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14 Beyond Catch Up

Some speculations about the next
twenty-five emerging economies

Sudipto Mundle™

Deepak Nayyar’s recent book Catch Up (Nayyar 2013) is a fascinat-
ing narrative of change, divergence and convergence between different
regions of the world since the 16th century, and especially during the
last 200 years. An economist’s narrative, but written in a Braudel-
like long duree perspective (Braudel 1973), the book belongs to the
grand empirical tradition of Clark (1940); Kuznets (1966); and Chen-
ery (1969). In the closing chapters of the book Nayyar has identi-
fied a group of fourteen countries that appear most significant for the
process of ‘catch up’. Then in the very last chapter he has identified
another ten developing countries which could be following in the foot-
steps of the next fourteen, and also two ‘least developed countries’,
Bangladesh and Tanzania. Included in this list of twenty-six countries
is Taiwan, which is no longer recognised by the United Nations, and
its partner institutions like the World Bank, as an independent coun-
try and therefore dropped from their published data sets. That leaves
twenty-five developing countries, the Next Twenty-five, which Nayyar
has identified as having the most potential for ‘catching up’ with the
developed countries.

This chapter speculates about the prospects of these twenty-five
countries by about the middle of the 21st century, that is over the next
thirty-five years or so:! The first part of the chapter presents some ele-
ments of a theory of economic history that can frame the assessment
of these prospects. The second presents the assessment based on the
framework developed in the first part and the third concludes.

* Deepak Nayyar has had a long, distinguished career ranging from being Vice Chan-
cellor of Delhi University and Chief Economic Adviser of the Indian government
to publishing a remarkable book as an amateur photographer. However, his most
enduring contribution is as a scholar, a leading heterodox economist whose reputa-
tion stretches well beyond India.
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Elements of a theory of economic history

Forecasting and speculating about the future

The term ‘speculation’ is deliberately chosen rather than prediction
or forecast to describe the assessments presented in this chapter. That
is because a prediction or forecast is a probabilistic statement about
the future, and the probabilities decline quite sharply for assessments
that go beyond a year or two. So to describe the possible scenarios
described here as forecasts would be pretentious.

In his book A Theory of Economic History, in which Hicks described
as following in the footsteps of Marx rather than Toynbee, Hicks
adopted a probabilistic or ‘statistical’ approach as he calls it (Hicks
1969). He explained that it may be possible to generalise analytically
about some of the principal drivers of change in a group of societies or
countries which may have some key features in common. Such a gener-
alised model may reasonably account for the broad direction of change
of the group as a whole. However, such a model would typically not
be able to explain changes that may occur in a particular country. That
is because those particular changes may have been driven by elements
specific to that country which are not a part of the general model.

Clearly, if theories of economic history can only be applied in
this probabilistic sense in interpreting the past, for which the facts
are already known, it is that much more challenging to apply them
for forecasting the future. Nayyar prudently limited himself to some
general observations about emerging trends that may be important in
determining the future. If we wish to imprudently push the envelope
further, and attempt to assess the future prospects of individual coun-
tries in the Next Twenty-five group, then it is best to describe such
assessments as speculations rather than forecasts.

While recognising that the goal here is to speculate rather than fore-
cast, it is nevertheless important to ensure that as far as possible these
speculations are based on facts rather than fantasy. And for that it is
best to follow the procedural discipline of forecasting based on Bayes-
ian probabilities (Silver 2012).

Initial conditions, path dependence and
determinants of change

As Nayyar observes in Catch Up, nothing is pre-ordained about the
development path of a country. At any given point of time, the legacy
of a society’s entire past history is reflected in its present conditions.
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These present conditions are the initial conditions that lay down the
boundaries of the possible, feasible paths for the future. Particularly
important among these initial conditions are the endowments of
resources, technical knowledge and institutions — the rules or conven-
tions according to which a society is organised and conducts its affairs.

Which of the many feasible paths a country actually takes at each
point of time, for each point can indeed be a turning point, will depend
on the interaction among different elements of the initial conditions,
in particular resource endowments, technical knowledge and institu-
tions. To the dynamics of these interactions must be added unantici-
pated shocks, either positive or negative, that can suddenly shift the
trajectory of a country, rather like a monsoon flood that can suddenly
change the course of a river. We must also add to this the cumula-
tive impact of incremental change. As chaos theory has taught us, the
cumulative impact of small, imperceptible change can in fact lead to
sudden, dramatic change or ‘discontinuities’ beyond a tipping point.
Of these two sources of dramatic shift in a country’s development path,
future shocks will be unanticipated by definition. As for the cumula-
tive impact of incremental change, to the extent that such incremental
change is already present in the initial conditions, an alert observer
needs to look out for possible signals of such change in the middle of
all the noise.

The agrarian barrier to industrial growth

Setting aside the unanticipated sources of dramatic change, a theory of
economic history needs to focus on the interactions between the three
components of initial conditions identified earlier: Resource endow-
ments, technical knowledge and institutions. It needs to indicate the
broad path of development along which these interactions might drive
a country. In a paper published over thirty years ago, I had used a
model of economic history developed along these lines to illustrate
how the history of industrialisation in different countries and regions
of the world was crucially related to enabling changes in the agrar-
ian barrier to industrial growth, the backward and forward linkages
between agriculture and industry. The changes were in turn related to
interactions between resources, technology and institutions in agricul-
ture (Mundle 1985).

Agrarian systems were classified into three broad types, based on the
relationship between two classes of people in agrarian societies, sur-
plus producers and surplus appropriators:? Type A, in which surplus
producers organise production but the productivity gains are captured
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by a class of surplus appropriators; Type B, in which surplus appro-
priators organise production and also capture the productivity gains;
and Type C, where surplus producers organise production and also
capture the productivity gains.® These are ideal types. The real world
would consist of combinations of these ideal types.

In other words, I had classified agrarian systems in terms of how well
the prevailing institutions aligned technical capability and command
over resources, for example, labour and capital in capitalist agricul-
ture, with the incentive to innovate and raise productivity. Abstracting
from other drivers of industrialisation, such as long-distance trade,

Type A agrarian systems would trap countries in a vicious circle of

stagnant agriculture and arrested industrialisation, for example, India
before independence or the Second Serfdom in Russia and large parts
of eastern Europe till the late 19th century. Type B agrarian systems
would generate virtuous circles of capital-intensive technological
innovation and rising productivity in agriculture and industrialisation,
for example, England, Scotland and large parts of western Europe,
because the surplus appropriators had strong incentives to invest much
of the surplus in productivity enhancing investments. Type C agrarian
systems would generate virtuous circles of labour-intensive technologi-
cal innovations and rising productivity in agriculture along with indus-
trialisation, for example, Japan post the Meiji Restoration.

Inclusive versus extractive institutions

Some of these elements have reappeared in a recent institutional the-
ory of economic history that has become quite influential (Acemo-
glu and Robinson 2012). Acemoglu and Robinson recognise the role
of interactions between technology, resource endowments and insti-
tutions, but identify institutions as the key drivers of change. They
distinguish between inclusive and extractive institutions, and between
economic and political institutions. Inclusive economic institutions
ensure property rights, a level playing field among agents and a wide
sharing of the fruits of growth, thereby providing the incentive for
innovation, investment, skill development and a rapid rise to prosper-
ity. Conversely, extractive institutions enable a small elite to extract
all the fruits of growth at the cost of insecurity and deprivation of the
majority, thereby suppressing or dampening the incentives for innova-
tion, investment and skill formation. Such institutions are therefore
associated with stagnation or slow growth.

Extractive political institutions, where a small elite monopolises
political power, reinforce extractive economic institutions, which in




Beyond Catch Up 279

turn reinforce the elite’s monopoly of political power, thereby per-
petuating a vicious cycle of stagnation. Conversely, inclusive political
institutions promote the emergence of inclusive economic institutions,
thereby generating a virtuous circle of rlsmg prosperity. So, of the many
pOSSlble paths that are feasible for a given set of initial conditions, it
is the prevailing nature of institutions that will determine which path
a nation will follow.

Acemoglu and Robinson empha31se that theirs is not a determin-
istic theory of economic history. No nation’s path is pre-ordained.
They argue that world history has been generally characterised by the
vicious circle of extractive institutions and stagnation as the norm.
But when specific conjunctures and circumstances enabled a nation
to break out of this negative symbiotic relationship, the nation could
shift to a path of growth and prosperity driven by the virtuous circle
of inclusive institutions. In this context the authors emphasise the key
role of critical junctures in shifting nations from one path to another
and also the accumulation of incremental changes, which they describe
as institutional drift. By critical junctures, they mean transformative
shocks to society, such as the ‘black death’ that greatly de-populated
Europe, the political revolution that ended absolute monarchy in
England, the rise of the Atlantic trade, etc. They point out that it is
at such critical junctures that institutional drift can lead to divergent
paths, as for instance between France and England.

Critical junctures and institutional drift are indeed powerful driv-
ers of economic history. But these drivers do not necessarily have to
go together. As was mentioned earlier, chaos theory tells us that the
cumulative impact of incremental change, institutional drift, can on
its own lead to dramatic change beyond a tipping pomt even with-
out critical junctures. There is another, deeper, sense in which the
Acemoglu-Robinson institutional theory of economic history needs
an amendment in order to enhance its predictive power. The classifi-
cation of all institutional arrangements into inclusive and extractive is
possibly too broad to sufficiently discriminate between different paths
of development.

By way of illustration, agrarian systems of Type A in my classifi-
cation described previously would clearly be classified as stagnation
inducing extractive institutions in the Acemoglu-Robinson theory, and
my agrarian systems of Type C would be classified as growth promot-
ing inclusive institutions in their theory. But what about the agrarian
systems described as Type B, where a privileged class that controls pro-
duction and appropriates the surplus also has the capacity, resources
and incentives to invest in productivity-enhancing innovations and
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growth in agriculture? Such systems can also promote industrialisation
through the backward and forward linkages between the two sectors.

Do we have here a counter-example to their theory, where an extrac-
tive institutional set up generates a virtuous circle of growth, or should
we describe systems such as capitalist farming as being inclusive? If we
choose the latter, then we can no longer differentiate between, say, the
large scale, capital intensive, capitalist farms in large parts of the USA,
Europe, Australia, Argentina, etc. and the small, labour-intensive,
owner-cultivated peasant farms that are typical in Japan and much
of Asia. Yet, we know that the long-term dynamics of these different
institutional systems, and their implications for industrial growth may
be quite different.

Authoritarian systems of socialism present another awkward cat-
egory. Such systems are unambiguously classified as extractive by
Acemoglu and Robinson, but they invoke an auxiliary concept of
centralisation to account for growth in such societies. If extractive
institutions come along with a high degree of political centralisation,
they argue, the political power elite can reinvest large volumes of the
extracted savings to keep growth going for some time even in the
absence of any inclusive sharing of the fruits of growth. Here, we see
the tight link between extractive institutions and stagnation in their
theory getting stretched to accommodate historical experience that is
not compatible with the core theory.

Besides, what is the time horizon for the accommodation of such spe-
cial cases? The fact that the Soviet Union did eventually collapse does
not detract from the fact that this authoritarian system of extractive
institutions grew dramatically over a period of seventy years. China,
another authoritarian, socialist nation is still rising quite rapidly and
now rivalling the USA. Acemoglu and Robinson predict that China’s
rise will not be sustained because of its extractive institutions. Chinese
growth has indeed slowed in recent years. But it is still one of the fastest
growing economies in the world, and is projected to surpass the size of
the USA within a couple of decades, a projection that has not been seri-
ously questioned. The Chinese case is discussed in further detail later.

The point of this discussion is to suggest that an institutional theory
of economic history needs to be adequately nuanced. In particular, we
need to recognise that certain types of extractive institutions may also
be conducive to growth, and that in some nations extractive and inclu-
sive institutions may co-exist. Acemoglu and Robinson recognise that
extractive political institutions may co-exist with inclusive economic
‘nstitutions in transitional periods, but maintain that under stable
conditions the two sets of institutions will be aligned to each other.

— e

as
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However, the experience of rapid growth under authoritarian regimes
in socialist countries and in East Asia in the latter half of the 20th cen-
tury suggests that the co-existence of inclusive economic institutions
and extractive political institutions may be sustained for decades. They
cannot be explained away as merely transitional economic phenomena.

The discussion so far has equated development with growth. This is a
very narrow definition of development compared to the concept of devel-
opment as freedom proposed by Sen (1999). Incorporating his concept
of the many varieties of freedom into Acemoglu and Robinson’s institu-
tional theory of economic history greatly enhances the predictive power
of the theory. Sen points out that the connection between freedom of indi-
vidual agency and social development is “influenced by economic oppor-
tunities, political liberties, social powers, and the enabling conditions of
good health, basic education, and the encouragement and cultivation of
initiatives”, adding that “The institutional arrangements for these oppor-
tunities are also influenced by the exercise of people’s freedoms, through
the liberty to participate in social choice and in the making of public deci-
sions that impel the progress of these opportunities”.*

That is a very comprehensive description of the constitutive elements
of inclusive economic and political institutions. Sen also adds that free-
dom of individual agency in one dimension contributes to strengthen-
ing free agency of other kinds, the sum of freedoms is greater than
the parts, which echoes the synergy between inclusive economic and
political institutions in Acemoglu and Robinson. However, there is no
suggestion that freedom of individual agency can only exist if it exists
simultaneously in all dimensions. In Sen’s framework, it is conceivable
that a society allows economic opportunities, provides basic educa-
tion, good health care, etc. but not political freedom or the freedom
to participate in social choice and the making of public decisions. In
other words, the co-existence of inclusive economic institutions along
with extractive political institutions is possible. I have cited several
examples previously of such combinations producing high growth
over fairly long periods of time.

Based on the foregoing discussion of actual historical experience, it
is helpful to modify the Acemoglu and Robinson classification, allow-
ing for four rather than two broadly defined types of economic and
political institutions:

Inclusive—progressive
Inclusive—populist
Exclusive—progressive
Exclusive-extractive
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Inclusive-progressive institutions, both economic and political, are
those that are inclusive and at the same time committed to develop-
ment. The Inclusive-populist institutions are those which are inclu-
sive, but with the state deploying its resources for populist measures

rather than development. Such institutions may be required for the

survival of weak political elites in fractionalised polities. The oppo-
site of inclusive institutions are exclusive institutions, both economic
and political, that are narrowly elitist, possibly even authoritarian. If
political economic conditions drive elites in such societies to be growth
promoting, such institutional conjunctures can be described as Exclu-
sive—progressive. On the other hand, when elites in exclusive institu-
tions siphon off resources, and incentives are not aligned to promote
growth, these institutions may be described as Exclusive—extractive.
Clearly, the ideal composition would be to have both economic and
political institutions that are inclusive and progressive. The worst pos-
sible combination would be to have political and economic institutions
that are both exclusive and extractive.

The institutional theory of economic history, modified as to accom-
modate important experiences in the history of global development,
provides us a framework with considerable predictive power for assess-
ing the prospects of the Next Twenty-five, listed in Table 14.1 below.

The next twenty-five emerging economies

As a prelude to such assessment, it is important to recognise that size
matters. There are a number of fundamental global challenges as well
as opportunities facing all countries, including the twenty-five of inter-
est to us. How a country responds to these challenges and opportuni-
ties depends on its internal conditions, technological capabilities and
institutions. It also depends on a country’s size. Large countries may
exercise market power, and draw strength from their command over
resources. These opportunities would not be available to small open
economies. Some illustrations follow.

Globalisation is a major challenge and also an opportunity. Its impact
on a country can be benevolent or malevolent, depending on how the
country responds to it. The response will depend, among other factors,
on the country’s resource endowments, which is a function of its size.
For example, a large country with a large, low-cost, manufacturing
labour force can capture global markets, further strengthen its com-
petitiveness and emerge as a global manufacturing hub. This is not an
option for a small country.
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Global warming and the energy crisis is another example. There
are few sceptics who still question the link between global warming
and the growing consumption of fossil fuels. At the same time, with
costs declining in alternative technologies, the world may be at the
cusp of a switch to an altogether different energy paradigm based on
renewables. It is a critical juncture. Whether or not a country grasps
this great market opportunity will depend, among other things, on its
command over resources, and that is a function of its size.

Much the same can be said about the water crisis. With the needs of
many countries running ahead of the availability of fresh water, it is a
major global challenge today. At the same time, desalination technolo-
gies exist for converting abundant saline water from the oceans into
potable fresh water. Costs are still very high but declining. Among
those countries that have the technological capability and incentives to
turn this challenge into a major market opportunity, only those would
succeed that have the necessary scale and command over resources.

~ A fourth and final example of paradigmatic change is the emergence

of microchip-based technologies that have revolutionised products,
production techniques and communications across the world. There
are vast new opportunities unfolding as a consequence of this great
disruptive change. The size of countries, their internal markets and
their command over resources, including labour, capital and knowl-
edge, will be key determinants of the winners and losers in this Schum-
peterian gale of creative destruction.

Since size matters, the set of twenty-five countries have been clas-
sified into three broad groups in the following discussion. First, there
are the two very large countries with populations exceeding a billion
each: China and India. At the other end, using a cut-off of fifteen mil-
lion population size, approximately one-fifth of one percentage point
of the global population, we have two very small countries, Honduras
and Tunisia. In assessing the prospects of the remaining twenty-one
countries, the discussion is focused on comparing the countries in Asia
with those in Africa and, Latin America. It addresses the question of
why the ‘catch up’ process seems to be working quite powerfully in
Asia, particularly East Asia, but not in the other two regions.

China and India: Two very large countries

China and India are often bracketed together mainly because of their
large size. No other country has a population size even remotely close
to the 1.3 billion people in each of these two countries. The per capita
income in both countries is quite low, much more so in India than in
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China. Yet both are among the largest economies in the world when
their low per capita income is multiplied by their large populations.
This large economic size gives them command over vast domestic
resources, a great deal of market power and consequent geo-political
influence. These similarities notwithstanding, it is really the differences
between them that are more relevant in speculating about their future
paths.

It is fascinating that the pendulum of economic power, which swung
away from these two giant countries at the beginning of the second
millennium, is again swinging back in their direction after a thou-
sand years. Around the year 1000, China and India accounted for
about half of global GDP, and also about half of the global population
(Nayyar 2013). That situation began to change from the 15th century,
gradually at first and then at a rapid pace during the 19th and 20th
centuries. Even as recently as in 1820, the two countries still accounted
for about half of global GDP, and about 57 percent of world popula-
tion. But by 1950, their combined share declined to only 9 percent of
global GDP, while they still accounted for about a third of global pop-
ulation. Since then, their relative decline has been arrested and both
countries are again on the ascendant, especially China. Both are now
among the largest economies in the world. In PPP (purchasing power
parity) terms China is already the largest and India the third largest.

The Second World War also marked the end of the period of global
colonialism. Several newly independent countries, including China
and India, embarked on a new era of development from the 1950s
onwards. At the time both per capita income and overall economic
size were about the same in the two countries. They were not much
different even at the beginning of the 1980s. But following the launch
of its liberalisation reforms, starting in 1979, China has left India far
behind. This is despite the fact that India also launched its liberalisa-
tion programme in 1991. It is astonishing that in a little over thirty
years, China’s per capita income (US$7,500 in 2014) has risen to five
times that of India (US$1,582 in 2014), and the Chinese economy is
also five times the size of India.* What accounts for the vastly different
performance in the two countries? An answer to that question is quite
critical for an assessment of their future prospects.

One reason, possibly the primary reason, is that the two countries
have very different institutional structures. In our terminology China’s
political institutions are exclusive, allowing no political freedom for
the vast majority of its citizens, but they are progressive. The state is
deeply committed to development. And its economic institutions are
inclusive. Particularly in the years following the socialist revolution,
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the Chinese state has deployed vast resources in enabling widely dis-
persed social freedoms, in particular improvement of education and
health services, along with different rounds of egalitarian land reforms
and infrastructure development.

India’s political institutions are inclusive. It is remarkable, perhaps
even unique among developing countries, that a robust system of par-
liamentary democracy has flourished for over sixty years, with a free
and vocal press, the toleration of dissent as a right, and so forth. The
state is also committed to development. In our terminology, India’s
political institutions are inclusive and progressive. It’s economic insti-
tutions, on the other hand, are exclusive.® Unlike China, India did not
experience a cathartic, but equalising, socialist revolution. As a result
the inclusive political institution of democracy came to rest on a deeply
unequal and extractive socio-economic system, the caste system, reified
over millennia. The challenge to this entrenched system is relatively
recent. It started with anti-caste movements in the southern states in
the early 20th century, and then spread to the north more recently. This
entrenched exclusion is still reflected, as many authors have noted, in
India’s abysmal neglect of human development, especially basic educa-
tion and basic health care. That has greatly compromised both human
development as well as growth in India.” Moreover, India could not
introduce egalitarian land reforms except in a few states.

A consequence of China’s inclusive economic system and human
development, especially mass education, was the availability of a huge
educated workforce. This workforce could be readily harnessed and
trained as skilled industrial workers as China’s relentless growth over
three decades transformed it into the manufacturing hub of the world
by the end of the 20th century. In contrast, despite fairly high growth
for over two decades, India has faced the paradox of a large surplus
labour and low-labour productivity alongside the severe scarcity of a
skilled workforce.

A second reason for the difference in growth performance between
China and India is the difference in quality of governance and service
delivery. The Chinese command and control system, though exclusive
and authoritarian, is effective in both reforming and implementing
policies. In contrast, as Vijay Joshi points out in his recent book, policy
making and implementation in India is hobbled by three major con-
straints: ‘Collective action gridlock’, deficits in state competence and
accountability and crony capitalism.®

Looking to the future, will China continue to soar to the top, as
predicted by Arvind Subramanian (2011), or will both China and
India regress towards mean global growth as predicted by Pritchett

T




288 Sudipto Mundle

and Summers (2013)? They have argued that three decades of high
growth experienced by China and India is very unusual and that both
countries are likely to slow down. Both countries have indeed slowed
down significantly compared to the growth rates they recorded during
the first decade of the 21st century (Mundle 2015a). Is this a secular
trend, a one-time adjustment or a temporary phenomenon?

China’s long period of high growth was led by exports and high
public investment. It is now attempting a shift to growth led by domes-
tic consumption along with public investment. This adjustment may
partly account for the recent slowdown. The investment pillar of
this new growth strategy seems quite robust (Mundle 2016a). How-
ever, even the reduced ‘new normal’ growth target of 6.5 percent will
require sustained productivity growth. As Mody (2015) suggests, that
will in turn require substantial institutional reform away from what is
still a state-led economy, weighed down by zombie firms and zombie
banks, towards a more market-oriented system. The new consumption
pillar of growth will also require an incomes policy that substantially
ratchets up the purchasing power of the working class, particularly
unorganised sector workers. Such reforms would become a critical
juncture if they were to happen. An even more far-reaching critical
juncture could arise when China’s inclusive economic institutions, and
in particular its growing and increasingly affluent middle class (Silver-
stein et al. 2012), collide against the restrictions of an authoritarian
regime that lacks political legitimacy. Bardhan and many others regard
this as the greatest challenge for China’s future growth.

In India, the situation is quite the reverse. The political institutions
are relatively inclusive. But the economic institutions are exclusive
and highly unequal, excluding large segments of the population from
decent basic education and health care, among other deprivations. The
prospects of high growth in the future will depend on whether or not
the economic institutions get better aligned with India’s inclusive polit-
ical institutions.? Whether such a critical juncture will occur is difficult
to foresee. However, there are some signals of a possible institutional
drift towards more inclusive economic institutions.

Political power in India has become much more decentralised in
recent years, as several regional parties with charismatic leaders have
emerged as major players in India’s federal political system. Such
decentralisation has been nudged forward with greater fiscal empow-
erment of state governments by successive Finance Commissions, espe-
cially the 14th Finance Commission. Moreover, these regional political
parties are beginning to compete on the basis of performance alongside
traditional identity politics. Growth and social development as well as
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public spending on infrastructure, education and health are beginning
to emerge as important factors in political competition.

Honduras and Tunisia: Two very small countries

Honduras and Tunisia are the two smallest countries in the Group of
Twenty-five. For the large countries, interaction with globalisation is
a two-way process. They influence the process of globalisation, just
as globalisation influences them. For the small countries, the causality
runs entirely one way. Outcomes in these countries are largely deter-
mined by the tides of global political and economic developments that
reach their shores.

In some ways Honduras and Tunisia are very similar. Both have
small populations of less than fifteen million. Both are growing at
very modest rates of just over 2 percent, and both have fairly high life
expectancy of over seventy-three and seventy-four years, respectively
(Table 14.1). Their economic structures are also very similar, with
services accounting for around 60 percent of GDP, and agriculture
for around 10 percent only, with mining, manufacturing, utilities and
construction accounting for the balance (Table 14.2). However, per
capita income in Tunisia at $4,421 in 2014 was almost double that of
$2,435 in Honduras. This difference in standards of living is attribut-
able to their different histories and their present location in the global
geo-political economic system.

Honduras was ‘discovered’ and colonised by Spain at the beginning
of the 16th century like much of Latin America. It remained a part of the
Spanish colonial system of surplus extraction till the early 19th century,
when it declared independence with the ebbing of Spanish power, first
as part of a Central American federation, then on its own. Like the rest
of the region, it was increasingly drawn into the US sphere of influence,
formalised in its occupation by US marines in 1900. It has remained a
part of the US backyard since then, with bases in the country for the US
war on drugs. Occasionally, there have been tensions with neighbours.
But it is a member of the Organisation of American States, and in 2006
joined the US-led North American Free Trade Agreement. One of the
poorest countries in the region, it exports bananas, coffee and other
agricultural products, sea food, beef and some gold and other miner-
als. However, the major businesses are largely owned by US companies
such as United Fruit Company and Standard Fruit Company, and the
economy is heavily dependent on foreign aid. Honduras is literally a
classic case of what is sometimes described as a ‘banana republic’, char-
acterised by exclusive economic and political institutions.
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Tunisia’s antecedents are very different. Originally settled by the
Phoenicians in the 12th century BCE, it had an ancient civilisation and
its city state of Carthage once dominated the entire western Mediter-
ranean region. Present-day Tunisia was integrated into the Ottoman
Empire in the 16th century, then occupied by France in the 19th cen-
tury. It remained a French protectorate till 1956, when it became an
independent republic. However, the first free and fair election in fifty
years was held only in 2011. Before that Tunisia was ruled by two
strong men. Bourguiba ruled till 1987, then Ben Ali till 2011, allegedly
through repeated re-election in rigged elections.

While their monopoly of power and corruption provoked angry
opposition, the continuity and stability also enabled Tunisia to develop
a diversified economy, with strong trade links to countries in Europe.
Rain fed agriculture supports S0 percent of the work force but con-
tributes only 10 percent of GDP. Services, especially tourism, oil and
gas, mining of phosphates and other minerals and light manufactures
account for the rest. Oil, minerals, chemicals, textiles, olive oil and
other agricultural produce are the major exports; France, Italy, Spain,
Germany and Libya are the major trading partners. The 2011 elec-
tions were a turning point, with a moderate Islamic party coming to
power, heading a centre-left ruling coalition; Sunni Muslims account
for the bulk of the population. Rising Islamic fundamentalism remains
a major threat, with sometimes tourists being targeted to damage the
economy. But while Islam is recognised as the national religion, the
ruling coalition and the new constitution adopted in 2014 are secular
and progressive.

To summarise, Tunisia’s institutions have long antecedents and are
by and large inclusive and progressive, though facing serious risks
from religious fundamentalists. If that threat can be managed, Tuni-
sia could cross a threshold of, say, US$10,000 at current prices and
approach the present living standards of Turkey or Malaysia by the
middle of this century. In contrast Honduras, which is still locked into
an exclusive and extractive institutional nexus, may reach a threshold
of say US$5,000 at current prices, more or less comparable to the aver-
age standard of living in Thailand today.

Comparing Asia, Africa and Latin America

Figure 14.1 presents a scatter diagram plotting the recent average
growth rates of the ‘Next Twenty-five’ group of countries against their
per capita incomes. There is a distinct inverse relationship between per
capita income and growth, as shown by the fitted regression line. It is
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Figure 14.1 GDP growth 2007 to 2014 and per capita GDP 2014

Source: World Development Indicators (weblink: http://data.worldbank.org/indicator),
retrieved on 02-06-2016

Note: * Implies statistical significance at 10 percent level.

Country Code: ARG-Argentina, BGD-Bangladesh, BRA-Brazil, CHL-Chile, CHN-
China, COL-Colombia, ECU-Ecuador, EGY-Egypt, Arab Rep., HND-Honduras, IND-
India, IDN-Indonesia, IRN-Iran, Islamic Rep., KEN-Kenya, KOR-Korea, Rep., MYS-
Malaysia, MEX-Mexico, NGA-Nigeria, PHL-Philippines, ZAF-South Africa, TZA-Tan-
zania, THA-Thailand, TUN-Tunisia, TUR-Turkey, VEN-Venezuela RB, VNM-Vietnam

tempting to interpret this as an illustration of the Pritchett-Summers
hypothesis of regression to mean. However, that would be misleading
since none of the countries in the group barring South Korea have
reached advanced country (OECD) levels of per capita income. What
the figure shows, along with Table 14.1, is a bunching of most Asian
and African countries, including those with relatively high growth
rates of around 4 percent to § percent, at low per capita income lev-
els of between $2,000 and $6,000. In contrast the Latin American
countries are bunched at a higher per capita income range of around
$10,000 to $15,000 along with lower rates of growth. In other words,
we have high growth in several low per capita income countries of Asia
and Africa and low growth in the middle income countries of Latin
America - the middle income trap.
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Asia

The end of the colonial era around the middle of the 20th century
was a critical juncture in most Asian countries. New institutional
arrangements emerged in these newly independent countries ruled by
new national governments. Like China and India discussed earlier,
most Asian countries moved to a path of high economic growth. The
exceptions to this pattern are South Korea, Turkey, Thailand and Iran
(Table 14.1). South Korea is now an advanced country, a member of
the OECD group. After three decades of very high growth, the Pritch-
ett-Summers process of regression to mean has kicked in. Turkey, with
per capita income of over $10,000 and aspiring to join the European
Union, has been impacted for decades by conflicts in the Middle East.
The same applies to Iran, which was under US-led sanctions for many
years. Both countries are yet to emerge from this abnormal period of
economic growth. The case of Thailand is interesting and is discussed
further later.

Setting aside the outliers, the hallmark of the Asian development
path of the late 20th century, particularly in East and Southeast Asia,
was high growth combined with inclusion, as highlighted in the World
Bank’s widely cited report on the East Asian Miracle (World Bank
1993). Country-specific variations apart, the core institutional model
was the same as that seen earlier in the case of China, namely, inclu-
sive economic institutions combined with exclusive but progressive,
growth-oriented, political institutions. These political institutions
were either authoritarian dictatorships, as in East Asian countries like
South Korea and Taiwan or communist countries like Vietnam and
China, where political power was monopolised by a monolithic com-
munist party.

In this institutional model the fruits of growth were widely shared
through strong emphasis on human development, basic education and
health care, along with infrastructure. Sometimes these human devel-
opment programmes were combined with egalitarian land reforms or
programmes of income transfer to poor households. As explained in
the context of China, the focus on basic education and health were not
only ends in themselves but also laid the foundation for a skilled but
low-cost industrial workforce that became the competitive backbone
of east Asia’s rapid export-led growth once the forces of market com-
petition and open trade regimes were allowed to work. On the ques-
tion of market forces, the authoritarian regimes essentially followed a
pragmatic approach. While the market mechanism was increasingly
relied on, the regimes did not hesitate to pursue a ‘picking winners’




Beyond Catch Up 295

type industrial policy and other support mechanisms if they helped to
push manufacturing growth. Among the two socialist Asian countries,
market-oriented reforms were initiated in China from 1979, and in
Vietnam the Doi Moi liberalisation programme started ten years later
in 1989.

The main challenge in this institutional model, as we saw in the
case of China, is the mismatch between inclusive economic institutions
and extractive political institutions. In some cases, as in South Korea,
the authoritarian regime itself initiated the transition to more inclu-
sive political institutions as rising incomes and the emergence of an
articulate, self-conscious, middle-class generated political demands for
such reform. Malaysia, where per capita income has crossed $11,000
and growth remains high, will most likely reach advanced country
standards by the middle of the century and will need to follow South
Korea in making its political institutions more inclusive. In other cases,
like Vietnam, political power has remained the exclusive domain of
the Communist Party (Fforde and De Vylder 1996). Thailand is a case
where demands for political liberalisation, arising in the walke of rising
incomes and the emergence of the middle class, have been suppressed
by successive military dictatorships. This has disrupted the growth
model and a secular slowdown of growth has followed (Phongpaichit
and Baker 1997).

Looking to the future, those countries which successfully introduce
inclusive political institutions better aligned with their inclusive eco-
nomic institutions are likely to sustain or raise their rates of growth.
By the middle of the 21st century, they will have doubled or even
tripled their per capita incomes. In those countries which fail to make
this alignment between inclusive economic and political institutions,
growth will decelerate, eventually leading to rising tensions and politi-
cal strife.

Africa : '

The Asian paradigm outlined previously is a useful benchmark for
assessing the prospects of countries from Africa and Latin America
in the Next Twenty-five group. For the countries in Africa, the basic
institutional model is one of exclusive-extractive economic institu-
tions, usually combined with similarly exclusive-extractive political
institutions. There are of course country-specific variations around
this basic model. In countries where the variations are towards more
inclusion, their future prospects are also more optimistic. In countries
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where the variations are more deeply extractive, future prospects will
remain gloomy. Some remarks relating to specific countries follow.

Nigeria is the largest, most populous economy in Africa, with a GDP
of around $570 billion and a population of over 177 million persons.
Its average growth of over § percent per year is entirely due to Nigeria’s
large reserves of oil, which accounts for virtually all its export incomes
and also the revenues of the government. However, oil is also the big-
gest curse for its people, who remain desperately poor with 75 percent
of them surviving on subsistence agriculture. It is telling that the expec-
tancy of life in Nigeria, at less than fifty-three years, is the lowest among
all the countries in the Group of Twenty-five. Nigeria’s political and eco-
nomic institutions are deeply extractive, with a narrow self-serving elite
focused on extracting all the profits flowing from oil. As a consequence,
it is almost a failed state, collapsing under the onslaught of rebels in the
Niger delta and the ruthless Boko Haram Islamic fundamentalists. The
latter started out in the North, but now seem to be spreading throughout
the country. Nigeria’s prospects for the future are quite bleak.

South Africa, the second largest economy in Africa, is generally seen
as the most promising among all the countries of Africa. Under Dutch
and later British colonial rule since the 17th century, South Africa
remained an agricultural economy till the discovery of diamonds and
gold at the beginning of the 19th century. It then soon became one of
the world’s largest producers of these precious products. During the
20th century the country diversified into manufacturing, then services,
which now accounts for over 60 percent of GDP. Both before and after
the discovery of precious minerals, the white immigrant ruling elite
practiced a ruthless ‘apartheid’ system of racial segregation to exploit
the indigenous population.

Politically and formally apartheid was finally abolished with a peace-
ful transition to democracy, as Nelson Mandela became President in
1994. Despite this transition to a more inclusive political system,
South Africa has regressed under Mandela’s successors, and the old
exclusive-extractive economic institutions have survived. The white
minority population still controls much of South Africa’s mines and
industries, while indigenous black workers make up 75 percent of the
workforce. They are badly paid and working conditions remain very
poor. Not surprisingly, though per capita income in South Africa is the
highest among the African countries at about $6,500, life expectancy
is the second lowest after Nigeria at 57.2 years. The future prospects of
the country depend largely on whether or not it experiences a critical
juncture that replaces the present extractive economic institutions by
those that are more inclusive.
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Egypt is the third largest economy in Africa, and the second highest
in per capita income. It embarked on a state-led, self-reliant path of
industrialisation in the early 1950s. Though a third of the workforce
is still dependent on agriculture, Egypt has a well-diversified indus-
trial base of mining, manufacturing and construction that accounts
for about 40 percent of its GDP, with another 44 percent coming from
services (Table 14.2). Market-oriented reforms were introduced in
1990s, when the weaknesses of the earlier model surfaced. But Egypt
continues to grow at a modest pace of around 3 percent.

This is presumably because Egypt’s institutions are authoritar-
ian and exclusive, varying from progressive to extractive at different
points of time. Egypt has remained under authoritarian military rule
for over sixty years, despite the brief flowering of the pro-democracy
movement in Tahrir Square in 2011. Its resources and attention are
diverted towards combating the rise of Islamic fundamentalism and
the continuing tensions of the Middle East. Absent any major political
development that shifts the country to a more inclusive, non-author-
itarian system, Egypt can be expected to continue along its modest
growth path.

The two neighbouring countries of Tanzania and Kenya in East
Africa are both largely agrarian, with much of the population surviv-
ing on subsistence agriculture and animal husbandry. Some mining
and light industries in agro-processing and consumer goods have also
developed. The two were under German and British colonial control
in different periods since the 19th century, though Kenya had been
originally colonised by Portugal in the 16th century. Both became inde-
pendent in the 1960s. However, while Tanzania enjoyed two decades
of stable rule under Julius Nyerére, who also established inclusive eco-
nomic institutions, Kenya struggled under turbulent, and often cor-
rupt, civilian rule. As a consequence, its institutions are neither strong
nor inclusive. Future prospects depend on how effectively the two
countries can promote capitalist development based on inclusive insti-
tutions (Sender and Smith 1986). Both countries are growing at 4 to
S percent per year at present. However, given its stronger institutional
legacy, Tanzania has the better prospect of doubling or tripling its per
capita income by the middle of the 21st century.

Latin America

In Latin America also, as in Africa, the specific conditions of indi-
vidual countries can be described as variations around a core model
of extractive economic institutions, often reinforced by extractive
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political institutions, that is common to all the countries. This insti-
tutional model also explains why these countries found it difficult to
keep growing beyond middle-income levels to catch up with the levels
of income in the advanced countries.

The Latin American countries were colonised during the 16th century,
mostly by Spain. The exception was Brazil, the largest country (account-
ing for half the South American continent), which was colonised by
Portugal. Extractive economic institutions, reinforced by similar politi-
cal institutions, were employed to extract vast surpluses in gold and
other precious metals, agriculture and livestock over the next 300 years
(Gunder Frank 1970; Furtado 1976; Acemoglu and Robinson 2012).
This colonial system of surplus extraction ended with the Napoleonic
wars and the decline of the Iberian powers early in the 19th century.
Following political independence, power shifted to elected rulers who
sometimes replaced self-appointed local monarchs. However, the elected
rulers were frequently overthrown by authoritarian military dictator-
ships on grounds of corruption or misrule. Sometimes they themselves
became quite authoritarian, for example, Peron in Argentina.

In the economic sphere there followed a whole century of devel-
opment as these countries became integrated into the new globalised
economic system that evolved following the industrial revolution in
Britain. In the new international division of labour, the Latin American
countries became exporters of raw materials in exchange for manufac-
tures from the metropolitan hubs of wotld capitalism, first Britain and
later the USA, which also controlled the global financial and transpor-
tation systems (Furtado 1976).

Different Latin American countries were integrated in different ways
into the global system. Some became specialised as suppliers of meat
and other temperate climate agricultural products, others specialised
in the supply of tropical agricultural products, yet other countries
specialised in the supply of mineral products (Furtado 1976). Each
country therefore became heavily dependent on the vagaries of inter-
national trade in its commodity of specialisation. These variations
notwithstanding, the economic institutions in all the countries came
to be characterised by a two-tier structure of extraction. Internally
surplus is extracted by a narrow elite: The owners of the latifundia
(huge landholdings of thousands of hectares), the mine owners or the
urban bourgeoisie in the port cities who control the trade. However,
these economies are closely controlled by foreign capital, mostly US
corporations that extract a large share of the surplus externally. Some-
times the same multinational corporation owns the land, plantations
or mines and also controls trade.
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Despite the establishment of this centre-periphery structure of sur-
plus extraction, the half century or so since the late 19th century. was
also the period of rising Latin American prosperity. Incomes rose
steadily in the periphery, with correlated advancement in education,
health and other social indicators. The middle-income status of these
countries evident today is largely attributable to this long period of
stable growth (Furtado 1976). The system was broken by the two
world wars, and more importantly the great depression of 1929, when
the global demand for the particular products in which these countries
had narrowly specialised collapsed. With their global links disrupted,
the countries of Latin America moved towards a path of import substi-
tution-based industrialisation, often led by the state. However, inad-
equacy of the home market undermined those efforts, bringing down
their pace of growth.

The failure of import substitution strategies to revive growth under-
lined the importance of inclusive economic institutions and shared
prosperity for a home market-based model of growth. However, the
abortive attempts at import substitution did succeed in creating a
diversified industrial base in several of these countries. During the past
half century or so, these Latin American countries have been attempt-
ing to reintegrate with the global economy, drawing on the strength
of this diversified industrial base in addition to their traditional com-
parative advantage in primary products. This has been challenging
since the global economy has become a moving target, itself getting
restructured. Also, high wages in these middle income Latin American
countries have made them uncompetitive vis-a-vis their Asian competi-
tors in many industries and services. Apart from these general remarks
about the Latin American experlence, a few observations about some
spec1f1c countries are in order to give a more nuanced picture of that
experience.

The case of Brazil is especially interesting because it is not only the
largest but also the most representative of the Latin American pat-
tern of growth. Initially integrated into the centre-periphery structure
based on exports of coffee from its southern estates, Brazil led the
switch to an import substitution—based growth strategy when export
led growth collapsed in the early 20th century. The new strategy was
driven by the state, which had set up a modern steel industry during
World War II, and followed up with a major infrastructure develop-
ment program in the 1950s. The establishment of Petrobras, following
the discovery of oil, gave a spurt to this industrially diversified growth
effort. However, in the absence of inclusive economic institutions, the
effort soon ran out of steam. This was mainly due to inadequacy of
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domestic demand, a consequence of poor wages and low purchasing
power of the working class in a labour surplus economy according to
Furtado (1976). Brazil came to be seen as the classic case of a failed
model of growth based on the consumption of the rich.

Following a succession of military coups since the mid-sixties, civil-
ian rule was re-established in Brazil with the election of Cardoso in
1985. Despite his attempts at fiscal prudence and market-oriented
reforms, Brazil soon ran into a major debt crisis, requiring a massive
IMF rescue package of $30 billion in 2002. Brazil’s approach shifted
radically towards inclusive growth with the election of Lula de Silva,
Brazil’s first working-class president. Lula pursued a strategy of fiscal
prudence combined with pro-poor policies, a large increase in min-
imum wages and the famous Bolsa Familia conditional cash trans-
fer program that lifted a fifth of Brazil’s population out of poverty.
Though he was highly popular, constitutional limits required Lula to
hand over power after two terms to his trusted chief of staff Dilma
Rouséff. She was impeached for a corruption scam in Petrobas in early
2016 and had to resign. Now Lula himself is being charged. While
resigning, Rouseff stated that her removal was in fact a coup d’etat.

Argentina is interesting because, unlike Brazil and much of Latin
America, it is (along with Uruguay) a case of growth under conditions
of labour scarcity. Like Australia and New Zealand, it was integrated
into the 19th-century global economy as the supplier of temperate
agricultural products, grain and meat. It had vast, open grazing lands
in the Pampas, but little labour. Hence, production and exports were
heavily dependent on high wage immigrants from Europe. Though
some industries have developed in agro-processing and consumer
goods, Argentina remains one of the world’s main exporters of meat
and grain. It is the classic example of the Latin American Latifundia
agrarian system. The estate owners and the trading bourgeoisie con-
stitute the narrow elite which has continued to dominate Argentina,
mostly through a succession of ruthless dictatorships, whether civilian
or military. The country is yet to make a transition to more inclusive
economic and political institutions.

While all countries in Latin America are strongly. influenced by US
economic and political interests, the Mexican case is particularly inter-
esting because of its close proximity to the USA. It demonstrates both
the disadvantages as well as advantages of that proximity.

The home of the ancient Mayan and Aztec civilizations, Mexico
once included the US states of California, Texas, Nevada, Utah and
large parts of Arizona, New Mexico, Wyoming and Colorado. Fol-
lowing the collapse of the Spanish empire, these territories were ceded
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to the USA either in war or through treaties, for example, the Treaty
of Guadalope Hidalgo (1848). There have been contentious issues
between the USA and Mexico, as also other Latin American countries,
over the control of oil. While foreign capital is now barred from this
sector, US corporates remain a dominant force in other sectors of the
Mexican economy and can influence policy to serve their interests.
Mexico is also, unfortunately, a source and transit route for drugs
flowing into the USA, and has suffered for decades on that account.

On the positive side, Mexico has also benefitted from the large
inflow of US capital and technology, and free access to its vast market
as a member of NAFTA since 1994. There is large-scale migration of
labour from Mexico, a labour surplus country, to the USA. Also, when
fiscal profligacy has led Mexico to debt crises, as for instance after the
collapse of oil prices in 1986 and again in 1995, the USA provided
massive assistance, either bilaterally or through multilateralg like the
IME, World Bank and Inter-American Development Bank.

Venezuela is an interesting case as a small country with massive
deposits of a valuable resource. It has one of the world’s largest
known deposits of oil. However, it also reveals the fragility of a coun-
try dependent on the export of a single commodity. Mostly ruled by
military strongmen or corrupt civilians following the end of colonial
rule, Venezuela experienced a critical juncture with the election of
Hugo Chavez in 1998. A popular leftist leader, Chavez attempted
to pull Venezuela out of US domination and initiated inclusive poli-
cies as Lula had done in Brazil. However, his efforts were fiscally
profligate, mainly predicated on revenues from oil, and could not be
sustained following the collapse of oil prices. Now his authoritarian
successor Maduro has destroyed the inclusive economic and political
institutions Chavez had nurtured, thereby plunging Venezuela into a
chaotic abyss.

Finally, there is Chile, which is perhaps the only Latin American
country that has enjoyed the benefits of relatively inclusive economic
institutions. Chile’s record was sullied by the military coup and murder
of Allende in 1973, followed by fifteen years of brutal dictatorship
under Pinochet. However, Chile has actually had a long democratic
tradition going back to the end of colonial rule in 1833. Chile was
integrated into the global economy based on the supply of copper,
and it was the struggle over control of this raw material that brought
down the Allende government (Furtado 1976). Nevertheless, succes-
sive elected governments had nudged Chile towards diversified indus-
trialisation from the early 20th century, with a consequent dampened
effect of copper export shocks. These governments also invested in
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education and health, rather like the states in East Asia. As a conse-
quence Chile has the highest per capita income among all the middle-
income countries of Latin America at around $15,000, and the highest
life expectancy at over eighty-one years (Table 14.1). Among the group
of Next Twenty-five, Chile has a per capita income and life expectancy
that is second only to South Korea, which is already a developed coun-
try. There is a high probability that by the middle of the 21st century,
Chile too will have become a developed country.

Conclusions

This chapter has tried to speculate about the future prospects of the
Group of Twenty-five countries that Nayyar had identified in Catch
Up as having the potential to achieve developed country living stan-
dards. The speculation has been based on a theory of economic history
which attributes causal primacy to economic and political institutions.
The chapter has also addressed the question of why the catch up pro-
cess clearly visible in many countries of Asia is not much in evidence
in Africa and Latin America. It turns out that sustained high growth
in Asia is being driven by the existence of inclusive economic institu-
tions. By the same token, the absence of ‘catch up’ in most countries
of Africa and Latin America is attributable to the prevalence of exclu-
sive-extractive economic institutions, usually combined with similar
political institutions. The chapter suggests that inclusive economic
institutions can co-exist with exclusive political institutions during the
period of catch up. However, in the long run, the latter will have to
be reformed as rising prosperity and the emergence of a middle class
raises the demand for inclusive political institutions. |

Notes

1 The list is adopted from Nayyar (2013) without further scrutiny of why
certain countries were included in the list and not some others. It includes,
for instance, South Korea, which is already a developed country. On the
other hand it excludes all former CIS countries, some of which could reach
developed country status by the middle of this century.

2 ‘Surplus’ was defined as the residual of production over and above the share
going as consumption necessary for subsistence of the actual producers, for
example, slaves in a slave society, serfs in feudal societies or wage labourers
in a capitalist system of production. These producers would by definition
also be the producers of the surplus. The slave owners, feudal lords or capi-
talist employers would be the surplus appropriators.

3 For an alternative typology, see Senghaas (1985).

4 Sen (1999) page S.
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5 Those who make much of India’s growth rate slightly exceeding that of
China during the past two years should remember that a 1 percent growth
in China adds as much volume of additional output in absolute terms as
S percent growth in India.

6 Comparisons that suggest inequality in China is higher and rising faster
than in India can be quite misleading (Mundle 2015b). After factoring in
differences in levels of education and health and asset distribution, including
egalitarian land reforms in China, Bardhan (2015) concludes that inequal-
ity is higher in India compared to China. See also Acharya and Mehrotra
(2017).

7 For a comparative assessment of human development in China and India,
see Sen (1999) and Bardhan (2011) among others. On the elitist bias of
India’s education policy, see Mundle (2016b). For recent discussions of
the adverse impact of poor human development in India on manufactur-
ing growth and employment, see Institute of Human Development (2016);
Acharya (2016); and Ninan (20135). -

8 For detailed discussions of each of these three constraints, see Bardhan
(2011, 2015) and Ninan (2015).

9 For a recent paper contrasting the experiences of selected countries in East Asia
and South Asia from a similar perspective, see Acharya and Mehrotra (2017).
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