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Chapter 2: Economic Freedom and World Poverty

by Seth W. Norton & James D. Gwartney*

Introduction

The eradication of world poverty is one of the most im-
portant issues facing economists, policy makers, and con-
cerned citizens. There are several reasons why this is the
case. First, as Theodore W. Schultz (1980) notes, most of
the world is poor and this fact makes poverty reduction
a central issue of economics. On varying intellectual ter-
rains, scholars such as Lucas (1988), North (1981) and de
Soto (1990) have spread that message. Second, increased
trade and capital flows in recent decades, that is, “global-
ization,” have drawn increased attention to cross-country
differences in income, living standards, and the plight of
the poor, particularly those living in impoverished coun-
tries. Third, modern communications and transportation
have increased the visibility of global poverty. The issue
has attracted the attention of celebrities such as the Irish
rock star, Bono. Clearly, there is a cachet associated with
the movement to eradicate world poverty.

Some act as if the eradication of poverty is primarily
a matter of elevating this objective and directing aid from
high-income to low-income countries. This view is largely
reflected in the United Nations Millennium Development
Goals. It also permeates the recent popular book by Jeffrey
Sachs, The End of Poverty (2005). Sachs argues that the elim-
ination of extreme poverty is simple and readily achievable
if wealthy nations are willing to make the commitment and
supply needed funds to the poorer nations of the world,
particularly those in Africa. In fact, Sachs’s book can be
viewed as an apologetic for the feasibility of the Millennium
Development Goals, buttressed by criticisms of leaders of
industrialized countries for failing to instantly affirm the
goals and subsidize strategies to achieve them.

Other researchers argue that the views of Bono,
Sachs, and the proponents of the Millennium Development
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Goals are unrealistic, wasteful, and even counter-produc-
tive. Recent books by William Easterly (2006) and Paul
Collier (2007) are representative of this less sanguine
view. Both criticize the “top down” approach to eradicat-
ing poverty and generate considerable doubt about the
ability of the Millennium Development Project to achieve
the desired objectives.

All of these factors have contributed to increased
interest in, and active discussion of, the causes of world
poverty and its reduction. This chapter develops a mea-
sure of poverty that makes it possible to track its path
since 1980 for a large set of countries comprising approxi-
mately 90% of the population in the less-developed world.
Building on previous research showing that economic
freedom improves the quality of life of the poor (Norton
1998, 2003), the chapter also examines the link between
economic freedom and reductions in poverty. Jeffery
Sachs has argued that economic freedom is a “mantra” for
“instant solutions” and that it is a concept that serves as a
“substitute for analysis” (2005: 318—19). He also contends
that economic freedom is irrelevant to reducing poverty
in sub-Saharan Africa (2005: 320). These contentions will
be considered within the framework of the institutions
and policies currently present in that region and their pre-
dictable impact on the growth process.

Dimensions of World Poverty

Poverty is a multidimensional term with wide usage
(Deaton, 2006). Some of its connotations are linked with
low-income status or the absence of economic growth. In
other contexts, it is associated with inequality. Popular
use of the term may also be associated with the absence of
health or the presence of conditions that threaten health.
Thus, there are both pecuniary and non-pecuniary aspects
to poverty. The former are primarily associated with per-
capita income and the latter with a host of items linked
with “basic needs” including nutrition, health, hunger, ed-
ucation, and mortality.
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By any standard—whether based on income or on
quality of life—poverty is ubiquitous. There are approxi-
mately six billion people in the world. Perhaps as many
as five billion might be classified as poor. Nearly one
billion live on less than one dollar per day measured in
terms of the purchasing power of the dollar in 1990. They
are commonly labeled the “extreme poor.” The remain-
ing poor are better off but by most dimensions of mod-
ern life experience misery or the threat of misery. Using
quality-of-life measures, the ubiquity of poverty is also
evident. In at least 28 countries, one third or more of the
population does not have access to safe drinking water.
In short, no matter how we measure it, poverty is wide-
spread throughout the world.

The widely celebrated United Nations Millennium
Development Goals also underscore both the multidi-
mensional nature and ubiquity of poverty. Consider the
details of the goals. They are to: (i) eradicate extreme pov-
erty and hunger, (ii) achieve universal primary education,
(iii) promote gender equity and empowerment of women,
(iv) reduce child mortality (v) improve maternal health
(vi) combat HIV/AIDS, malaria, and other diseases, (vii)
ensure environmental stability, and (viii) develop a glob-
al partnership for development. Thus, the Millennium
Development Goals fit well with concepts of poverty
based upon either income or quality of life.

Alternative Measures of Poverty

Because poverty is multidimensional and because there
are considerable difficulties measuring the incomes of
residents in the world’s poorest countries, it is useful to
consider both pecuniary and non-pecuniary indicators
of poverty. Moreover, many will find that non-pecuniary
indicators are a more easily understandable measure of
poverty than those that are income based. Thus, we will
consider measures of poverty based upon both income
and quality of life.

Measures Based on Income

The standard income-based measure of poverty is the
number of people living below $1 or $2 per day derived
by the purchasing power parity method and measured in
1990 US dollars. These measures have a standardized unit
of account feature and thus they are meaningful even if
it is difficult to understand how people could survive on
such a meager income. The advantage of using these mea-
sures is that they provide a standardized measure across
time. If the purchasing power over goods and services

of the poor increases across time periods, the percent-
age of persons below the $1 or $2 threshold will decline.
They also have an inherent distributional aspect because
the percentage of persons with incomes below the respec-
tive cutoffs constitutes the fraction of the population that
seems to have missed the benefits of economic growth.

Measures Based on Quality of Life

In recent years, the United Nations organization has con-
structed alternative measures of poverty not based on
income. The UN developed and introduced the Human
Poverty Index (HPI) in the 1997 Human Development
Report. This framework is designed to provide a broader
and not exclusively monetary view of poverty.

The HPI is constructed by combining several indi-
cators of the absence of well-being. The first indicator is
the proportion of people not expected to survive to age 4.0.
The second is the proportion of adults who are illiterate
and therefore excluded from the benefits and privileges
of reading and communication. The third indicator is a
composite consisting of the proportion of people without
access to health services, the proportion of people with-
out access to safe water, and the percentage of malnour-
ished (underweight) children under the age of five. The
components are combined into an indicator scaled from
zero to 100.”

While the HPI is calculated for most less-developed
countries, it is largely unavailable for high-income coun-
tries and for years prior to 1995. However, some of the
components of the HPI and other non-pecuniary indica-
tors of poverty are available for more countries and over
a longer period of time. These indicators provide useful
information about changes in world poverty during re-
cent decades.

Exhibit 2.1 defines the various measures of poverty
used in this paper and indicates their source. The first two
measures are pecuniary. They are the percentage of the
population that subsists on less than $1 per day (or $2 per
day) at standardized international prices. The first catego-
ry is often referred to as “extreme poverty” while the sec-
ond category is labeled “moderate poverty.” Exhibit 2.1 also
defines the various non-pecuniary indicators of poverty
that we will analyze. Clearly, increases in the magnitude
of variables like life expectancy at birth and access to safe
water are indicative of improvements in the quality of life

2 Inmorerecent years, the UN has omitted the health-services
factor of the standard-of-living component of the HPI because
reliable estimates for health-services provision are not available
for many countries.
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Exhibit 2.1: Descriptions and Sources of Various Measures of Poverty

$1 per day
Percentage of the population living on less than $1.08 a day at 1993 international prices (or $1 per day in 1990 prices).

Sources: United Nations, Human Development Report (1997;2004); World Bank, World Development Indicators

$2 per day
Percentage of the population living on less than $ 2.15 a day at 1993 international prices (or $2 per day in 1990 prices).

Sources: United Nations, Human Development Report (1997;2004); World Bank, World Development Indicators

Improved Water
Percentage of the population with access to safe water.

Sources: World Bank, World Development Indicators

Life Expectancy at Birth
The number of years a newborn infant would live if prevailing patterns of mortality at birth were to stay the same throughout its life.

Sources: World Bank, World Development Indicators

Infant Survival Rate
The number of infants surviving to one year of age per 1,000 live births. It is equal to 1,000 minus the infant mortality rate.

Sources: World Bank, World Development Indicators

Under Five Survival Rate
The number of infants, per 1,000 live births, projected to survive to age five, given current mortality rates. It is equal to 1,000
minus the under-age-five mortality rate.

Sources: World Bank, World Development Indicators

Physicians per 1,000 People
Number of graduates of any facility of a school of medicine, working in the country in any medical field, per 1,000 population.

Sources: World Bank, World Development Indicators

Adequate Nutrition
Percentage of population with adequate nutrition. It is equal to 100 minus the percentage of the population whose food
intake is insufficient to meet dietary energy requirements continuously.

Sources: World Bank, World Development Indicators

Human Poverty Index (HPI)
A measure of the percentage of people deprived of a long and healthy life, knowledge, and a decent standard of living. Items
included in the index are: percentage not surviving to age 40, percentage of adults who are not literate, percentage of people
without access to safe water, and the percentage of children underweight for their age. The index runs from 0 to 100. In the
original index higher values indicated greater poverty, but we reversed the scale so that higher values would represent less
poverty and improved well being.

Sources: United Nations, Human Development Report, 2004
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and reductions in the incidence of poverty. However, the
opposite is the case for variables like infant mortality rate
or percentage of the population with inadequate nutrition.
In order to make it easier to track changes, the scale of the
non-pecuniary indicators is arranged so that higher values
are always indicative of lower poverty rates and improve-
ments in well-being. For example, rather than presenting
the infant mortality rate per 1000, we present the infant
survival rate so that a higher value translates to an im-
provement in well-being. In its original form, increases in
the HPI on its 100-point scale are indicative of reductions
in the well-being of the poor. Again, we reversed the di-
rection of that scale, so that higher values indicate an im-
provement in the quality of life of the poor.

What Is Happening to the
World Poverty Rate?

The $1-per-day and $2-per-day poverty rates are available
for a substantial number of developing countries for vari-
ous years, mostly since 1995. However, these data are in-
complete. In searching for an instrument that might be
used to provide estimates for the missing values, we dis-
covered that the mortality rate for children under age five
is highly correlated with the $2-per-day poverty rate and

is available for a larger set of countries and years. Thus,
this instrument is used, along with per-capita GDP, to es-
timate the missing values for the $2-per-day poverty rate
for a large set of countries at five-year intervals for the pe-
riod from 1980 to 2000 and for 2004. Unsurprisingly, the
$1-per-day poverty rate is closely linked to the $2-per-day
rate. While the $1-per-day rate is lower, countries with
a high $2-per-day rate also tended to have a $1-per-day
rate that was relatively high. Thus, the data for the $2-per-
day poverty rate can be used to derive the $1-per-day rate.
The source note to the Appendix to Exhibit 2.1 (page 38)
provides additional details on these calculations and that
table presents both the $1-per-day and $2-per-day pover-
ty rates for 79 less-developed countries for various years
during the period from 1980 to 2004.

The population of the 79 countries of the Appendix
to Exhibit 2.1 sum to 4.8 billion, approximately 90% of the
total residing in the world’s less developed countries for
the period from 1980 to 2004. Because the $1-per-day and
$2-per-day poverty rates are largely unavailable for high-
income developed countries, it was not possible to make
estimates for these countries. The omitted high-income
countries have a population of approximately 8oo million.

Exhibit 2.2 provides a graphic illustration of the
mean values of the $1-per-day and $2-per-day poverty
rates for the developing countries shown in the Appendix

Exhibit 2.2: Average Percentage of Population in Developing Countries Living on $1and $2 per Day, 1980-2004
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Source: Derived from World Bank, World Development Indicators and United Nations, Human Development Report; see Appendix to Exhibit 2.1 for

details. These figures are for the 79 countries shown in the Appendix, which constitute approximately 90% of the population of less-developed

countries. The number of countries for which data were available ranged from 65 in 1980 to 78 in 2004. Calculations were made for only countries

with data during all years and the mean values were virtually identical to those presented above.
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to Exhibit 2.1 for various years from 1980 to 2004. Both
unweighted and weighted means are presented. The un-
weighted mean is merely the average of the entire set of
countries with data during the year. The number of coun-
tries for which the poverty rates were available ranged
from 65 in 1980 to 78 in 2004. In the case of the weight-
ed average, the mean percentage with income below the
cutoff is weighted by the population of the country. Thus,
more populous countries like China and India will have a
larger impact on the mean calculation when it is derived
by the weighted method. The weighted method will also
tend to provide a more accurate measure of the poverty
rate for the entire sample of countries.

In 1980, the mean values of both the unweighted
and weighted $1-per-day poverty rates were approximate-
ly 32%, indicating that about one third of the population
in developing countries had incomes of less than $1 per
day. The $1-per-day poverty rate declined steadily during
the 1980s and 1990s. By 2004, the unweighted mean had
fallen to 21.5% of the population. The weighted average
fell by an even larger amount, to 16.9% in 2004. Thus, the
weighted mean indicates that the overall $1-per-day pov-
erty rate of developing countries was nearly cut in half
between 1980 and 2004.

The relative reduction in the $2-per-day poverty rate
was not as pronounced. The unweighted $2-per-day pover-
ty rate fell from 58.5% in 1980 to 47% in 2004. The weighted
mean fell by 16 percentage points from 62.9% in 1980 to
46.9% in 2004. This reduction of 16 percentage points in
the weighted $2-per-day rate between 1980 and 2004 was
nearly the same as the percentage point reduction in the
weighted $1-per-day rate during the same time frame.

As was previously noted, these figures are for ap-
proximately 90% of the world’s population living in less-
developed countries. At least 800 million people residing
in high-income countries are omitted from these calcu-
lations. No doubt, the share of the population with an
income of $1 per day or $2 per day is considerably lower
in the omitted high-income countries. Thus, the overall
world poverty rate is somewhat lower than the figures
presented in Exhibit 2.2.

Both the $1-per-day and $2-per-day poverty rates
indicate that progress has been made since 1980. However,
they also indicate that slightly more than one in six per-
sons in the less-developed countries of the world had an
income of less than $1 per day in 2004, and nearly half of
the population in these countries had an income of less
than $2 per day.

Exhibit 2.3 presents data on several measures of
poverty based on quality of life for various periods from

the early 1980s through 2005. These indicators are similar
to those included in the United Nations Human Poverty
Index. The data of Exhibit 2.3 are for a larger number of
countries than Exhibit 2.2. They include both high-income
developed countries as well as those with low incomes.

The pattern of the indicators of quality of life is sim-
ilar to that of the $1-per-day and $2-per-day poverty rates.
The mean values for all of the non-pecuniary indicators in-
creased across time periods, illustrating an improvement
in conditions and a reduction in poverty. For example, for
every 1,000 children under the age of five, over 23 more
children survived the first five years of life in the period
from 2001 to 2005 compared to the fraction surviving in
the period from 1981 to 1985. In a nation with a million
children under age five, that would mean 23,000 fewer
deaths and grieving parents. The emotionally wrenching
effects of child mortality that are so inextricably linked
with poverty are notably reduced. Less dramatically, but
hardly unimportant, the percentage of people with access
to “improved” water increased more than an average of 6%
during this period and life expectancy at birth on aver-
age increased from about 64 years of age to more than 68
years, a remarkable occurrence in light of the AIDS pan-
demic. In short, both the income based and quality of life
based measures indicate that there has been a noticeable
reduction in poverty since 198o0.

How Does Economic Freedom
Affect Poverty?

Numerous studies have shown that countries with more
economic freedom grow more rapidly and achieve high-
er per-capita income levels than those that are less free
(Berggren, 2003; Cole, 2003; Dawson, 1998, 2003; de
Haan, Lundstrom, and Sturm, 2006; Easton and Walker,
1997). One would expect that this growth would also re-
sult in less poverty. Using ratings from various editions
of Economic Freedom of the World (EFW), we now turn
to an examination of this issue.

Exhibit 2.4 divides the less-developed countries of
the Appendix into three categories: those with an aver-
age EFW summary rating during the period from 1980 to
2000 of less than 5, those between 5 and 6, and those be-
tween 6 and 7. Because the data on poverty rates are un-
available for high-income developed economies and even
some of the more successful developing economies like
Chile, South Korea, and Malaysia, among the countries of
the Appendix there are none with an average EFW sum-
mary rating from 1980 to 2000 of 7 or more .
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Exhibit 2.3: Alternative Indicators of World Poverty, 1981-1985 to 2001-2005

Indicators [number of countries] Average Average Average Average Average
1981-1985 1986-1990 1991-1995 1996-2000 2001-2005

% of population with access to improved water [96] — 80.1 824 84.7 86.2
Life expectancy at birth, total (years) [122] 64.4 65.8 66.4 67.1 68.1
Infant survival rate (per 1,000 live births)? [118] 947.7 953.1 957.0 961.3 964.6
Under-five survival rate (per 1,000)? [106] 918.3 926.9 932.8 9383 941.9
Physicians (per 1,000 people) [71] 1.3 1.5 1.6 1.8 1.9
% of population with adequate nourishment® [103] 833 — 83.1 83.6 85.3

Note a: These figures are based on the infant mortality rate and the under-5 mortality rate, respectively. They are presented here as survival
rates (i.e., 1000 minus mortality rate) so that a larger number represents improvement.

Note b: This is derived from the data on prevalence of undernourishment. It is presented here as sufficient nourishment (i.e., 100 minus the

undernourished as a percentage of the population) so that a larger number represents improvement.

Source: World Bank, World Development Indicators. A country is included if it has data for the indicator across all time periods and it was
included in Economic Freedom of the World: 2000 Annual Report. While the number of countries differs from indicator to indicator, it is the same

across time periods for each indicator.

Exhibit 2.4: Economic Freedom, 1980-2000, and $1- and $2-per-Day Poverty Rates for Developing Countries

$1-per-Day Poverty Rate (%) $2-per-Day Poverty Rate (%)
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Source: Derived from World Bank, World Development Indicators; United Nations, Human Development Report; and Economic Freedom of the World:
2008 Annual Report. See note at end of Appendix to Exhibit 2.1 for the explanation of how the poverty rates were derived. The 62 countries for which
there are 2004 poverty rates and EFW ratings from 1980 to 2000 are included here. The chain-link method was used to derive the EFW average

ratings for countries from 1980 to 2000 (see exhibit 1.5).
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Exhibit 2.4 indicates the average of the $1-per-day
and $2-per-day poverty rates during 2004 for the coun-
tries in the three categories. Both the unweighted and
weighted (by population) means are shown. If economic
freedom makes a difference, the mean poverty rates for
the freer economies should be lower. This is indeed the
case. The unweighted $1-per-day poverty rate was 32.1%
in 2004 for countries with EFW ratings of less than 5, but
only 11.7% for countries with EFW ratings between 6 and
7. The $1-per-day poverty rate for the middle group was
between these two extremes. For the weighted means, the
pattern of the $1-per-day poverty figures was similar. As
Exhibit 2.4 shows, the $2-per-day poverty rate declines
from 59.7% to 41.0% to 32.8% as one moves from the less
free to the more free economies. In the case of the weight-
ed means, the difference between the freer economies and
the least-free group was smaller, but still substantial.

Persons with incomes of less than $1-per-day and
$2-per-day are largely people who experience few if any of
the gains from trade, specialization, cooperation with oth-
ers, and economies of scale. With gains from these sourc-
es blocked by political factors, physical obstacles, and the
absence of transportation and communication networks,
they survive by raising a few fruits and vegetables on small
land plots, building shelters with whatever they can get
their hands on, and only a low level of trading with others,
mostly those living in their village or surrounding area.
There will be little change in their economic well-being un-
til they are brought into the exchange economy. Economic
freedom helps make this possible. Thus, the lower pov-
erty rates of the freer economies are an expected result.?
Further, the strong relationship between more economic
freedom and lower poverty rates observed in exhibit 2.4 is
particularly revealing, given that these data include only
less-developed countries (LDCs) and even the freest econ-
omies among this group are omitted.

Theinitialobjective ofthe Millennium Development
Goals is to reduce extreme poverty—of those living on $1
per day—by one half. The data in exhibit 2.4 suggest that
a straightforward step would be to promote institutions
and policies supportive of economic freedom in the less
developed world. After all, the freest of the LDCs already

3 Regression analysis was also used to examine the data of ex-
hibit 2.4 in more detail. When the average EFW rating from
1980 to 2000 was regressed on the 2004 $1-per-day poverty rate,
a one-unit increase in the EFW rating reduced the $1-per-day
poverty rate by 13 percentage points. Parallel analysis indicat-
ed that a one-unit increase in the EFW average reduced the
$2-per-day poverty rate by 17 percentage points. Both of these
estimates were significant at the 99% confidence level.

have $1-per-day poverty rates that are substantially less
than half of the least-free LDCs.

Exhibit 2.5 examines the relationship between eco-
nomic freedom and the non-pecuniary set of poverty in-
dicators. These variables are available for a larger set of
countries, including those with higher income levels and
average EFW ratings of more than 7 between 1980 and
2000. Thus, the poverty indicators are shown for four cat-
egories: countries with an average EFW summary rating of
less than 5, between 5 and 6, between 6 and 7, and greater
than 7. These four categories might properly be thought of
as mostly unfree, lower middle, upper middle, and mostly
free. The quality-of-life indicators are for the most recent
period, from 2001 to 2005. As previously indicated, the
direction of the scale of the non-pecuniary variables has
been arranged such that a higher value is always indicative
of less poverty and an improvement in well-being.

In the mostly unfree economies, 72.6% of the popu-
lation has access to safe water, compared to nearly 100%
in the mostly free economies. The two middle groups fell
between these two extremes. Given the centrality of clean
water to health and well-being and the excessive caloric
expenditures to obtain clean water, the impoverishing ef-
fect of this differential is highly noteworthy. Consider next,
life expectancy at birth. As one moves from the mostly un-
free to the middle groups and on then to the mostly free
economies, life expectancy increases. The life expectancy
of people in the mostly free group is slightly more than
20-years greater than for the mostly unfree group.

For every 1,000 births on average, 64 more babies
survive in freer economies per year than in the unfree
economies. The gap in the rate for child mortality un-
der age five is even greater, with an average of 109 more
children per thousand surviving each year in economi-
cally free economies than for those that are mostly unfree.
Similarly, there are more than twice as many physicians
per 1,000 population in the mostly free economies than for
those that are mostly unfree. Malnutrition affects more
than a quarter of the population for the least-free econo-
mies but only a small fraction—approximately 2.5%—in
the free economies. There is also a substantial difference
between the free and unfree economies in the United
Nations Human Poverty Index. The HPI increases from
63.9 for the mostly unfree to 93.7 for the mostly free econo-
mies with the middle groups again falling in between.*

4 Regressions were run with each of the quality-of-life indicators
of exhibit 2.5 as the dependent variable and average EFW from
1980 to 2000 as the independent variable. The EFW variable was
significant at the 99% level of confidence in every regressions.
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Exhibit 2.5: Economic Freedom and Country Averages for Alternative Indicators of Poverty, 2001-2005

Indicators [number of countries] Mostly Unfree Lower Middle Upper Middle Mostly Free
(Avg. 1980-2000 (Avg. 1980-2000 (Avg. 1980-2000 (Avg. 1980-2000
EFW Rating < 5) EFW Rating 5-6) EFW Rating 6-7) EFW Rating > 7)

% of population with access to improved water [90] 726 86.0 90.3 99.9

Life expectancy at birth, total (years) [112] 58.0 67.4 71.8 78.6

Infant survival rate (per 1,000 live births)? [108] 931.1 961.1 979.7 994.9

Under-five survival rate (per 1,000)* [96] 884.1 936.3 977.3 993.4

Physicians (per 1,000 people) [63] 1.2 1.1 23 2.5

% of population with adequate nourishment® [102] 72.1 86.2 90.5 97.5

UN Human Poverty Index, 2004¢ [68] 63.9 75.5 80.8 93.7

Note a: These figures are based on the infant mortality rate and the under-5 mortality rate, respectively. They are presented here as survival

rates (i.e., 1000 minus mortality rate) so that a larger number represents improvement.

Note b: This is derived from the data on prevalence of undernourishment. It is presented here as sufficient nourishment (i.e., 100 minus the

undernourished as a percentage of the population) so that a larger number represents improvement.

Note c: In the original index, higher values indicated greater poverty but we reversed the direction of the scale so that higher values would

represent less poverty and improved well being.

Sources: World Bank, World Development indicators; United Nations, Human Development Report; and Economic Freedom of the World: 2008

Annual Report. The chain-link method was used to derive the EFW average ratings for countries from 1980 to 2000 (see exhibit 1.5).

Exhibits 2.4 and 2.5 paint a similar picture: poverty
rates are substantially lower in persistently free economies
compared to those with persistently lower levels of eco-
nomic freedom. This is true regardless of whether pov-
erty is measured by income or quality-of-life indicators.
No doubt, this pattern is largely reflective of the linkage
between economic freedom and growth. The freer econo-
mies grow more rapidly and, at the same time, they achieve
both higher income levels and lower rates of poverty.

Hong Kong and Singapore provide early evidence
for the linkage between economic growth and lower pov-
erty rates. These two economies achieved high levels of
economic freedom in the 1960s and 1970s and in recent
years they have ranked first and second in the EFW index.
Even though they were relatively poor in 1960, today the
income levels and poverty-rate indicators of Hong Kong
and Singapore are virtually identical with those of the high-
income countries of North America and Western Europe.

Since 1980, the EFW ratings of Thailand, Malaysia,
and Panama have been persistently greater than 6.0. Their
average ratings from 1980 to 2000 are among the highest

of LDCs during this period. In turn, they have achieved
substantial progress against poverty. The $2-per-day pov-
erty rate of Thailand fell from 45% in 1980 to 30% in 1990
and 15% in 2005. Life expectancy at birth in Thailand
increased from 64 years in 1980 to 70 years in 2004.
Thailand’s under-five mortality rate fell from 58 per thou-
sand in 1980 to 21 in 2005.

While the poverty rates of Malaysia are unavailable
for the entire period, the $2-per-day poverty rate fell from
15% in 1987 to 9% in 1997. Malaysia’s $1-per-day poverty
rate of 2% is among the lowest among LDCs. The increase
in life expectancy at birth and reduction in under-five
mortality rates in Malaysia also indicate that the quality
of life of the poor has improved substantially since 1980.

Panama has also made substantial progress against
poverty. Its $2-per-day poverty rate fell from 30% in 1980
to 17% in 2004. The $1-per-day poverty rate of Panama fell
from 11% in 1980 to 6% in 2004. Like the figures of exhibits
2.4 and 2.5, these case studies of economies with persis-
tently high levels of economic freedom also illustrate that
economic freedom is a powerful weapon against poverty.
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Changes in Economic Freedom
and Reductions in Poverty
Thus far the focus has been on how persistent differences
in the level of economic freedom influence poverty rates
and related indicators of quality of life. If a country adopts
reforms supportive of economic freedom, will the well-
being of the poor improve? Theory indicates that the an-
swer to this question is “yes,” but substantial reductions
in poverty are likely to take some time. It will take time
for the new policy direction to acquire credibility, inves-
tors and other decision-makers to respond to the more at-
tractive environment, and the rate of growth to increase.
As the higher level of economic freedom is sustained and
the more rapid growth persists, poverty rates will fall, and
they will fall by larger amounts with the passage of time.
Exhibit 2.6 investigates the relationship between
changes in economic freedom and reductions in the
poverty rate. In equation 1 of exhibit 2.6, the dependent

variable is the percentage-point reduction in the $1-per-
day poverty rate between 1980 and 2004. In equation 2,
the dependent variable is the reduction in the $2-per-day
poverty rate during the same period. In each of these
equations, the poverty rate at the beginning of the pe-
riod is an independent variable designed to control for
cross-country differences in the initial incidence of pov-
erty. The level of economic freedom in 1980, along with
the change in EFW rating from 1980 to 1995 and from 1995
to 2005, are also included as independent variables. The
earlier change in EFW rating is expected to exert a larger
impact than the more recent change because the earlier
change will affect the economy over a longer time frame.
The initial poverty rate is insignificant in both equations.
Both the initial EFW rating and the change in EFW rat-
ing from 1980 to 2005 were positive and significant at the
95% confidence level in both equations. Equation 1 indi-
cates that, when the initial 1980 EFW summary rating

Exhibit 2.6: Regression Analysis of the Linkage between Economic Freedom and Poverty

1

Dependent Variable
2 3

Independent Percentage Reduction Percentage Reduction Human Poverty Index, 2004
Variable in S1-per-Day Poverty Rate, in $2-per-Day Poverty Rate,
1980-2004 1980-2004
Intercept 19.29 -11.61 37.32
(-1.54) (-0.72) (3.32)
Initial Poverty Rate, 1980 0.06 -0.13
(0.52) (=1.31)
Per-Capita GDP, 1980 0.33%x*
(3.16)
Economic Freedom, 1980 4.68** 4.98** 3.78%
(2.31) (2.13) (1.76)
Change in EFW rating, 1980-1995 5.21** 5.22%% 7.85%%*
(2.43) (2.31) (3.08)
Change in EFW rating, 1995-2005 1.20 2.64 2.71
(0.67) (1.39) (1.04)
R? 0.162 0.266 0.544
Number of Countries 53 53 57

Note: The numbers in parentheses are t-ratios for the coefficients. * ** and *** indicate significance at the 90%, 95%, and 99% levels,

respectively. The dependent variables are the change in the poverty measure for the period from 1980 to 2004 or United Nations Human Poverty

Index. The GDP per capita was measured in hundreds of dollars.

Sources: World Bank, World Development Indicators; United Nations, Human Development Report; and Economic Freedom of the World, 2008

Annual Report. The chain-link EFW data of exhibit 1.5 were used to calculate the change in economic freedom across periods. The respective

equations incorporated all countries for which the data were available.
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was one unit higher, countries achieved a reduction in the
$1-per-day poverty rate that was 4.68 percentage points
larger between 1980 and 2004. At the same time, a one-
unit increase in the EFW rating between 1980 and 1995
was associated with a 5.21 percentage-point reduction in
the $1-per-day poverty rate. As equation 2 indicates, a
one-unit increase in the initial EFW rating reduced the
$2-per-day poverty rate by 4.98 percentage points, while a
one-unit increase in EFW during the period from 1980 to
1995 reduced the $2-per-day poverty rate by 5.22 percent-
age points. The change in EFW rating from 1995 to 2005
is insignificant in both equations. This is an expected re-
sult because there would be only a brief time period for
the later change to affect growth and thereby reduce the
poverty rate.’

Equations 1 and 2 indicate that both higher initial
levels and larger increases in economic freedom reduce
the poverty rate. Thus, countries that move toward more
economic freedom achieved lower poverty rates with the
passage of time. A one-unit increase in EFW rating re-
duced both the $1-per-day and $2-per-day poverty rates
by about 5 percentage points a decade later. A two-unit
improvement reduced poverty rates by approximately 10
percentage points over the following decade.

Peru and Chile illustrate the potency of major re-
forms that increase economic freedom. Both have be-
come substantially more free in recent decades. After
stagnating around 4.0 during the 1980s, Peru’s EFW rat-
ing jumped from 4.2 in 1990 to 6.3 in 1995 and on to 7.1
in 2000. Over the same period, Peru’s $2-per-day pov-
erty rate only fell from 43% in 1980 to 42% in 1990 but,
as the economy became substantially more free during
the 1990s, the $2-per-day rate fell to 31% in 2000. The
$1-per-day poverty rate of Peru went from 23% in 1980 to

5 To check for the robustness of the change in EFW rating over
other time frames, modified forms of regression equations 1
and 2 of exhibit 2.6 were run with changes in EFW ratings dur-
ing the 1980s and the period from 1990 to 2005 as independent
variables.

For the $1-per-day poverty rate, this estimated equation was:
percentage-point reduction in $1-per-day poverty rate = 20.65 —
0.001 x ($1-per-day poverty rate in 1980)* + 5.46 x (EFW rating
in 1980)* + 6.73 x (change in EFW rating 1980-1990)* + 2.42 x
(change in EFW rating 1990-2005).

The estimated equation for the 2$-per-day poverty rate was:
percentage-point reduction in 2$-per-day poverty rate = 13.95

— 0.15 x (2$-per-day poverty rate in 1980)* + 5.80 x (EFW rating
in 1980)* + 7.06 x (change in EFW rating 1980-1990)* + 3.37 x
(change in EFW rating 1990—2005)**.

* indicates significance at the 99% level; ** indicates signifi-

cance at the 95% level.

19% in 1990 but it fell even more sharply to 11% in 2000
and 7% in 2004. Peru also achieved a major increase in
life expectancy and reduction in the under-five mortality
during the same period.

Chile’s EFW rating increased from 5.6 in 1980 to 6.9
in 1990 and 7.3 in 2000. While the $1-per-day and $2-per-
day poverty rates are unavailable for early years, Chile’s
$2-per-day rate declined from 24% in 1987 to 6% in 2003.
Its $1-per-day poverty rate has been around 2% for at least
adecade. Life expectancy at birth in Chile increased from
69 years in 1980 to 74 years in 1990 and 78 years in 2005.
Correspondingly, the under-five mortality rate fell from
45 per thousand in 1980 to 21 in 1990 and 8.4 in 2004. Just
as equations 1 and 2 of exhibit 2.6 imply, the big increases
in the economic freedom of both Peru and Chile were
closely followed by a substantial improvement in the well-
being of the poor.

Equation 3 of exhibit 2.6 investigates the impact of
economic freedom on the incidence of poverty as mea-
sured by the United Nations’ Human Poverty Index. The
2004 HPI is the dependent variable in equation 3, while
initial per-capita GDP and the three economic-freedom
variables are included as independent variables. The ini-
tial (1980) per-capita GDP, inserted to control for initial
differences among countries, is highly significant. Both
the initial EFW rating and the change between 1980 and
1995 are also significant. A one-unit increase in EFW dur-
ing the period from 1980 to 1995 increases the 2004 HPI
by 7.85 points. This is a huge increase, given that the dif-
ference in the HPI values between the low and high coun-
tries included here is only about 50 points. (Remember the
scale of the HPI has been reversed so that higher values
reflect less poverty.)

Exhibit 2.6 indicates that both the level of eco-
nomic freedom and the change in economic freedom ex-
ert a strong impact on the poverty rate. Countries with
higher initial levels of economic freedom achieved more
rapid reductions in poverty. At the same time, countries
adopting liberal reforms from 1980 to 1995 received an
additional payoft in the form of lower poverty rates in
2004. Both the initial level and the change in economic
freedom from 1980 to 1995 also exerted a positive impact
on the recent HPI measures. The fact that both the initial
level and the change in EFW rating reduce the incidence
of poverty is strong evidence that, contrary to the views
of Jeffery Sachs, economic freedom is a powerful weapon
with which to combat world poverty.

These results highlight the need for further re-
search into the connection between reducing poverty and
economic freedom, including testing with various control
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variables. The initial results reported here show strong
positive linkages between economic freedom and the re-
duction of poverty and we will continue to investigate this
issue in more detail.

Why Is the Poverty Rate
of Africa So High?

Exhibit 2.7 presents the mean values for the $1-per-day and
$2-per-day poverty rates of the 34 sub-Saharan African
countries for various years during the period from 1980 to
2004. The mean value of both the weighted and unweight-
ed $1-per-day poverty rate hovers around 40% for each of
the years. On average, the $1-per-day poverty rate in 2004
is not much different than that in 1980 and no obvious
trend is present. Exhibit 2.2 provides the same figures for
all less developed countries. Comparisons indicate that
the $1-per-day poverty rate (weighted average) in 2004
for sub-Saharan Africa was more than twice the rate of
less developed countries as a whole. The $2-per-day pov-
erty rate for sub-Saharan Africa fluctuated around 70%
throughout the period from 1980 to 2004; as was the case
for the $1-per-day rate, there was no discernible down-
ward trend. The weighted average for the sub-Saharan
African countries was 69.4% in 2004, compared to 46.9%
for all LDCs. This indicates that the $2-per-day poverty
rate of the sub-Saharan countries was approximately 50%
higher than for other less developed countries. Clearly,
the poverty rate of sub-Saharan Africa is exceedingly
high. Why is this the case? It is not because Africa has
received an inadequate share of foreign aid from high-
income countries and international organizations such as
the World Bank. During the past 50 years, no region has
received more aid than Africa.®

Reducing Poverty through

Economic Growth

Reductions in poverty are closely tied to economic
growth. The poverty rates in countries such as Chile, Peru,
Thailand, Malaysia, South Korea, China, and India have
fallen sharply in recent decades because these countries

6 While African countries have received large amounts of
foreign aid, research in this area indicates that aid has little
or no positive effect on the economic performance of recipi-
ent countries. For evidence on this point, see Easterly, Levine,
and Roodman, 2004; Easterly, 2006; Djankov, Montalvo, and
Reynal-Querol, 2006; Rajan, and Subramanian, 2005; and
Vésquez, 1998.

have achieved rapid economic growth. Growth is the
driving force underlying reductions in poverty. Thus, if
you want to reduce poverty rates, it is vitally important
to understand the growth process.

Growth and the achievement of high income levels
are strongly dependent on (1) gains from trade, (2) entre-
preneurship, and (3) investment. Division of labor, spe-
cialization, and economies of scale facilitate larger out-
puts and lower per-unit costs. But trade restrictions retard
gains from these sources. Discovery and development of
improved products and less costly methods of produc-
tion are also a major contributing factor to growth. Just
think of how innovative new products like cellular phones,
personal computers, DVD players, microwave ovens, air
conditioning for buildings and automobiles, laser surger-
ies, and life-saving drugs have improved living standards
during the past 50 years. These products and many others
are the fruits of business entrepreneurship. Investment in
equipment, structures, and roads also enhance our pro-
ductive capabilities. When people work with more and
better capital assets, they will be able to produce more
and achieve higher levels of income.

Thus, gains from trade, entrepreneurship, and in-
vestment are the core of the growth process. However,
gains from these sources do not just happen. They are
the result of institutions and policies supportive of eco-
nomic freedom. Uncertain protection of property rights,
biased law enforcement, trade restrictions, and regula-
tions that restrict entry into markets and impose heavy
costs on business will undermine these gains. Areas 2, 4,
and 5C of the index published in Economic Freedom of
the World provide insight on cross-country differences
in these areas. Let’s consider how the institutions and
policies of sub-Saharan Africa measure up in these vitally
important areas.

Exhibit 2.8 presents the 2006 average summary rat-
ings for Africaand otherless developed regions for the EFW
index, Area 2 (Legal Structure and Security of Property
Rights), Area 4 (Freedom to Trade Internationally), and
5C (Business Regulations). In addition to the 34 sub-Saha-
ran African countries, the countries of central and South
America, the LDCs of Asia, and the former, centrally
planned, Soviet-bloc economies are included in Exhibit
2.8. All of the countries in these groups have had very low
EFW ratings at various times during the past two decades
and many of them still do. Most also have high poverty
rates, although some have achieved major reductions in
poverty in recent years. In essence, these countries have
an historical background of institutions and policies in-
consistent with economic freedom.
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Exhibit 2.7: Average Percentage of Population in Sub-Saharan Africa Living on $1and $2 per Day, 1980-2004

$1-per-Day Poverty Rate (%) $2-per-Day Poverty Rate (%)
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Source: Derived from World Bank, World Development Indicators and United Nations, Human Development Report (1997, 2004) see addendum 2.1A for
details. These figures are for the 34 countries in sub-Saharan Africa that have $1-per-day and $2-per-day poverty rates and are included in Economic
Freedom of the World: 2008 Annual Report. These countries are: Angola, Benin, Botswana, Burkina Faso, Burundi, Cameroon, Central African Republic,
Chad, Demoncratic Republic of Congo, Republic of Congo, Céte d'Ivoire, Ethiopia, Gabon, Ghana, Guinea-Bissau, Kenya, Lesotho, Madagascar, Malawi,

Mali, Mauritania, Mozambique, Namibia, Niger, Nigeria, Rwanda, Senegal, Sierra Leone, South Africa, Tanzania, Togo, Uganda, Zambia, Zimbabwe.

Exhibit 2.8: Average Summary Ratings, Area 2, Area 4 and Area 5C from Economic Freedom of the World
for Countries in Sub-Saharan Africa Compared to Other Groups of Countries

Groups [number of countries] EFW Area 2 Area 4 Area 5C
Summary Rating (Legal Structure and (Freedom to Trade (Business Regulations)
(average) Security of Property Internationally) (average)
Rights) (average) (average)

Sub-Saharan Africa® [34] 5.71 4.20 5.83 4.92

Central and South America® [19] 6.66 4.89 6.96 5.61

Asia“ [14] 6.26 5.14 6.47 537

Formerly Centrally Planned [24] 6.76 5.66 6.98 5.60

G7 Countries [7] 7.66 7.80 7.26 7.32

Note a: See exhibit 2.7 for the list of countries.

Note b: This group comprises: Argentina, Belize, Bolivia; Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador, Guatemala, Guyana, Honduras,
Nicaragua, Panama, Paraguay, Peru, Trinidad & Tobago, Uruguay, Venezuela.

Note c: This group comprises: Bangladesh, China, India, Indonesia, Malaysia, Mongolia, Myanmar, Nepal, Pakistan, Philippines, South Korea, Sri
Lanka, Thailand, Vietnam. Note that Hong Kong, Singapore, and Japan were omitted because of their high economic freedom and income
status. The Asian former Soviet-block countries are included in the centrally planned group.

Source: Derived from exhibits 1.2 and 1.3.
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The mean values of the sub-Saharan African group
are lower, and often substantially lower, than for any of
the other three groupings. The weak ratings of the African
countries in the legal system and trade areas are particu-
larly pronounced. Even though the legal system is still a
major weakness of Central and South America, the mean
rating of the African countries is still worse (4.20 com-
pared to 4.89). The rating of African countries in this cru-
cial area is lower by almost a point and a half than that
of the group of countries that formerly had a centrally
planned economy. In the international exchange area, the
average rating of the African group is a full point lower
than Central and South America and the former Soviet-
bloc countries.

The ratings for the G7 nations are included as a
benchmark. The average ratings of the African countries
are well below the G7 group in each of the four categories,
and lower in the legal system area by a whopping three
points and a half.

Exhibit 2.9 considers the quality of African insti-
tutions and policies from another interesting perspec-
tive: the representation of the region in the bottom 40
and top 40 among the 141 countries covered by the index
in Economic Freedom of the World: 2007 Annual Report.
This issue is examined for the summary ratings, as well
as for Area 2 (Legal Structure and Security of Property
Rights), Area 4 (Freedom to Trade Internationally), and
5C (Business Regulations). The sub-Saharan countries
dominate the bottom 40 for each of these institutional
measures, supplying 23 of the bottom 40 in both the sum-
mary ratings and Area 2 (Legal Structure and Security of
Property Rights). They also make up 21 of the bottom 40
in Area 4 (Freedom to Trade Internationally) and 18 in 5C
(Business Regulations). In contrast, there is virtually no
representation of sub-Saharan Africa in the top 40 in the
summary rating or any of the three areas.

Once one thinks about the importance of gains
from trade, entrepreneurship, and investment, it is easy
to see why Africa is poor. The countries of sub-Saharan
Africa are approximately the geographic size of the typi-
cal US state. Before resources and products can cross
these national boundaries, they are subject to both taxes
and the inspection of customs officials.” This is a costly,
time-consuming, and onerous ordeal that exerts a cor-
rupting influence on both business and government. Most

important, it is a major deterrent to gains from special-
ization, economies of scale, entrepreneurship, and invest-
ment. Iftrade restrictions of this type were present among
the states, the United States would be a poorer country
and poverty would be more wide-spread.

The trade restrictions alone are enough to under-
mine prosperity but, when coupled with legal systems that
fail to protect property rights and regulations that restrict
entry and drive up the cost of doing business, the results
are catastrophic. Africa will not grow and prosper as long
as these institutional restraints are in place. Africa needs
institutional reforms that will reduce trade barriers, pro-
vide legal protection for property rights, and reduce busi-
ness regulation. Until such reforms are instituted, dou-
bling or tripling of foreign aid will not have much impact
on the poverty rates of Africa?

Implications and Conclusion

Progress has been made in reducing poverty during the
past several decades. Measures of poverty based both on
income and on quality of life illustrate this point. But
the progress has been uneven. Reductions in poverty are
closely related to institutions and policies consistent with
economic freedom. Both the level and change in econom-
ic freedom have contributed to reductions in the poverty
rate over recent decades.

The growth process is the driving force underlying
reductions in poverty. Without economic growth, there
will be little or no reduction in poverty. The poverty rates
of sub-Saharan Africa are exceedingly high and the cur-
rent rates are virtually unchanged from the levels of 1980.
Once one takes a close look at the institutional quality
of sub-Saharan Africa, the high and largely unchanged
poverty rates of the region are not mysterious. The insti-
tutions and policies of the region are highly inconsistent
with economic growth. The failure of the legal system to
protect property rights, the roadblocks imposed by trade
restrictions, and the heavy regulation and administrative
costs imposed on business undermine economic growth
because they stifle the gains from trade, entrepreneur-
ship, and investment. Given that most of the sub-Saharan
countries are relatively small, the high trade barriers are
particularly damaging.

7 In Area 4 (Freedom to Trade Internationally), 30 of the 34
African countries rank in the bottom half of the 141 countries
covered by the index in Economic Freedom of the World: 2007
Annual Report.

8 Paul Collier (2007) emphasizes the ubiquity of conflict in
Africa. His compelling argument strengthens the case that aid,
unaccompanied by institutional changes, offers little hope of
eradicating poverty in Africa.
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Exhibit 2.9: Number of Countries in the Bottom 40 and Top 40 of the EFW Summary Rankings, Area 2,
Area 4 and Area 5C, Sub-Saharan Africa Compared to Other Groupings

Number of Countries in the Bottom 40

Summary Index Area 2 Area 4 Area 5C
Sub-Saharan Africa
23 23 21 18

Angola; Benin; Burkina Faso;

Burundi; Cameroon; Central Afr.
Rep.; Chad; Congo, Dem. Rep,;

Congo, Rep,; Cote d'Ivoire;

Ethiopia; Gabon; Guinea-Bissau;

Madagascar; Malawi;

Mozambique; Niger; Nigeria;
Rwanda; Senegal; Sierra Leone;

Togo; Zimbabwe

Central and South America
5

Argentina; Colombia; Ecuador;

Guyana; Venezuela

Asia
7
Bangladesh; Indonesia;
Myanmar; Nepal; Pakistan;
Sri Lanka; Vietnam

Angola; Benin; Burkina Faso;

Benin; Burkina Faso; Burundi;

Burundi; Cameroon; Central Afr. Cameroon; Central Afr. Rep.;

Rep.; Chad; Congo, Dem. Rep;
Congo, Rep,; Cote d'Ivoire;
Gabon; Guinea-Bissau;

Chad; Congo, Dem. Rep.;
Congo, Rep.; Cote d'lvoire;
Ethiopia; Gabon; Guinea-Bissau;

Madagascar; Mali; Mozambique; Madagascar; Malawi;

Niger; Nigeria; Rwanda;
Senegal; Sierra Leone; Togo;
Uganda; Zimbabwe

8
Argentina; Bolivia; Colombig;
Ecuador; Guyana; Nicaragua;
Paraguay; Venezuela

5

Bangladesh; Indonesia;
Myanmar; Nepal; Pakistan

Former, Centrally Planned, Soviet Bloc

4
Azerbaijan; Bosnia &

Herzegovina; Russia; Ukraine

3

Bosnia & Herzegovina;
Kyrgyz Rep.; Macedonia

Mozambique; Niger; Rwanda;
Senegal; Sierra Leone; Togo;
Zimbabwe

3
Belize; Colombia; Venezuela

4

Bangladesh; Myanmar; Nepal;
Pakistan

3

Albania; Bosnia & Herzegoving;
Russia

Angola; Benin; Burundj;
Cameroon; Central Afr. Rep.;
Chad; Congo, Dem. Rep.;
Congo, Rep.; Guinea-Bissau;
Lesotho; Madagascar;
Mauritania; Mozambique; Niger;
Nigeria; Senegal; Togo;
Zimbabwe

5
Argentina; Bolivia; Brazil;
Ecuador; Venezuela

5
Bangladesh; China; Nepal;
Pakistan; Vietnam

8
Armenia; Azerbaijan; Bosnia &
Herzegovina; Bulgaria; Poland;
Russia; Serbia; Ukraine

Number of Countries in the Top 40

Summary Index Area 2 Area 4 Area 5C
Sub-Saharan Africa
0 2 0 0
Botswana; Namibia
Central and South America
5 2 6 3

Chile; Costa Rica; El Salvador;

Honduras; Panama

Asia

South Korea

Chile; Costa Rica

2
Malaysia; South Korea

Former, Centrally Planned, Soviet Bloc

6
Estonia; Georgia; Hungary;
Latvia; Lithuania; Slovak Rep.

3

Estonia; Latvia; Lithuania

Chile; Costa Rica; Guyana;
Panama; Paraguay; Peru

3
China; Malaysia; Thailand

8
Bulgaria; Czech Rep.; Estonia;
Georgia; Hungary; Latvia;
Lithuania; Slovak Rep.;

Belize; Chile; El Salvador

2
Malaysia; South Korea

5
Estonia; Georgia; Latvia;
Lithuania; Hungary

Source: Derived from exhibits 1.2 and 1.3 of this report.
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Three Steps towards Economic
Growth in Africa

1 Eliminate Trade Barriers and Business Regulations

The trade barriers and business regulations that are cur-
rently paralyzing Africa need to be reduced and elimi-
nated. Tariffs, quotas, and marketing boards need to be
abolished. Regulations that restrict entry into markets
and increase the administrative cost imposed on busi-
ness need to be drastically cut. These changes would both
reduce the roadblocks to African trade and lead to the
movement of customs officials and other government em-
ployees from counter-productive into productive activi-
ties.” These are vitally important reforms that could be
adopted and implemented quickly.

2 Improve the Legal System

Steps need to be taken to improve the legal system. This
is a more complex task and it will require some time.
Eliminating or, at least substantially reducing, trade and
regulatory barriers will also be helpful in the legal area.
Currently, these regulations are a breeding ground for cor-
ruption and they help explain why sub-Saharan African
countries rank so low in the Transparency International
index and other measures of political corruption. But oth-
er steps are also needed. Private ownership rights need to
be more clearly defined and the entitlement process made
more transparent. Further, the law needs to make it clear
that arbitration provisions included in contracts will not be
over-ruled by judges or other political decision-makers.

3 Develop an Interstate Highway System throughout Africa

Third, from an investment standpoint, the most con-
structive thing for the Millennium Development Project
would be to provide funding for the development of a

9 See Baumol (1990) for the classic analysis of how the alloca-
tion of resources between productive and counter-productive
activities influences economic performance.

major African road network, something akin to the in-
terstate highway system of the United States.'® This link
would reduce transport costs and widen markets. It
would also increase competition and make it possible for
successful businesses in one African country to quickly
enlarge the market for their good or service by expand-
ing into other countries.

Sub-Saharan Africa is in dire need of policies con-
sistent with economic freedom. Peru and Chile have
shown that such reforms are possible and that they make
ahuge difference. Both of these countries adopted reforms
that increased their EFW ratings by about two units in a
relatively short period of time. Our analysis indicates that
reforms of this magnitude would reduce the number of
persons with incomes below $1 and $2 per day by about
10 percentage points. Given the 660 million people living
in sub-Saharan Africa, this would mean that, about a de-
cade after the reforms, there would be approximately 66
million fewer Africans living in such poverty.

Without such reforms, prior experience indicates
that the Millennium Development Goals will not be
met. Foreign aid, even in large doses, will not reduce
poverty, at least not by much, unless institutions and
policies consistent with economic growth are adopted.
There is little evidence that the leading proponents of the
Millennium Development Goals have any appreciation
of this point. Jeffery Sachs has certainly made it clear
that he does not.

Good intentions alone will not reduce poverty. As
they reflect on their actions, the planners working to-
wards meeting the Millennium Development Goals must
focus on economic freedom and growth. If they fail to do
so, the results, tragically, of the project are virtually cer-
tain to be disappointing.

10 Jeffrey Herbst (2000) documents the importance of road traf-
fic in Africa: 80%—90% of passenger and freight traffic in Africa
moves via roads. Herbst also argues that lack of a road infra-
structure sorely limits the economic participation of Africans.
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Appendix to Exhibit 2.1: $1-per-Day and $2-per-Day Poverty Rates (in 1990 USD)

for Developing Countries, 1980-2004

Percentage Living on $1 per Day or Less

Percentage Living on $2 per Day or Less

1980 1985 1990 1995 2000 2004 1980 1985 1990 1995 2000 2004
Albania 16.74 15.02 13.28 8.50 2.00 40.31 38.40 36.32 27.71 11.81
Algeria 23.52 18.16 15.07 2.00 10.49 8.74 43.86 38.11 35.26 15.10 29.24 26.17
Angola 44.42 43.09 45.38 44.75 43.90 69.78 67.04 71.75 70.47 68.72
Armenia 17.36 19.79 15.11 2.00 41.19 47.67 39.66 30.81
Azerbaijan 27.67 24.32 3.70 57.25 51.04 9.10
Bangladesh 43.27 40.05 36.89 3286  36.00 25.14 74.84 7241 69.30 64.94  82.80 54.88
Belize 19.08 17.26 13.60 11.25 9.22 8.25 43.36 41.53 34.95 30.80 27.03 25.36
Benin 45.84 43.84 43.38 41.62 39.85 30.90 78.92 76.83 77.77 76.19  73.40 72.50
Bolivia 34.12 32.08 29.85 26.87 23.60 23.20 60.11 59.69 58.07 54.66 42.80 47.50
Botswana 22.78 16.74 13.11 23.50 16.94 17.51 49.08 39.24 32.73 50.10 34.78 33.93
Brazil 15.76 14.59 12.16 9.42 7.08 7.54 34.40 33.33 30.51 26.49 2291 21.50
Burkina Faso 49.40 46.29 45.48 44.54 43.22 27.19 81.91 79.03 78.72 77.60 7597 7177
Burundi 45.51 44.21 4398 54.60 46.28 46.27 80.80 78.81 78.32 81.51 87.60 83.03
Cameroon 34.64 30.67 31.73 34.63 17.10 33.06 61.44 56.80 60.05 64.38 62.45 50.64
Central African Rep.  38.98 38.04 38.76  66.60 41.85 42.87 69.41 68.96 70.58 83.96 73.55 75.64
Chad 48.75 4493 44.67 44.74 45.12 38.58 83.40 77.59 77.98 78.54 79.33 65.88
China 29.34 2345 20.93 16.18 16.64 7.36 65.27 55.05 50.01 40.66 3338 46.70
Colombia 13.53 7.86 5.46 415 7.03 33.85 24.90 20.91 18.90 17.76
Congo, Dem. Rep. 39.89 3945  40.64 4442 479 4744 6722 6699 6944 7722 8291 83.42
Congo, Rep. 37.69 34.05 32.03 33.89 34.37 74.18 68.73 64.86 68.66 69.66
Cote d'lvoire 34.41 33.87 34.65 37.66 38.91 14.77 61.09 62.29 63.61 67.36 68.19  48.82
Dominican Republic 20.88 18.53 16.46 13.21 8.32 2.52 44.10 41.30 38.66 33.61 25.31 11.00
Ecuador 22.92 19.27 16.42 1405 15.78 9.07 47.48 43.49 39.67 36.68 37.19 28.70
Egypt, Arab Rep. 34.66 28.95 24.86 19.87 3.08 11.30 61.47 54.61 50.65 4486  43.89 31.96
El Salvador 23.76 20.50 16.70 12.63 9.68 19.04 46.50 44.53 39.83 33.35 28.79  40.55
Ethiopia 48.98 47.52 4717 22,98 43.01 85.64 83.72 84.61 77.80 79.52
Gabon 19.37 18.22 17.44 16.98 17.37 17.41 37.89 37.28 37.04 36.23 37.03 37.11
Georgia 11.34 12.55 20.89 18.85 6.51 29.90 33.06 50.47 46.28  25.29
Ghana 35.03 34.88 31.76 29.71 44.80 28.49 64.40 65.97 62.39 59.81 78.50 57.04
Guatemala 26.84 24.32 20.71 17.24 14.68 13.46 50.00 49.15 45.09 40.41 36.63 31.89
Guinea-Bissau 54.54 52.56 49.47 47.59 46.95 47.06 86.53 85.15 81.10 79.68 81.06 82.90
Guyana 23.72 23.37 21.39 19.60 2.00 16.50 48.04 48.67 45.68 43.22 39.97 38.82
Haiti 34.29 31.73 3289 53.89 57.74 58.56 62.70 77.90
Honduras 2543 23.35 19.36 1726  20.70 15.27 51.97 50.39 45.43 42.48  44.00 39.52
India 39.62 35.50 31.29 27.73  34.70 2235 71.68 66.85 61.31 56.55  79.90 48.04
Indonesia 32.70 29.28 25.02 19.10 15.80 7.51 63.92 59.07 52.73 43.96 39.61 52.40
Iran, Islamic Rep. 23.97 19.07 16.80 12.81 2.00 7.7 45.32 39.98 38.42 32.51 7.30 23.28
Jamaica 12.25 9.09 6.65 6.46 2.00 6.47 34.20 29.19 24.58 24.19 13.28 24.21
Jordan 16.18 12.79 12.23 10.64 9.72 2.00 38.09 33.15 3335 30.77 29.54 26.24
Kazakhstan 13.76 17.85 16.96 13.90 33.38 41.25 38.62 3233
Kenya 3373 3231 31.08  22.81 34.52 34,61 67.39 66.50 6438 58.34 68.75 68.60
Kyrgyz Republic 22.88 27.33 24.81 2.00 49.83 59.78 55.15 21.40
Lesotho 36.82 35.28 31.03 36.40 27.39 27.31 70.40 69.85 6340 56.10 55.70 54.59
Macedonia, FYR 7.8 6.00 2.11 2.00 23.25 22.44 15.52 4.00
Madagascar 39.94 41.19 40.72 40.62 38.48 37.17 72.05 74.89 74.60 76.02  85.10 73.45
Malawi 52.83 52.08 52.70 49.64  41.66 45.13 86.39 87.01 89.36 86.45 76.13 82.69
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Percentage Living on $1 per Day or Less Percentage Living on $2 per Day or Less

1980 1985 1990 1995 2000 2004 1980 1985 1990 1995 2000 2004
Mali 54.31 53.91 51.28 72.30 47.84 46.11 84.69 87.27 8523  90.60 81.67 78.80
Mauritania 36.75 33.90 34.08 3185 25.93 31.17 66.17 64.37 65.69 61.91 63.08 60.78
Mexico 12.99 9.61 8.28 6.11 3.14 247 3031 2607 2443 2128 1601 1496
Moldova 1257 2020 22.00 15.95 3400 4922 63.70 4261
Mongolia 33.04 30.19 27.74  27.02 20.26 64.09 61.06 58.87 74.90 48.19
Morocco 29.85 25.50 21.72 19.11 2.00 12.65 55.50 50.89 46.23 4358 14.44 33.83
Mozambique 4930 5077 4998 37.85 4241 3764 8386 8823 8458 78.39 7673 7048
Namibia 1734 1651  17.63 34.93 1420 1238 3466 3445 3823 3606 3349 3049
Nepal 44.62 41.60 37.64 33.75 29.71 24.10 78.98 75.47 71.37 66.76 61.83 68.53
Nicaragua 22.79 19.89 19.85 16.72  45.12 12.92 45.19 43.02 45.22 40.82  79.93 35.01
Niger 5357 5569 5597 60.60 5287  51.72 8048 8483 8542 85.80 8580 84.94
Nigeria 4639  49.10 4747 4778 4525  70.80 78.14 8318 80.11 8073 7865  75.05
Pakistan 38.26 35.58 32.77 30.31 28.51 16.98 71.57 67.54 63.40 59.96 57.61 73.58
Panama 11.10 9.72 9.44 6.98 4.74 6.52 30.22 28.33 28.43 23.97 19.91 17.13
Papua New Guinea  27.96 27.82 2528 2536  25.00 56.49 57.14 5233 5291 5249
Paraguay 1441 1295 1085 8.65 754  16.37 3500 3334 3037 2693 2547 33.22
Peru 22.89 20.85 19.41 14.85 11.12 7.14 43.63 42.43 42.70 36.04 3079  31.81
Philippines 18.94 19.36 16.49 1439 15.50 10.15 41.60 43.13 39.12 36.58 47.50 29.83
Rwanda 4355 4057  39.80 4488 51.66 4275 7354 7172 7204 7761 8372 7406
Senegal 4281 3838 3557 2630 3445 3347 7214 6884 6673 67.80 6563  63.94
Sierra Leone 5571 5434 57.00 5534 5745  56.40 8272 8274 74.47 8776 9305 9132
South Africa 13.03 11.60 8.94 9.57 10.70 9.81 28.11 26.93 23.90 2532  34.07 24.72
Sri Lanka 19.86 1688 1408  10.51 7.60 3.40 4794 4288 3819 31.83 2465 41.60
Syrian Arab Rep. 2095 1860 1617  11.52 8.49 6.04 4667 4401 4091 3310 2810 2381
Tanzania 4445  19.90 42.46 3942 83.22 8458 89.93 7761
Thailand 19.14 1499 1025 452 3.40 1.00 4511 3848 2968 1940 1764 1448
Togo 3561 3572 3522 3542 3478 3464 63.16 6514 6547 6668 6590 6595
Tunisia 2168 1673 1347  10.10 6.26 1.00 4467 3855 3427 2898  6.64 1753
Turkey 25.58 21.27 16.94 13.50 9.08 1.00 48.23 43.15 37.36 32.86 26.34 20.65
Uganda 4257 4049 3877 3622 3473 7745 7522 7222 6847 6638
Vietnam 23.82 20.18 15.00 10.85 5541 4914 3980 3278
Zambia 3769 3915 4191 4380 63.70 4291 7012 7218 7542 79.05  79.00  77.21
Zimbabwe 2654 2341 2209 56.10 2761  31.15 5358  50.11 4821 5041 8297  60.21

Note: The values in bold are the actual figures for the $1-per day and $2-per day poverty rates as reported by the United Nations. These figures
were unavailable for many countries and years. However, the under-five mortality rate is highly correlated (approximately 0.80) with the $2-per
day poverty rate. The following regression was derived for countries with the $2-per day poverty rate, the under five-mortality rate, and real per-
capita GDP during the same year:

%$2Day, = 114.68 + 13.366 x log(UsMort,) — 15.820 x log(GDP,) R*=0.723,

where %$2Day is the estimated percentage of the population living beneath $2 per day, U5sMort is under-five mortality and GDP is per-capita GDP
in constant 2000 dollars. The R? for this equation indicates that the independent variables explained 72.3% of the cross-country variation in the
$2-per-day poverty rate. The under-five mortality rate and per-capita real GDP are available for a larger set of countries and years. Thus, they were
used as instruments in the above regression to estimate the missing values for the $2-per-day poverty rate for various countries and years. The
linkage between the $2-per-day poverty rate and the $1-per-day poverty rate was then derived for countries containing actual observations for
both measures. The estimated regression equation was:

%$1Day, = —6.629 + 0.487 x %$2Day, + 0.066 x U5Mort, R*=0.804.

This equation was then used to estimate the missing values for the $1-per-day poverty rate by country and year. The figures derived by the
procedures explained here are presented in regular type. Because data on poverty rates are largely unavailable for high-income, developed
countries, it was only possible to make estimates for less-developed countries.

Source: Derived from United Nations, Human Development Report (1997, 2004) and World Bank, World Development Indicators.
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