The private sector is crucial to poverty reduction
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The role of private enterprise in development has been neglected by scholars, governments, and aid organizations. This is regrettable: a vibrant private sector generates jobs, raises incomes, and makes better, cheaper goods and services available. The positive contribution that private enterprises can make to development and poverty reduction is likely to be obvious to most readers. They would agree that, in the long term, economic development cannot occur without dynamic private companies. They would also agree that good government and efficient public administration are equally necessary. The success of Singapore shows what such a combination can achieve. Then why write an article on the subject? Many of the Seattle, Washington, D.C., Prague, and Davos protesters blame multinational corporations for retarding development, despoiling nature, and keeping wages down. Not only is the development impact of private firms an emotional and contentious subject but research has tended to be compartmentalized, concentrating on only one of the many aspects of this subject—multinational corporations, small and medium-sized enterprises, microenterprises, the performance of privatized firms, foreign direct investment, private infrastructure, or corporate governance, to name a few—without looking at the bigger picture. Except in Marxist literature, little has been published about the development impact of private enterprise per se. One possible reason for academic compartmentalization may be the way in which basic economic statistics—the raw materials of nationwide empirical research—are organized. The United Nations System of National Accounts, which governs the way the most essential economic statistics are collected and assembled in the United Nations' member states, does not draw a distinction between private and public firms; instead, the two are lumped together into "productive sectors" such as manufacturing, mining, and services. It is therefore impossible, in most countries, to trace over time the contribution of private firms to value added, investment, and incomes. Investment data for private firms are available in about 50 of the world's 200-plus countries, but, in the vast majority of countries, the value added and incomes they generate are unknown. (The World Bank Group publishes private investment data annually under the heading "Trends in Private Investment in Developing Countries" in the International Finance Corporation's Discussion Papers series as well as on the web at www.ifc.org/economics/pubs/discuss.htm.) There can be no doubt that, in today's affluent countries, poverty is far less widespread than it was in earlier times. In 1820, the average income per head in Finland, Norway, and Sweden was less than $1,000 at 1990 prices; hundreds of thousands of people emigrated from those countries to the United States, where income per head was $1,300. Today, these three countries are among the richest in the world. It is also important to consider intergenerational changes, because income mobility can be high from generation to generation. In Brazil, for example, more than half of the persons surveyed recently who had grown up in poor families moved out of poverty. The majority of those who started their working lives in agriculture as unpaid family workers, or at age 10 or younger, are now living above the poverty line. What has happened in Brazil has happened in the developing world as a whole. Income mobility is high, but this fact has not received much public attention. According to household income and expenditure surveys, the total number of persons whose incomes are less than $365 a year worldwide—those the World Bank calls the "absolute poor"—has not changed much since 1987. Considering the efforts made by governments and aid organizations, the stagnation of the very lowest incomes is disappointing and seems to indicate that no progress has been made in reducing poverty. However, since 1987 the population of the developing countries has increased by about one billion people. It follows that the number of persons living above the absolute poverty line has increased very substantially during the last 15 years; these persons either had never been among the "absolute poor" or had somehow succeeded in escaping absolute poverty. Examining how one billion people in the developing world stayed out of poverty or escaped it should teach us a lot about what is necessary to achieve large-scale poverty reduction. How do people manage to escape absolute poverty? Household surveys show that the answer, in large part, is found in each country's rate of overall economic growth. Recent research confirms beyond doubt that economic growth is a necessary condition for poverty reduction (Dollar and Kraay, 2001). The impact of national growth on the incomes of the poorest 20 percent of the population is about the same as it is on society as a whole. That is, a doubling of GDP over 25 years—annual growth of 2.9 percent—was found to be associated with a doubling of the poor's incomes. This robust finding is drawn from 80 countries over a period of 40 years. A sobering corollary of the analysis is that the distribution of income within these 80 countries, which is mostly highly skewed, has hardly changed in 40 years. The data also indicate that poor people do not suffer the biggest falls in income during economic crises and that openness to foreign trade benefits poor people as much as it does other economic groups, as do respect for the rule of law and fiscal discipline. Interestingly, the data suggest that curbing high inflation benefits the poor more than the rest of society. Furthermore, contrary to the view that the poor may have benefited from growth in the past but no longer do so in today's "globalized" world economy, the analysis shows that the positive relationship between growth and poverty reduction has not changed. Some of the events most closely related to economic improvement are finding a job, or a relative's finding a job, or moving to a better job. Indeed, job creation is a major—probably the major—path out of poverty. The most sustainable job creation is by firms, whether they are new, very small firms or larger enterprises expanding in a growing economy. In almost all developing countries, including China, private enterprises are the main source of new jobs. These include firms in all sectors of activity, large and small firms, domestic and foreign firms. Although government jobs also contribute to income mobility, attempts at deliberate job creation, whether by central governments or by state-owned enterprises, have nearly always been unsustainable. Public enterprises tend to lose money; eventually, many either collapse or become a drain on public resources.
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