population size is, because they shifted from being prosperous and advanced to being 
disastrous, and are now well on the road back to prosperity. In sum, population size 
per se is not a determinant of prosperity.  

Trade 

Some prosperous countries have ‘closed’ economies (USA) and some have ‘open’ 
economies (Singapore). Countries with lower trade barriers tend to outperform 
protectionist countries. Since some eminent economists (Alice Amsden, Jeffrey 
Sachs) espouse protectionism for developing countries, and refer to supposedly 
successful examples (South Korea, Japan), the profound flaw in their logic should be 
appreciated, namely that, if tariffs are a significant determinant of prosperity in those 
countries, there would be a positive cross-country correlation between protectionism 
and prosperity, whereas there is a negative correlation. The operative policy variables 
must be presumed to be other policies. What matters is what characterises winners 
and losers, and protectionism is a characteristic of losers, found in winners only where 
the majority of important policy variables are characteristic of winners. 

Welfare 

There is a curious argument to the effect that welfare statism promotes growth 
because it increases the buying power of the poor, which increases demand, 
promotes investment and so on. It overlooks the fact that welfare money given to A 
has to be taken from B, and that people from whom tax is extracted are more likely to 
spend (invest) money in ways that create rather than consume wealth. It is not a 
surprise therefore that welfare states under-perform on average, which could also be 
attributable to the fact that welfare statism tends to coincide with other policies which 
compromise growth – Sweden being the conspicuous exception, where the market 
has been characterised by regulatory liberalism and privatisation. 

Work ethic 

There is apparently no testable definition of the work ethic concept. Very compelling 
anecdotal evidence suggests that there is little or nothing to the notion that some 
countries or cultures prosper because they are blessed with the ‘work ethic’. The 
same German people in East and West Germany brought about disaster in the former 
GDR and the wirtschaftswunder in West Germany. Likewise North and South Korea, 
and Taiwan-Hong Kong versus China. However, Thomas Sowell, perhaps the leading 
authority on the economic significance of culture, has published at length on the 
subject, and concludes that culture is important and tenacious, but that the most 
significant factors are economic policy and the institutions of a free society. Culture, 
including such factors as the work ethic, and long-termism, are core determinants of 
inter-cultural differences within a country. Jews tend to out-perform Catholics; Sothos 
tend to out-perform Zulus; Hindus tend to out-perform Muslims, and so on. 
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Diverse meanings of ‘freedom’

Since growth is the most significant precursor of the

attainment of most policy objectives, and since the

evidence suggests that freedom as defined by various

organisations classifying economic, business and

political systems is correlated with growth, the nature

and significance of these classifications were exam-

ined. We are not concerned here with the innate virtues

of freedom, or its divergent ideologically informed

conceptions, but with the strong correlation between

various freedom indices and prosperity, regardless of

the philosophy that informs them.

As far as could be established, freedom indices

are the only ones that coincide with prosperity to the

impressive extent that they do. When countries become

freer, they tend to start growing faster and many other

things improve, as happened in South Africa after

transition.

There is no simple or agreed definition of

‘freedom’ or ‘economic freedom’, even amongst people

of the same philosophical persuasion. Fortunately,

higher growth tends to coincide with more economic

freedom regardless of how its protagonists define it.

There are only two recognised lists of countries

ranked according to how free their economies are.

These are the Economic Freedom of the World (EFW)

report provided by the Economic Freedom Network

(EFN) under the leadership of Canada’s Fraser Insti-

tute, and the Heritage Foundation

(HF) with the Wall Street Journal

(WSJ). In addition, there are closely

related classifications of economic

and political systems, notably the

Competitiveness Index (CI) by the

World Economic Forum (WEF), and

the Freedom House (FH) Index,

which measures freedom generally,

including economic freedom, but

primarily political freedom.

Many studies compare regula-

tory environments, or labour and

industrial policies, according to

indices ranging from the least free to

the freest, which may be called

‘open’, ‘flexible’ or ‘accommodating’.

These indices and studies were relied

on heavily. FH scores for freedom, according to the

FH definition (FH-freedom), correlate closely with

economic freedom (E-freedom).

Economic freedom and its consequences

The EFW index shows a strong correlation between

economic freedom and wealth (GDP). This correlation

is usually interpreted as suggesting that wealth is a

consequence of economic freedom, but the correlation

by itself could equally suggest that once countries are

rich they free their economies. It should also be re-

membered that, with a few exceptions called ‘economic

miracles’, high-income countries got there over long

periods, sometimes 100 years or more. This means that

their wealth is the consequence of what they did many

years ago, rather than now.

To establish whether economic freedom is the

probable explanation of why some countries are rich, it

is necessary to establish which policies characterised

the periods of their growth. Economies may have

stagnated or declined for many years along the way,

such as those of post-war Britain and Spain. What has

to be established is the sequencing of events – did

wealth precede economic freedom or the other way

around? Maybe they coincided as consequences of a

third factor, such as democracy, and neither contrib-

uted to the other.

Economic freedom (quintiles) and wealth
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Economic freedom and growth
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Economic Freedom Rating

Analysis along these lines shows powerful evidence to the effect that economic freedom precedes growth

and wealth, and that economic freedom coincides with democracy. In other words, economic and other freedoms

(political, social, religious etc) tend to coincide as if they are aspects of a single paradigm. Aspects of freedom

that have the strongest correlations with growth and wealth are economic freedom and its legal-jurisprudential

counterpart, the rule of law. The graph shows the GDP per capita in US$ of five groups of countries (quintiles),

grouped together according to their levels of freedom, from ‘unfree’ to ‘free’.

This, for more technically minded readers, is an economic freedom and wealth scattergram showing a R2

correlation of 0.5234.
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Since economic freedom coincides with growth

and wealth, and almost all published indices show

better scores in rich countries, it follows that economic

freedom will correlate with those indices. There is, for

instance, less poverty in freer economies.

Political freedom and civil liberties

It is no surprise therefore that FH-freedom also corre-

lates positively with growth. FH compared FH-free-

dom with growth and prosperity and found more

growth and prosperity coinciding with more FH-

freedom (http://www.freedomhouse.org/research/freeworld/

2001/essay1g.htm, and...1h.htm).

Remembering that causality cannot be assumed,

this may mean that countries become free as a result of

prosperity, or prosperous because their people have

freedom. To find out which was the case, the sequence

of occurrences was analysed. Indeed dynamic analysis

was a feature of the research, in contrast with most

research, which examines static relationships.

Static analysis compares data at fixed points

while dynamic analysis examines changing relation-

ships. This might reveal that the current status of

labour policy is not as significant as the direction of

change, or that maximal impacts occur a few years

after a policy is implemented. Policies in a given year

may have consequences only three, five or even twenty

years hence.

Most analyses of the influence of economic

policies on economic performance compare economic

policy at a specified moment with economic perform-

ance at that time, whereas the consequences of eco-

nomic policies are likely to manifest themselves only a

few years, perhaps decades, later. South Africa ap-

pears to be an excellent example. The economy did not

grow during the first decade of democracy at rates

predicted for the economic system implemented by the

ANC. Growth improved, but well below what it

‘should’ have been. This led critics of its ‘neo-liberal’

policies to say they had failed. Only now, and increas-

ingly during the past three years, has growth acceler-

ated to predicted levels.

Researchers found that freedom

(however defined) tends to precede

prosperity, but there are instructive

exceptions. Prosperity often occurs in

countries with poor FH-freedom

(China being a celebrated contempo-

rary example; the Asian tigers are

earlier examples), if they have high E-

freedom. The world’s experience

appears to support the view that

economic freedom may be a necessary

and sufficient condition for prosper-

ity. Conversely, FH-freedom some-

times, but not consistently, coincides

with modest levels of prosperity in the

relative absence of E-freedom. It

seems as if countries, once developed,

can sustain their prosperity with lower

levels of economic freedom than those

needed for poor countries to prosper,

and the best performance tends to occur when coun-

tries combine both forms of freedom.

All the well-known classifications of political,

legal and economic systems include overlapping

variables. These are a combination of some common

factors and some that are index-specific. Policy ‘vari-

ables’ are simply government policies that vary from

country to country, and within countries at different

times.

Some indices use many components (variables),

some just a few. FH-freedom includes economic policy

variables, on the assumption that more economic

freedom is tantamount to more liberty. Equally, the

Economic Freedom of the World (EFW) index, which

combines 38 components, includes civil liberties on the

assumption that there is more economic freedom when

there is more respect for civil liberty.

Naturally, most variables in EFW are economic

policies. Not only do different indices have some

variables in common but they also often draw on each

other. EFW, for instance, uses FH rankings to compile

the ‘economic freedom’ index.

Not everyone agrees with Freedom House that

more economic freedom is consistent with more liberty.

Left wing intellectuals tend to regard less economic

freedom as coinciding with more social freedom.

Stated differently, the liberal conception of economic

freedom is rejected in favour of the view that consum-

ers and workers have more freedom when they are

protected from ‘exploitation by market forces’ through

government intervention.

Economic freedom and poverty
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Freedom House findings

In its annual survey, Freedom House analysed eco-

nomic growth in countries with populations of one

million or more over a ten-year period and found an

average annual GDP growth rate of 2.56% in countries

classified as Free, 1.7% for Partly Free countries, and

1.46% for countries that are Not Free. This could

mean that freedom is a consequence of prosperity and

development as opposed to prosperity being a conse-

quence of political and civil liberty.

In order to establish causation FH examined

poor countries (less than US$5,000 annual per capita

GDP) separately, and found that Free countries aver-

aged 3.23% growth over ten years, which was more

than double the average of 1.39% and 1.52% respec-

tively for Partly Free and Not Free poor countries. FH

concluded that, ‘as a general principle, economic

growth is accelerated in an environment of political

freedom’.

Adrian Karatnycky of Toronto University found

‘a high and statistically significant correlation between

the level of political freedom as measured by Freedom

House and economic freedom as measured by the Wall

Street Journal/Heritage Foundation survey’ and that a

‘primary factor’ is the evidence that ‘political freedom

tends to reinforce economic freedom and a vibrant

private sector based on property rights’.

Karatnycky and most commentators presume it

to be ‘the exception rather than the rule’ that a few Not

Free countries, such as China, have high growth but

this report shows below that China is not an exception

to the rule. It shows that there is prosperity where there

is economic freedom. It seems to be true that ‘eco-

nomic growth is accelerated in an environment of

political freedom’, but it can and does exist without

political freedom. Growth tends to be highest when

political and economic freedom are combined in

developing countries. The correlation between eco-

nomic freedom and prosperity is stronger than between

political freedom and growth, which is apparent from

inter alia impressive gains in Africa which has not

seen political freedom increase as much as economic

freedom.

Nine of Africa’s 53 countries are Free (17%), 25

are Partly Free (47%) and 19 are Not Free (36%).

Freedom increased in eight and decreased in six. As

such it is the world’s least free continent, but not its

least free region, which is the Middle East. Of Asia’s

39 countries, 18 (46%) are Free, 10 (26%) Partly Free,

and 11 (28%) Not Free. Although there is more free-

dom in Central and Eastern Europe than in Africa,

‘progress toward the emergence of open societies has

stalled or failed’ in the less free European countries.

Eleven of the region’s countries are Free (41%), 10 are

Partly Free (37%), and six are Not Free (22%). High

growth in many countries in the Americas coincides

with increased freedom there, with 23 (66%) of the 35

countries being Free, 11 (31%) Partly Free, and one

(3%) (Cuba) Not Free. The Middle East has one (7%)

free country, Israel, three (21%) Partly Free countries,

and 10 (71%) Not Free.

‘Pure’ statistics

The purely statistical approach in this report negates

the need for taking sides on the debate about the

meaning of freedom. It does not matter on which

philosophical paradigm an index is based, such as the

liberal democratic approach of FH; whether more tax,

labour regulation and one-channel agricultural market-

ing are regarded as constituting more freedom or less is

therefore immaterial. As explained, this report is

concerned simply with relationships between variables.

This entire analysis could be written using terminology

that characterises the intellectual left or right without

affecting the veracity or legitimacy of its findings. That

its terminology is characteristic of classical liberalism

is because that is the language most likely to be under-

stood by readers and it is the paradigm within which

most empirical growth analysis has been done.

In view of the positive relationship between

liberty and prosperity, there is a possibility that it is a

bad idea for poor countries to have economic or other

freedoms; that they are appropriate or feasible only in

developed countries. If that were so, poor countries

with less freedom (as defined) would out-perform ones

with more. Highest growth is found in poor countries

especially when they have policies resembling those

under which rich countries prosper, especially those

which characterised rich countries when they were

becoming rich. More significantly, such policies

coincide with much higher growth rates when imple-

mented in poor than in rich countries.

Even if poor countries adopt policies associated

with rich countries after they became rich, they per-

form well, though not as well. In case the data merely

reflected ‘the dynamism of the advanced industrial

countries’, FH looked exclusively at poor ones and

found the differences to be ‘even more dramatic’. This

coincides with our ‘Funnel’ showing that poor coun-

tries grow and contract faster than rich ones.

FH concludes that ‘the survey’s findings indicate

that the promotion of political freedom is not exclu-

sively a matter of values or morality… that political

rights and civil liberties can reinforce economic devel-

opment. And this in turn suggests that efforts to

strengthen property rights, market systems, and the

rule of law should be part of the effort by less devel-

oped countries to achieve growth’. �
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The acceleration effect

Our research found that poor countries grow or con-

tract faster than rich ones in accordance with the extent

to which they have the policy characteristics of win-

ners and losers. In other words, it is relatively easy for

poor countries to catch up quickly with rich ones.

The Chinese government subscribes to the

philosophy of another Nobel Laureate, Amartya Sen,

whose view is that ‘development is freedom’. Develop-

ment improves social stability and serves as an internal

economic engine for prosperity.

Our analysis went beyond policies per se to

establish the significance of such variables as natural

resource endowment, climate, stage of development,

demography, geography and constitutional orders.

Fortunately for governments, none of these variables

correlated nearly as significantly with good society

indicators as policy variables. This means that a

country’s fortunes are almost entirely within the power

of government to determine.

There were interesting correlations that do not

speak directly to the objectives of this project, such as

the fact that there is less growth variability in rich

countries than in poor ones. This suggests that it is

harder for rich countries to achieve high growth rates

than for poor ones, which is compensated for on the

downside by evidence that suggests that the economies

of rich countries will not contract rapidly even if they

adopt policies that would be devastating in poor

countries. However, the evidence also suggests that

poor countries are particularly vulnerable to policy

variations, which implies good news and bad news for

developing countries, including our

own. They crash if governments

implement ‘bad’ policies and they

boom in response to ‘good’ ones.

What is particularly encourag-

ing for developing countries about the

findings is the implication that they

will be rapidly and generously re-

warded merely for moving in the right

direction, that is, away from policies

that coincide with stagnation and

contraction. We call this ‘the accelera-

tion effect’. On the other hand, be-

cause it works in both directions,

developing countries with relatively high growth policy

packages go into rapid and sharp decline if they move

away from such ‘good’ policies.

The best examples of this phenomenon are

China and Zimbabwe. It is well known that China has

enjoyed one of the world’s highest rates of sustained

economic growth. What is empirically curious is that it

has done so despite having a relatively unfree economy

at the start of its high-growth phase, which, in other

countries, would have coincided with impoverishment.

By moving purposefully and convincingly towards

policies that correlate with prosperity, China achieved

sustained high growth rates well before its system had

changed to the point where such growth might have

been predicted on a static analysis of world economies.

The following charts show the acceleration

effect for countries that had more than a one-point

change in their economic freedom rating during the

1980s. Their economies grew (for increases in eco-

nomic freedom) and contracted (for decreases in

economic freedom) more than might have been ex-

pected.

It is critical when considering these findings to

be mindful of the fact that these are not countries that

are high or low on the EFW index, but ones that have

moved up or down. The data show that relatively

unfree economies can achieve high rates of growth

merely by becoming more free. On the other hand,

countries that become less free experience economic

contraction.

Acceleration Effect: Change in

economic freedom and growth (1980-1990)
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Since the direction of change turns out to be as significant as almost any other variable, it was examined in

a diversity of ways, some of which are presented here. To be maximally instructive for South Africa and Africa,

less-developed countries that became more free were compared with ones that became less free.

Acceleration Effect: Change in

economic freedom and growth (1980-1990)
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EFW2002 vs. growth (Casewise MD deletion)

Growth = -.0455 + .00925 * EFW2002

Correlation: r = .35738

Regression
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This last and most instructive chart shows that a

free economy (bottom right), which is becoming less

free (bottom left), is likely to contract. Conversely, one

of the world’s least free economies (at, say, 5 on the

bottom right axis) will go into positive growth if it is

becoming more free. Venezuela, for instance, has an

economic freedom rating of 4 out a possible 10,

making it one of the least free economies. Despite that

fact, it could enjoy real growth if it moved up the

index. In order to have sustained growth, it would need

to continue reforming until it has an index rating of

about 6, which would place it a third of the way up, at

around 80th out of 130 rated countries, at which point

it should be sufficiently free to grow very slowly with

no more reform. If it continues reforming, it could

become one of the world’s highest growth countries

long before it is as free as the freest economies. �

3D surface plot (EFWDELTA.STA 3v * 140c)
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China has the world’s most interesting and potentially

most instructive economy. One in four of the world’s

population live there; it has the world’s highest sus-

tained growth rate – if official figures are to be be-

lieved – and, if it continues growing at present rates, it

will soon be the world’s biggest economy. Within a

generation, it will account for half the planet’s GDP. It

seems destined to become the world’s dominant ‘super

power’, at least economically.

Discourse about China is reminiscent of debates

during the 1970s, 1980s and 1990s about the ‘Asian

Tigers’ (Japan, Taiwan, Hong Kong, Singapore and

South Korea). They were the world’s highest growth

economies, and people of every persuasion claimed

them as examples of their system outperforming

alternatives. Initially, capitalists and socialists disa-

greed about which countries were succeeding, but the

view that socialist economies were more successful,

especially those with extreme forms of socialism and

communism, became unsustainable after the collapse

of international socialism at the end of the 1980s.

Both sides now claim China as an example of

their system succeeding. Many commentators predict

that the Chinese ‘bubble’ will burst. Meanwhile every

observer is dazzled, and no one seems to be sure what

to make of the phenomenon. Close on China’s heels is

India, also rising from the ashes of a century of mass

destitution at extraordinary growth rates. Maybe

concerns about the sustainability of these two impres-

sive growth rates is misplaced, given the enduring

nature of spectacular growth over many decades in

such so-called economic miracles as

the Asian Tigers, Ireland and Mauri-

tius.

Because of its unique signifi-

cance, we wondered whether China

really is a special case, and reached

the surprising conclusion that, not

only is there nothing conspicuously

distinctive about China’s success

factors, but that it is perhaps the

definitive exemplar of which policies

coincide with which outcomes.

China’s growth is consistent

with and predicted by its economic

freedom score, rather than its civil and political liber-

ties score (FH). It does indeed grow faster than its

nominal economic freedom score predicts, but that is

typical of what happens when countries move ‘in the

right direction’. They often experience an ‘acceleration

effect’.

Conversely, countries that are relatively free but

increasingly less so, tend to contract disproportion-

ately. Zimbabwe is an obvious example. Its economy

started deteriorating before it slipped from modest

levels of economic freedom during its first decade of

independence to now being one of the least free econo-

mies in the world.

What we found is of considerable importance

for policy makers. Firstly, China cannot be thought of

as a single economy or even as a single country as far

as its economy is concerned. The diversity of economic

systems within China, from one province to another, is

bigger than the diversity of economic systems interna-

tionally. Secondly, almost all its growth (industrialisa-

tion, investment, etc) is not only confined to provinces

with high scores on the ‘marketisation index’, but to a

few special zones. Thirdly, these zones have the freest

economies on earth, if not the freest economies the

world has ever known.

These are dramatic statements. We do not make

them lightly, and took great care to check our facts.

Given the extreme multiplicity of economic

systems within China, it can be thought of as the

world’s most federal country, that is, as the country

with most internal diversity and devolution of power.

Chinese provinces: Marketisation index
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Given these extreme differences,

China is, for present purposes, close

to a controlled experiment in social

science. It is possible to see how

diverse systems compare within a

single country with most potentially

confounding variables constant.

Reliable data is notoriously difficult

to obtain in China, but to the extent

that it is available, economic perform-

ance varies as widely as and in

sympathy with economic diversity.

China’s freest province

(Guandong) is nearly as free as the

world’s freest economy, Hong Kong,

and its least free province (Qinghai) is

less free than the world’s least free

indexed country, Myanmar. In other

words, China has a bigger range of

economic systems internally than the world has inter-

nationally.

The great diversity of systems within provinces

explains only half the story. Almost all China’s pros-

perity, especially capital formation (investment,) is in a

wide variety of special zones in the South and East.

The most important of these are five Special Economic

Zones (SEZs), followed by three Key Economic Hubs

(KEHs), and thirteen Economic and Technical Devel-

opment Hubs (ETDH). The SEZs are probably the

freest economies on earth, and may be the freest

economies that have ever existed. They have extended

tax-free holidays and, for practical purposes, no

labour, competition, consumer, licensing or minimum

standards laws. There are no trade barriers or foreign

currency controls, not even reporting requirements. In

the absence of accurate data, there is no needless

anguishing about the “balance of payments” or “for-

eign debt”.

Other special zones and special status attaching

to individual enterprises include Open Cities, Free

Ports, Export Processing Zones and Special Economic

Status, each of which has distinctive characteristics.

Not surprisingly, variations in living standards,

and in regional or geographic product (GGP), are

extreme, ranging from areas with annual growth rates

often exceeding 20% to backward areas in the hinter-

land and north-west where people live in primitive

conditions. Encouraged by the fact that wealth has

been doubling every three to four years in the most

successful areas (since the concept was introduced in

1979), the government has been increasing the number

and diversity of zones throughout the country, to the

point where practically all workers will be able to

access new jobs with rapidly rising incomes and

improving working conditions.

The evidence is compelling that China’s extraor-

dinary success is explained by its extreme internal

diversity combined with the dramatic increase of

economic freedom in selected areas (especially in the

South-East). By virtue of localised increases in eco-

nomic freedom, the country as a whole is, on average,

more free, its marketisation index having increased

from 4.87 in 1999 to 5,98 in 2002.

China’s policy reforms predict its rapid progress

towards modernisation.

China: Special Economic Zones (SEZs)

Year ‘Marketisation’ index 

1999 4.87 

2000 5.34 

2001 5.74 

2002 5.98 

 

China’s progress towards modernisation 

  1980 2002 

GDP (in 2002$ billions) 169 1,239 

GDP per capita (2002$) 171 964 

GDP % of US level 2002$) 3% 12% 

GDP growth (previous 10 Years) 5.3% 9.3% 

Current account surplus ($ billions) 1 35 

Trade share in GDP 15% 55% 

Agriculture share in GDP 30% 15% 

Urbanisation 20% 32% 

Like South Africa, China has moved towards

greater trade openness, but much more so. The next

chart shows China’s average trade openness. Some

special zones have no tariff protection.
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There is a widespread belief that globalisation

harms African economies by way of cheap imports

with which they supposedly cannot compete. Why

African industry should not, with its abundant human

and other resources, be competitive, is unclear. China

is regarded as the most serious threat to Africa’s

indigenous industry but its imports from Africa have

increased at roughly the same rate as its exports to the

continent.

Many of the facts about China

are also true of India. The new

economic freedom index for India’s

states seems to explain their varied

performance. States with freer econo-

mies are growing at faster rates than

the national average, while less-free

states stagnate.

The high-growth counterpart of

China and India in Africa is South

Africa’s neighbour, Botswana. In

some senses it is an even more im-

pressive success story. Like China,

Botswana is achieving sustained high

growth at rates in excess of those that

coincide with its economic system. As

with China, this appears to be a function of the accel-

eration effect described above. Botswana has been

followed by Uganda, and, more recently, Tanzania and

Mozambique.

The first African country to become an ‘eco-

nomic miracle’ in recent times is Mauritius. Twenty-

five years ago, it was one of the poorest countries on

earth. It is a small, remote island in the Indian Ocean

off the east coast of Africa, without

resources. At the time, it was consid-

ered a hopeless case that would be in

of need of foreign aid indefinitely.

Its government implemented

policies that we now know coincide

with high growth, and it was re-

warded accordingly. It became Afri-

ca’s first ‘economic miracle’ and

achieved high living standards with

full employment. �

China: Trade openness (tariff reduction)
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Chapter 9

FACTORS
AFFECTING GROWTH
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Natural resources – blessing or curse?

Mauritius, like many of the world’s most celebrated

success stories, including the Asian Tigers, provides

compelling anecdotal evidence that natural resource

endowment is not a determinant of prosperity. Equally

conspicuous is the poor performance of resource-rich

countries, especially resource-rich African countries,

like Nigeria, Tanzania, Ghana, Zambia and Angola.

That resource-rich countries tend to be losers and

winners tend to be resource-poor is known as the ‘the

resource curse’ or ‘the paradox of plenty’.

There are interesting theories about why re-

source-rich countries seem to be ‘cursed’. One of the

most compelling is that ‘resource-rich countries are

subject to more extreme rent-seeking behaviour than

resource-poor economies, which results in competing

factions fighting for natural resource rents, which in

turn ends up inefficiently exhausting the public good’

(Lane and Tornell argued). In other words, govern-

ments of resource-rich countries are easily intoxicated

by the assumption that they or their citizens will

prosper simply because of their resources. They

assume that they can extract massive revenues from

resources by exploiting them directly or sub-contract-

ing to private companies subjected to heavy taxes.

They do not appear to realise that natural resources

contribute to prosperity only if accompanied by high-

growth policies. Resource-rich countries are often

characterised by internal conflict as rivals lock horns

over who should control and be enriched by natural

resource exploitation.

Just as there are impoverished resource-rich

countries, there are also very successful ones. Obvious

examples are the USA, oil-rich Gulf States, Norway,

Holland and Australia.

Notwithstanding the widely held belief amongst

experts that there is a resource curse, they are probably

mistaken. Firstly, there is no accurate way to rank

countries according to natural resource endowment.

Most experts merely assume that countries are re-

source-rich or -poor on the basis of popular percep-

tion, as if it is a matter of common knowledge. Some

economists use objective cohorts for resource endow-

ment, especially to determine whether or not countries

have ‘mining dominant’ economies – whether minerals

account for a significant part of national income or

exports. There are two important problems with this

definition: (a) ‘natural resources’ include much more

than minerals – navigable rivers, natural harbours,

arable land, moderate climate, etc are natural resources

– and (b) natural resources are a source of revenue

only if they are exploited successfully. The degree to

which a country benefits from its minerals depends

more on its policies than on being resource-rich.

Recognising this fact, economist Julian Simon con-

cluded that people are ‘the ultimate resource’.

Chamber of Mines economist, Roger Baxter, has

shown that some eminent scholars have reached over-

hasty conclusions. According to Richard Auty, for

instance, ‘since the 1960s resource-rich developing

countries have under-performed compared with re-

source-deficient economies’. One of the world’s most

celebrated economists, Jeffrey Sachs, and his co-

author, Andrew Warner, concluded in Natural Re-

source Abundance and Economic Growth that ‘coun-

tries with abundant natural resources have tended to

grow less rapidly than natural-resource-scarce econo-

mies’. Raul Prebish and Hans Singer, in discussing the

‘Dutch Disease’, which refers to a specific variant of

the concept, argued that ‘resource based growth would

be ineffective because world prices of primary exports

… show a deep tendency towards secular decline’.

It is true that many or most resource-rich

countries are poor – some are amongst the world’s

poorest countries. Even so, resource-rich countries are

usually slightly more prosperous than resource-poor

ones. The problem is that they are not as prosperous as

they should be. Baxter’s research shows that growth

rates in mining-dominant countries are above the

average for their region, but well below growth rates in

mineral-rich countries with high levels of economic

freedom and good governance (as defined by the World

Bank).

Does size matter – doing more by doing less?

World Bank (WB) and International Monetary Fund

(IMF) economists have ranked countries in many

ways. One of the early classifications found that during

the decade of the 1970s more tax – that is aggregate

tax from all sources – coincided with less growth and
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less of everything else for which they had measures. The same was found for the 1990s in OECD (Organisation

for Economic Co-operation and Development) countries.

The reason for correlating growth with government size is that the size of the government is a proxy for

what it does. More government, it is assumed, generally entails less economic freedom. We considered this and

other proxies for the size and role of government, such as the number of people employed by it, capital formation

in its hands, and tax as a proportion of GDP. Counter-intuitive though it is for economic liberals, aggregate tax

does not correlate significantly with growth, except in rich countries, such as OECD countries. We examined this

issue very carefully because of the importance attached to it, and concluded that the apparent lack of correlation

is misleading, and incurs the risk of seducing governments into counter-productive tax-and-spend policies. De-

spite wanting higher growth, the following table shows that the South African government has been increasing

aggregate tax rates since 2003, after widely acclaimed fiscal rectitude during the early years of transition. Tax

freedom day is the notional day on which average citizens have stopped working to pay taxes and have started

working for themselves.

SA tax freedom day 

Year TFD Change 

2003 April 22 - 

2004 April 26 Latest ever at that point 

2005 May 1 Latest ever at that point 

2006 May 5 Latest ever 

Various economists, notably Arthur Laffer, have

shown that modest tax rates generate most government

revenue, especially over time. The ‘Laffer Curve’

shows that governments collect zero revenue at both

extremes: zero and 100% tax rates. At

higher levels, investors are encour-

aged to invest elsewhere and to

manage their affairs in ways that

reduce tax at the expense of produc-

tivity. Furthermore, there is a great

deal of evidence to the effect that

governments tend to use resources

less efficiently than entrepreneurs.

The most significant point is that

what matters more than how much

governments take in tax is what they

do with it. The evidence suggests that

governments are more likely to

promote growth if they use their

revenue primarily to:

� build infrastructure, especially

transport infrastructure;

� provide services, rather than

regulate economic activity;

� do things that don’t duplicate

what the private sector can do,

specifically that they do not

compete with it; and

� increase efficiency by outsourcing

and privatising.

Though there is no significant correla-

tion between aggregate tax and

growth, the following graph shows a

strong correlation between ‘business tax friendliness’

and growth. Tax friendliness measures the impact of

tax complexity and incidence on business, and shows

more growth in states with friendlier tax policies.

Tax friendliness and growth

(personal rates and brackets)
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Per capita income and government size
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Common sense is a legitimate substitute for analysis regarding ‘sizeism’. Whilst bigger governments, that

is, ones that consume bigger proportions of a country’s wealth, do not reduce prosperity if they keep their econo-

mies free and maintain good governance, according to the data they also do not seem to promote prosperity. The

evidence suggests that there is not much governments can do to promote growth, but there is much they can do to

curtail it. In other words, governments are best advised to do less rather than more because the downside risk of

what they do is greater than the upside potential. People do not have more of what governments provide where

governments are bigger and do more.

Whilst our ‘funnel’ analysis suggests that size

per se does not matter, this is true only of conventional

capitalist economies. The data do not include former

and surviving communist countries concerning which

data are unavailable or unreliable. Cold war propa-

ganda to the contrary, it is now clear that the biggest

governments the world has known – communist

governments that owned and controlled as much as

they could – were economic disasters, the full extent of

which is still becoming apparent. If we could include

communist countries, there would be a clear correla-

tion to the effect that bigger govern-

ments coincide with worse perform-

ance.

At the other extreme, countries

with the world’s smallest governments

tend to be super-achievers, and we

found no evidence that there may be a

threshold below which things start

getting worse. The lack of a correla-

tion applies to mainstream countries

between the extremes where most

countries fall. Positive relationships

emerge if one divides the world into

bands according to income and

population size. Within these bands,

smaller governments tend to out-

perform bigger ones, and more

populous countries with bigger

governments are worse performers than those with

smaller ones.

Common sense also requires us to conclude that

the relative unimportance of size is due to what gov-

ernments do being more important than how big they

are. A small government of corrupt gun-toting war-

mongering despots, even dogmatic economic liberals

must concede, will be worse than a big government

using its size to protect liberty and property.

This research revealed what we call ‘the funnel’,

a trumpet or funnel-shaped scattergram of countries

Government size and growth
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with big governments at one end and small ones at the

other. It turns out that big governments have the

world’s highest and lowest growth economies. Coun-

tries with small governments neither grow nor contract

at high rates.

We did a considerable amount of research on

this, since it is such a fundamental issue in economics.

The evidence suggests that what matters more than

nominal size is what governments do, or what we

called the Q-factor, the quality of government.

Hypothesis testing

Research usually amounts to testing theories or hy-

potheses. Lest we be criticised for not following the

scholarly convention of formulating and testing hy-

potheses, an explanatory note is necessary.

Firstly, legitimate research does not have to test

hypotheses. Many of the greatest contributions to

social and natural science did not involve hypothesis

testing. Fact-finding ‘fishing expeditions’ are a legiti-

mate research methodology (of which Darwinism is

one of the celebrated examples).

Secondly, in any event, our methodology does

amount to hypothesis testing. Whilst economic freedom

may correlate positively with growth, most components

of the definition of economic freedom are unlikely to

do so on their own, and some may weaken the correla-

tion.

Thirdly, even though components of the defini-

tion of economic and other liberties coincide with

prosperity, this does not mean there are extraneous

factors offering more statistically significant correla-

tions with growth or other policy goals. We needed to

establish whether other factors such as geography or

history were more significant. Our hypothesis, if one

was needed, could have been that there are. Our

research has falsified that hypothesis to the extent that

none were found – all strong correlations appear to be

policy variables and all of them are included in prevail-

ing definitions of freedom.

Fourthly, the scientific method (formulated by

Sir Karl Popper, originator of the open society con-

cept) requires the formulation of hypotheses so as to be

falsifiable. This is counter-intuitive. It means that

science does not prove things – it disproves them.

None of the relationships we found were absolute;

there are always exceptions. We discovered rather than

formulated testable hypotheses, in accordance with the

‘discovery process’ formulated and described by

Friedrich von Hayek. We tested all the relationships we

describe here in the sense that we checked data accu-

racy and calculations. We also interrogated unusual

relationships to see what could be learned by further

analysis.

Notwithstanding a value-free approach, much of

this report refers to indices of freedom defined in

various ways (civil liberties, rule of law, economic

freedom, political freedom et al). This was not con-

trived; it is simply that the factors that correlate most

with prosperity happen to be indicators of some form

of freedom. We expected other factors to present high

positive correlations, such as natural resources, cli-

mate, history, culture, religion and governance. Neil

van Heerden, former head of the SA Foundation,

suggested that these ‘negative’ findings might be more

instructive than positive correlations. Identifying the

extent to which people ‘know things that just ain’t so’

is essentially the falsification of hypotheses.

A ‘negative’ finding that the absence of the rule

of law coincides with high levels of corruption, due to

excessive executive discretion (which it does, and

about which there should be much more concern in

South Africa), is also a finding that corruption-free

countries are those that uphold the rule of law.

Regulation and over-regulation

One of the challenges we faced was that there are no

readily available or accurate indices for some impor-

tant policy variables, such as the regulatory environ-

ment, the rule of law, or property rights, even though

they are commonly cited as crucial issues. Important

studies have been done on the impact of regulation on

growth. These suggest that more regulation coincides

with less growth. Celebrated Peruvian economist,

Hernando de Soto, has done a great deal of pioneering

research on the regulatory and property rights environ-

ment in selected countries. He did not produce global

indices of the kind utilised in this analysis but his

research is at least as instructive, showing that more

regulation and a lack of secure property rights (prop-

erty in all its forms), coincides with less growth (see

especially The Other Path and The Mystery of Capi-

tal).

The World Bank conducted extensive research

into the regulatory environment and produced what

became recognised immediately as the definitive

regulation index (Doing Business in 2005 – Removing

Obstacles to Growth). The key finding is that the least

regulated economies (top quartile) grow 2.2% faster

than those that are most regulated (bottom quartile).

The implication for South Africa is that, if the

economy had been deregulated during the first year of

transition, the economy might have grown an extra

20%, or, for every R1000 in 1994, there would now be

over R1200, due to growth attributable to deregulation

alone, which, even if there were to be zero growth due

to other factors, would double the country’s wealth in

just thirty years.
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The report ranks 130 countries according to how

regulation affects:

� starting a business;

� registration of companies;

� obtaining credit;

� hiring and firing workers;

� enforcing contracts;

� paying tax;

� getting licences;

� registering property;

� protecting investors;

� trading across borders;

� closing a business.

It finds that efficient economies rely more on common-

law than regulation, and that social democracies (like

Denmark, Norway and Sweden) benefit from stream-

lined business regulation – they offset the burden of

welfare by liberating productive market forces. The

data suggest that excessive regulation stifles productiv-

ity in Africa, Latin America and the former Soviet

Union. It is associated with inefficient public institu-

tions, longer delays, higher costs, more unemployment,

increased corruption, less productivity, lower levels of

investment, and bigger illegal (‘informal’ and ‘under-

ground’) sectors.

The world’s twenty least regulated economies

are all (except Taiwan) rich first world countries,

including all G8 countries. The impact of heavier

regulatory burdens in poor countries is compounded by

the fact that their citizens have fewer resources with

which to cope with the regulations.

The study is important, indeed pioneering and

historic, but it does not tell the whole story. Much

regulation impacting on society is not included. There

are hundreds of measures in every country regulating

the daily conduct of private and commercial activity,

such as health and safety regulation, most of which has

never been shown to have benefits exceeding costs, and

all of which imposes enormous direct and indirect costs

on people at the expense of prosperity. The study is

limited because it is about ‘doing business’. As every

citizen knows, there are countless laws, regulations and

administrative practices impacting on them. No one

has, for instance, calculated the cost and benefits to the

country of measures ranging from speed limits and

road humps to building and safety regulations. Some

detailed studies have been done, mostly in advanced

countries, where petty regulation has been found to

have extraordinary implications. A retreaded tyre

regulation in the USA, for instance, was found to have

cost a few million dollars for every sub-standard tyre

identified by the measure, which led to it being

scrapped. No one in South Africa has assessed the cost

to ordinary citizens and thus the economy of such

matters as travel, waiting time and related aspects of

getting new identity documents, drivers’ licences and

gun licences. Administrative, enforcement and compli-

ance costs might have amounted to so much that, had

the government known in advance, the measures might

have been abandoned or alternatives implemented.

Perhaps the single biggest cost of

regulation is its impact on the daily

operation of business and private life,

where the way things must be done,

including minimum standards and red

tape, impose unknown levels of cost

on society.

The Small Business Project

(SBP) undertook the definitive analy-

sis of regulation in South Africa,

Counting the Cost of red tape in SA

(November 2004). According to the

study, regulatory compliance (‘red

tape’) cost South African businesses

R79 billion in 2004, equivalent to 6.5

per cent of GDP or R105,000 per

firm. Compliance costs ‘represent 8.3

per cent of turnover for enterprises

with annual sales of less than R1

million, and 0.2 per cent of turnover for corporations

with sales of R1 billion or more’.

SBP believes that ‘an appropriate regulatory

environment was the single most important element in

an economic growth strategy’. Although it is not as

‘important’ as some other factors, regulatory reform is

clearly important enough to have become a new area of

intense research and for the government to implement

reform in accordance with various initiatives it has

undertaken. Some years ago, the government appointed
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a Regulation Board, which produced a substantial

report based on extensive local and international

research. The report concluded that the economy was

over-regulated and that all regulations should be

subjected to impact or cost-benefit assessments.

Subsequently there was a Red Tape initiative, which

reached similar conclusions, but focused more on red

tape within government. It was not clear that the

authors of the report appreciated the difference be-

tween red tape within government and red tape im-

posed by government – the former being essential

checks and balances against real or suspected abuse

and corruption, and the latter being regulation of the

kind that typically imposes heavy costs on a country’s

citizens.

An OECD study found that over-regulation is

the major cause of the slower rate of growth of the

European Union compared to that of the USA. But

what are the benefits of regulation? The study found

‘no quality benefits’. We all know that government is

costly, but a 75-country study found that regulations

usually cost a country twenty times more than they

cost the government (see publications by Djankov,

Laporta, Silanes and Shleifer). In the absence of a

comprehensive index, researchers rely on surrogates

for ‘regulation’ or estimates of a limited range of

regulatory measures. Most studies find that less

heavily regulated countries out-perform more regulated

countries.

In the face of mounting anti-regulation evidence,

the UK passed the Deregulation Act (now the Regula-

tory Impact Assessment Act), created the Better

Regulation Task Force, and has a new Regulatory

Reform Bill. The Bill will simplify unnecessarily

complicated rules and allow partnerships of more than

20 people.

A growing number of countries are simplifying

company laws, which, as in South Africa, have become

a nightmare of complex regulation in many countries.

One effect of cumulative amendments over many years

is that ‘private’ companies are no longer private in any

meaningful sense, and investors in ‘public’ companies

are lulled into underestimating risk. Registering a new

company in Canada takes two procedures, two days

and 1.5% of per capita GDP, compared with seven

procedures, 30 days and 37% of per capita GDP in

South Africa.

The Economic Freedom of the World Index

(www.freetheworld.com) shows most economies getting

freer on balance (including South Africa), despite a

surge in regulation, especially since the 9/11 bombing.

The general regulation index for South Africa deterio-

rated from 6.6 to 5.4 (where 10 is free and 0 unfree)

between 2000 and 2002. The regulation of new busi-

ness index plummeted from 6.9 to 3.3, and time spent

on bureaucracy fell from 6.5 to 5.3. Since then there

have been new far-reaching regulations, which accord-

ing to the evidence, are likely to impact negatively on

growth.

Critics of the government’s Growth, Employ-

ment and Redistribution (GEAR) policy want it aban-

doned because, they say, it failed to deliver jobs and

growth. In truth, the government failed to implement it

fully and it allowed bureaucracy in some departments

to introduce massive increases in red tape. That it has

recommitted itself to high growth policies with its new

Accelerated and Shared Growth Initiative for South

Africa (AsgiSA) and established a red tape reduction

project in the Presidency may mean that it will proceed

more purposefully towards high growth. However, its

resolve seems to be compromised by the fact that,

whilst it announced its intention to reduce red tape, it

was passing legislation such as the National Credit

Act, which entails the imposition of massively in-

creased red tape on the economy with particularly

severe implications for small business and middle and

lower income credit-receivers.

The government may have a more intransigent

problem with excess red tape than it realises. This is its

fourth major attempt at systematic regulatory review.

The first, during the mid-1990s, produced a compre-

hensive report on how other countries had addressed

regulatory excess. The report was circulated through

the Cabinet to all departments with a view to them

addressing the problem in accordance with its recom-

mendations. As far as we can establish, it was never

heard of again. The second was to be undertaken by

the Small Business Council, but it was dissolved. The

third was the publication by the Department of Public

Service and Administration of a substantial report that

included the first official recommendation for the

introduction of Regulatory Impact Assessments

(RIAs). Other attempts included isolated exercises

within various departments, and a comprehensive

Analysis of Laws Affecting Small Business commis-

sioned by the German government for the South

African government. It may be helpful to establish why

isolated departments did succeed at substantial market

liberalisation, notably the Departments of Agriculture,

Housing and Transport, with impressive consequences

where others failed.

If the government is to succeed in cutting the

regulatory burden to levels associated with high

growth, and if it is to bring other policies in line, it

should be conversant with the findings in the studies

that have been carried out, including this one, and

devise strategies to ensure that intended reforms don’t

become victims of bureaucratic inertia and create

countervailing vested interests. Unless it implements its

policies purposefully, its resolute stand against critics

of GEAR, AsgiSA and other pro-growth policies will

have been futile. �
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Reinventing the wheel

Why not reinvent the wheel? Scientists at the CSIR in

Pretoria entertained themselves by doing so, and their

musings turned into a multi-million dollar impact

roller, a square wheel that became the first break-

through in decades for compacting soil. We are to some

extent reinventing the research wheel. With the real

world of policy-makers in mind and at their request we

needed to adopt new approaches. As a result of their

request we have examined old research in new ways

with a view to making it more practical and accessible

for policy makers.

Experts know that the course of events is the

consequence of an enormously complex concatenation

of factors, perhaps too complex to analyse by way of

pure empiricism. It is encouraging, however, that work

done to date and for the purposes of this project

enables the isolation of a few crucial factors which,

when combined with the complex world beyond them,

appear to be both necessary and sufficient conditions

for prosperity to be achieved in any country.

Whilst it is now possible for a government to

know that it can achieve prosperity for its people by

implementing a short list of decisive policies, common

sense must never be forgotten. Obviously, a given

country can have all these policies in place without

prospering if there are intervening factors that nullify

their potential. If a country’s population is devastated

by disease, civil or international war, natural catastro-

phe or dramatic shifts in international markets, the

policy ‘short list’ may not rescue them. One of the

extreme examples is Nauru. Nauru achieved one of the

world’s highest per capita incomes by exploiting its

enormous guano deposits. When these ran out the

country’s principal source of prosperity disappeared

and it collapsed into destitution. Such a dramatic shock

could have been ameliorated, though not avoided, had

the government implemented appropriate policies.

Conversely, Botswana is reputed to have the

world’s most extreme AIDS pandemic. A shock of such

extreme proportions would normally be sufficient for a

country’s economy to collapse and for it to descend

into destitution. However, Botswana’s government has

not only achieved one of the highest prosperity scores

of any African country according to almost every

index, but has improved its score systematically and

purposefully. Notwithstanding enduring the world’s

most severe health catastrophe, Botswana has main-

tained the world’s highest economic growth rate for ten

years. Perhaps most decisively, it maintained a particu-

larly high score on the short list established, after the

fact, in this research.

Nearby Mozambique experienced unimaginable

devastation when much of the country was flooded so

severely that it became unusable and the flooding was

so substantial that significant volumes of water had not

drained years later. At the time Mozambique was

experiencing one of the world’s highest growth rates.

Not surprisingly, there was a general expectation that

the country’s economy would not be able to withstand

the impact, especially since it is one of the world’s

poorest countries. In truth, its extraordinary high

growth rates dropped slightly, but Mozambique has

maintained one of the world’s highest growth rates.

These and many other anecdotes coincide with

what our research predicts, namely, that sound policies

can withstand almost any shock, and produce prosper-

ity under almost any conditions.

Reality matters

One of the important revelations of our research is that

many loudly proclaimed policies might be of little or

no value. They often appear to make things worse.

There is virtually no empirical evidence in favour of

aid, subsidies, debt relief, technical assistance or

protection of third world indigenous enterprise. Such

factors are less characteristic of high growth than of

low growth countries.

There are frequent anecdotal references to such

abnormal phenomena as the Marshall Plan and the

New Deal. It turns out that not only are they excep-

tions to the rule, but that there is more mythology than

reality in the popular conception about the conse-

quences of implementing these policies, even among

scholars who should know better. The New Deal, for

instance, was not followed by high growth. America’s

recovery from the Great Depression came much later,

and the New Deal, if anything, appears to have pro-

longed the depression.
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Likewise the Marshall Plan: it entailed much

less aid than widely assumed, and Germany’s

wirtschaftswunder (‘economic miracle’) followed in

the wake of Ludwig Erhard’s radical liberalisation,

after the Marshall Plan failed to generate prosperity.

Furthermore, the UK received much more aid than

Germany without achieving high growth. If anything,

aid enabled it to perpetuate inappropriate policies.

Much can, and probably should be said about

such supposed panaceas for poverty. What concerns us

in this project is not to draw attention to work that has

already been done, and not just to identify positive

correlations, but also Popperian falsification of errone-

ous hypotheses. Most theories of what works are

testable. We found when we checked to see if widely

held beliefs are true in the real world that many are

not.

One of the most celebrated supposed explana-

tions for South Korea’s high growth rates (Alice

Amsden – Asia’s Next Giant: South Korea and Late

Industrialisation (Oxford, 1989)) is that protectionism

and fascist-type central planning caused them. Our

research refutes such hypotheses by showing that

nearly all other countries with comparable policies

stagnated or declined. This suggests that the causality

of Korea’s success is simply that it had the right

factors in place, especially that the government em-

ployed a smaller proportion of the workforce and spent

a smaller proportion of the GDP than any other indus-

trialised country.

Are ‘The Fundamentals’ in place

– are they The Fundamentals?

Representatives of the South African government have

said on many occasions that they have ‘the fundamen-

tals in place’ and yet we have not achieved levels of

growth and job creation which protagonists of such

policies promise. This research suggests that the

answer to the government’s question is that it has some

of the fundamentals ‘in place’ and those that are not in

place have denied it the prosperity it hoped for.

Accordingly, the government should not aban-

don ‘fundamental’ policies it adopted in accordance

with the world’s experience, as it is threatening to do,

but should supplement them with the missing pieces of

the puzzle. It seems extremely probable that, if it does

so, the country will become the world’s next ‘economic

miracle’.

Needless to say, government operates under the

constraints of political realities, and some of the

policies indicated by this research are politically

difficult or impossible for it to implement, especially

regarding labour. Even so, policy makers are most

likely to make good decisions if they are aware of what

lessons can be learned from the world’s experience.

20:20 Analysis

The biggest differences between South Africa’s poli-

cies, on the one hand, and those of the world’s winners

and losers, on the other, do not necessarily suggest the

highest priorities for reform. Differences matter most

only in areas where policies are associated with high or

low growth.

Since, for instance, the relative size of education

budgets does not correlate significantly with growth, a

big difference in size between South Africa’s education

budget and that of high or low growth countries is not

serious for purposes of economic policy, though it

might be for other purposes. On the other hand, a big

difference between South Africa’s rule of law index

and that of winners and losers is important because of

the association between the rule of law and economic

growth. This analysis therefore concentrates on identi-

fying the South African policy characteristics that

differ most from those of winners and losers, on the

one hand, and high and low growth countries on the

other.

Because abnormally high rates of growth, or

contraction, often occur for short periods of one or two

years, winners and losers were regarded in this analy-

sis as highest and lowest growth countries over ex-

tended periods of five and ten years respectively. There

were no significant policy differences regardless of

when the periods commenced, which increases the

likelihood that policies associated with high growth in

the past will be the same as those associated with it in

future. The following tables show the twenty countries

that averaged the highest and lowest growth rates

respectively between 2000 and 2005.

20 Highest Growth Countries  
Growth pc 
(5 year av.) 

1. Ireland 8.58% 

2. China 7.25% 

3. Latvia 6.62% 

4. Estonia 6.56% 

5. Georgia 6.19% 

6. Albania 5.94% 

7. Dominican Republic 5.84% 

8. Luxembourg 5.63% 

9. Mozambique 5.52% 

10. Vietnam 5.40% 

11. Poland 5.09% 

12. Lithuania 4.93% 

13. Croatia 4.74% 

14. Trinidad & Tobago 4.51% 

15. Finland 4.46% 

16. Hungary 4.43% 

17. Tunisia 4.22% 

18. Slovenia 4.21% 

19. Mauritius 4.09% 

20. Iceland 4.06% 

Average 5.41% 
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20 Lowest Growth Countries  
Growth pc 
(5 year av.) 

1. Sierra Leone -5.95% 

2. Congo, Democratic Republic -5.68% 

3. Kuwait -3.11% 

4. Burundi -3.08% 

5. Guinea-Bissau -2.92% 

6. Paraguay -1.57% 

7. Papua New Guinea -1.39% 

8. Romania -1.36% 

9. Venezuela -1.34% 

10. Ukraine -1.20% 

11. Colombia -0.95% 

12. Chad -0.88% 

13. Gabon -0.86% 

14. Jamaica -0.86% 

15. Congo, Republic of -0.79% 

16. Ecuador -0.77% 

17. Indonesia -0.66% 

18. Niger -0.66% 

19. Kenya -0.63% 

20. Thailand -0.26% 

Average -1.75% 

 

It is particularly significant that the highest

growth countries cover the full range of possibilities,

from poor (Trinidad & Tobago) to rich (Iceland), small

(Luxembourg) to big (China), formerly capitalist

(Ireland) to formerly socialist (Vietnam), resource-rich

(Mozambique) to resource-poor (Finland), countries

that were colonised until recent decades (Tunisia) and

ones that were not (Finland). There is also a wide

range of cultural, religious, ethnic, historical and

geographic diversity among high growth countries.

Since Africa’s colonisation is popularly though mistak-

enly presumed to explain its poverty, it should be noted

that former colonies, including African colonies, are

well-represented amongst the world’s highest and

lowest growth countries, and that none of the world’s

major colonisers appear in either group. This reaffirms

the evidence suggesting that any country is likely to

prosper, regardless of its circumstances or history, if it

implements policies that are associated elsewhere with

prosperity.

The next two tables show the world’s highest

and lowest growth countries averaged over ten years

(1990-2000). The characteristics of longer sustained

growth or contraction are more instructive than for

shorter periods for two reasons. Firstly, economic

performance is more likely to be explained by enduring

policy variables, and, secondly, operative variables can

be identified with greater confidence and conclusions

will be more robust.

Only three countries are in the top or bottom

twenty, respectively, for both periods. Rising and

falling growth rates over extended periods vary for

diverse country-specific reasons, but do so mainly in

sympathy with changes in economic policy.

20 Highest Growth Countries  
Growth pc 

(10 year av.) 

1. China 7.71% 

2. South Korea 7.46% 

3. Botswana 7.15% 

4. Thailand 5.99% 

5. Cyprus 5.09% 

6. Hong Kong 5.08% 

7. Singapore 4.90% 

8. Mauritius 4.89% 

9. Oman 4.75% 

10. Luxembourg 4.47% 

11. Indonesia 4.44% 

12. Malta 4.01% 

13. India 3.58% 

14. Pakistan 3.49% 

15. Japan 3.36% 

16. Ireland 3.31% 

17. Portugal 3.12% 

18. Sri Lanka 3.07% 

19. Malaysia 3.06% 

20. Egypt 2.87% 

Average 4.59% 

 

20 Lowest Growth Countries  
Growth pc 

(10 year av.) 

1. United Arab Emirates -5.35% 

2. Nicaragua -3.98% 

3. Trinidad & Tobago -3.37% 

4. Niger -3.20% 

5. Guyana -2.99% 

6. Peru -2.95% 

7. Ivory Coast -2.89% 

8. Argentina -2.87% 

9. Bahrain -2.52% 

10. Haiti -2.29% 

11. Madagascar -2.16% 

12. Togo -2.09% 

13. Bolivia -2.05% 

14. Congo, Democratic Republic -2.02% 

15. Namibia -2.01% 

16. Zambia -1.99% 

17. Nigeria -1.94% 

18. Mali -1.89% 

19. Venezuela -1.86% 

20. Jordan -1.76% 

Average -2.61% 
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What South Africa can learn

from the experience of other countries

is that it is likely to achieve and

sustain high growth only if it resists

the temptation faced by all govern-

ments to abandon a winning

formula when sustained high growth

is achieved. As this report shows,

markets tend to respond enthusiasti-

cally to pro-market reforms, failing

which they maintain modest growth

indefinitely if there is certainty and

stability (slow and slight change) of

the kind which characterises first

world democracies. The tables show

that average growth for winners

during the first five years of the new

millennium was higher than for the

preceding decade, and the rate of

contraction amongst losers was lower,

both of which coincide with increased

economic freedom in most countries,

including South Africa. One country,

Trinidad & Tobago, shifted from one

extreme to the other having elevated

itself from the lowest to the highest

growth rate group.

South Africa versus the Top 20

– growth

The next five charts compare South

Africa’s growth rates with those of

the world’s Top 20 growth countries

for the first five years of the new

millennium (2000 to 2004). They

show that a few countries achieve

growth rates of 6% and more but such

results are unlikely without essential

reforms. Also, the degree to which

individual countries join the world’s

growth elites and then slide back into

low growth or stagnation, suggests

that sustained high growth requires

continuing attention to core variables.

South Africa vs Top 20 growth countries (2000)
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South Africa vs Top 20 growth countries (2003)
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The next graph shows how

South Africa stagnated since 1970

whilst the Top 20 for the period

started richer and increased their lead

to the point where their average

citizen now earns five times more than

the average South African.
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The comparison with Ireland,

one of the world’s best performers,

shows what’s achievable in the real

world. Ireland, which was one of

Europe’s poor relations, as poor as

South Africa on average, became one

of the world’s richest countries. �

South Africa: GDP 1970-2000

$0

$5,000

$10,000

$15,000

$20,000

$25,000

$30,000

1
9

7
0

1
9

7
5

1
9

8
0

1
9

8
5

1
9

9
0

1
9

9
5

2
0

0
0

Ireland

South Africa



Chapter 11

SOUTH AFRICA’S SHORT LIST
OF ‘WINNERS’ POLICIES’

59

South Africa ahead of the world’s best in some areas …

Differences between South Africa on the one hand, and winners and losers on the other, are instructive only for

policy areas with two coinciding characteristics, namely that they are characteristic of high growth and that they

are areas in respect of which South Africa differs significantly. South Africa is fortunate, as the next table shows,

in one very important respect: it is already ahead of the average for the world’s winners regarding many of the

policies associated with high growth, which may explain its reversal of three decades of stagnation and decline,

followed by modest growth, falling unemployment, a stronger currency and other favourable developments. South

Africa leads the top 20 average regarding its legal system (other than crime), its domestic financial system, and

relatively low levels of business and trade interference.

Being ahead of the world’s winners in important areas is a considerable strength for South Africa, but it

must be appreciated that being a winning nation is associated with improving performance on vital indices.

Countries’ economies tend to grow when they improve their scores and those with good scores stagnate or con-

tract if their scores stagnate or decline.

… but may be regressing

An ominous development that the government can correct easily at this early stage is that South Africa’s rate of

reform towards policies associated with high growth is expected, when 2006 figures are released, to show a

reversal for the first time since transition in 1994. According to the evidence, the country is likely to enjoy contin-

ued and accelerated improvement only if it maintains or increases its lead in policy areas where it is ahead and

addresses areas where it lags.

SA leads 
Top 20 (%) 

Policy area 
EFW 
Index 

44.7 Impartial courts (rule of law) 2B  

29.2  Judicial independence (rule of law) 2A 

26.4  Credit market regulations (finance) 5A 

22.8 Ownership of banks (% of deposits in private banks) 5Ai  

22.5  Protection of Intellectual property (rule of law) 2C 

15.4  Private credit (% of credit to private sector) 5Aiii  

13.6 Hidden trade barriers (no barriers other than published tariffs/quotas) 4Bi 

13.2 Price controls (regulation) 5Ci  

12.8 Regulatory trade barriers (trade) 4B  

11.8 Avoidance of interest rate controls (leading to negative interest rates) 5Aiv  

9.7  Size of trade sector compared to expected size (trade) 4C 

8.3  Military interference (rule of law) 2D  

6.7 Business regulation 5C 

5.7 Revenue from taxes on international trade as a % of imports plus exports (trade) 4Ai  

 

The following table shows where South Africa is significantly behind the world’s winners (and where it has

much in common with losers). These are priority areas for reform if the government wants to achieve AsgiSA and

other policy objectives.
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In these tables, necessary adjustments have been

made to provide for problems that arise when indices

are compared over long periods, such as changes in

methods of measurement. As better data sources

become available, additional indices are added. Occa-

sionally, some fall away. Countries are also added or

removed from data sets. To ensure consistent compari-

sons a ‘chain-linked’ index has been used in which

later indices are based only on earlier components. As

explained above, this 20:20 analysis is confined to

indices used for the Economic Freedom of the World

Report (EFW) because it contains all the policy

variables that correlate significantly with high growth.

EFW policy areas used in the tables are explained in

the Appendix.

High growth also coincides with good scores on

other indices, such as those of Freedom House, the

World Bank and the World Economic Forum. This

does not mean that there are alternative policies that

can be adopted to get a country’s policies in line with

what characterises high growth elsewhere. The reason

for the coincidence is that various indices include the

same or substantially similar data. Even so, there are

differences between such indices. Some have variables

not in EFW, but they are sufficiently similar to EFW

indices that there is no need to consider them sepa-

rately, such as the property rights index in the Herit-

age-WSJ index or components of the Freedom House

index. In other words, no matter which index or sets of

indices one uses, the results coincide substantially,

which is in itself very instructive.

South Africa’s ‘Short List’

The proverbial “bottom line” is that the world’s experi-

ence suggests that South Africa is likely to prosper if,

and only if, it:

1. reduces crime;

2. relaxes and preferably scraps exchange control;

3. reduces time people have to spend with bureauc-

racy;

4. relaxes or scraps insistence on centralised bargain-

ing;

5. shifts from spending on economic regulation and

parastatals to spending on transfers and subsidies.

Additionally, the government should sustain and

preferably increase its lead over the world’s highest

growth countries regarding:

6. the rule of law;

7. foreign trade liberalisation;

8. business liberalisation;

9. banking and financial market liberalisation.

Regarding items three, eight and nine, there has re-

cently been a potentially serious shift in the “wrong”

direction. Following South Africa’s post-transition net

liberalisation under GEAR and related policies, there

has also been a spate of measures entailing substantial

identifiable and quantifiable impacts, without equally

identifiable or quantifiable benefits.

South Africa’s commitment to the rule of law

(item 6) has been undermined by the tendency in recent

legislation to compromise the separation of powers by

taking legislative and judicial functions from the

legislature and judiciary respectively and conflating

them in the executive, replacing legal certainty with

discretion. The rule of law is compromised when, for

instance, the state’s burden of proof in criminal matters

is relaxed, when the presumption of innocence is

replaced by a presumption of guilt, when there is

double jeopardy, when “administrative” and “civil”

penalties (for proven and unproven crimes) replace

criminal sanction, and when penalties are imposed that

are far in excess of those considered appropriate by

criminal courts.

The new unit established in the Presidency to

review regulations affecting small business may

correct the potentially adverse impact of such measures

on growth. The government’s AsgiSA commitment to

high (6%) growth may also result in beneficial

changes, which include a plan ‘to remove unnecessary

regulatory obstacles that make the work of SMMEs

either cumbersome or expensive’. The government also

plans a review of tax burdens, ‘poorly designed or

implemented’ labour law, and ‘the many bylaws that

SA lags  
Top 20 (%) 

Policy area 
EFW 
Index 

-31.7 Integrity of legal system (crime rate) 2E  

-30.6 Restrictions on capital market transactions with foreigners (exchange control) 4Eii  

-14.3 Transfers and subsidies as % of GDP (welfare) 1B 

-13.1 Share of wages set by centralised collective bargaining (labour) 5Biii 

-11.2 Time with government bureaucracy (regulation) 5Ciii  

-10.1 International capital market controls (exchange control) 4E  

-7.9 Freedom to own foreign currency bank accounts (exchange control) 3D 

-5.5 Recent inflation rate (monetary policy) 3C 
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we find in our municipalities that make it difficult for

small business to trade’. If the regulatory review plan

and AsgiSA are supplemented by the policies in the

Short List that are not already included, and if these

policies are implemented resolutely, international

experience predicts prosperity for South Africans.

This report is an exercise in policy analysis, not

political science. Its purpose is to establish which

policy reforms would make South Africa more like the

world’s winners and less like its losers, regardless of

how politically popular or achievable they might be.

Even so, it is probably uncontroversial to observe that

the government’s past willingness to implement poli-

cies that were unpopular with some of its constituents

means that it also has the political will to do so in the

future. However, it is faced with an additional chal-

lenge, namely whether it is willing to review recent

high-profile policies that reduce the likelihood of

achieving its objectives. If it is, South Africa is likely

to be the world’s next ‘economic miracle’ with high

growth accompanied by less poverty, unemployment

and inequality. �
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Economic Freedom of the World Index Components

Policy Area 1: Size of Government

(Expenditures, Taxes and Enterprises)

Area 1 has four components. Component (1A) meas-

ures government consumption as a share of total

consumption and component (1B) assesses transfers

and subsidies as a share of GDP, indicating the size of

government. The third component (1C) measures the

extent to which countries use private rather than

government enterprises to produce goods and services.

The fourth component (1D) is based on averages of

(Di), the top marginal income tax rate, and (Dii), the

top marginal income and payroll tax rate (and the

income threshold at which the top marginal income tax

rate applies). Taken together, the four components

measure the degree of a country’s reliance on personal

choice rather than government intervention.

Area 2: Legal Structure

and Security of Property Rights

Rule of law, security of property rights, an independent

judiciary, and an impartial court system are compo-

nents of area 2. They are drawn from two primary

sources: International Country Risk Guide and Global

Competitiveness Report.

Area 3: Access to Sound Money

Area 3 has four components, of which component (3D)

measures the ease with which other currencies can be

used via domestic and foreign bank accounts. A high

rating applies if a country has institutions consistent

with low and stable rates of inflation and avoids

regulations that limit the free use of alternative curren-

cies by its citizens.

Area 4: Freedom to Trade Internationally

The components in this area measure a wide variety of

restraints that affect international exchange: tariffs,

quotas, hidden administrative restraints and controls on

the exchange rate and capital. The regulatory items of

component (4B) (regulatory trade barriers) and compo-

nent (4Ei) (capital market controls) are from the

Global Competitiveness Report. The other components

are quantified objectively. High ratings apply to

countries with low tariffs, a trade sector larger than

expected, efficient administration of customs, a freely

convertible currency and few controls on the movement

of capital.

Area 5: Regulation of Credit, Labour and Business

Ten of the sub-components of area 5 are based on

survey data. The first component (5A) reflects condi-

tions in domestic credit markets. The first two sub-

components indicate the extent to which banking is

dominated by private firms and whether foreign banks

are permitted to compete. The final three sub-compo-

nents indicate the extent to which credit is supplied to

the private sector and whether controls on interest rates

interfere with the credit market. Countries that use

private banking to allocate credit and refrain from

controlling interest rates receive higher ratings. Com-

ponent (5B) measures the extent to which labour-

market policies curtail freedom of contract between

employees and employers, including mandatory mini-

mum wages, dismissal restrictions, centralised wage

enforcement, extensions of union contracts to non-

parties, unemployment benefits that undermine the

incentive to provide or accept employment, and mili-

tary or non-military conscription. Sub-components of

(5C) identify the extent to which regulatory restraints

and bureaucratic procedures limit competition. High

scores apply to countries that let markets determine

prices, refrain from restricting entry into business and

increasing the cost of producing goods and services,

and refrain from favouring some businesses at the

expense of others. �


