Productivity is critical to economic growth – plan causes economic decline
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One of the most important lessons in economics is that productivity is key to economic growth. Productivity was a main concern of the fathers of modern economics, Adam Smith and David Ricardo, in the eighteenth century, as they considered the advantages of specialization and trade. In the twentieth century, John Hicks and Joseph Schumpeter empha- sized productivity in a context in which developed countries were in the “Great Depression” (Hicks 1939; Schumpeter 1942). Recently, productivity has been a focus of economists concerned about developing countries in their search for sustained growth. For example, a study based on a large sample of countries by William Easterly and Ross Levine (2001) shows that economic growth is mainly explained by productiv- ity growth. Our analysis across 132 countries also shows that the growth of GDP per capita at the global level is highly corre- lated with the growth of productivity over the period 1960– 2014 (with a correlation coefficient of 0.86). Moreover, around half the variance of GDP per capita across these countries for the same period is explained by the variance of productivity (full results available upon request). What is Productivity? Productivity is defined in economic theory as the ratio of output over input. This translates into how efficiently input resources such as capital and labor are used to produce economic output. Productivity is mainly driven by four compo- nents: innovation, including the creation of new technologies; education to spread these new technologies and develop the capacity of the workforce; efficiency to promote the effective and flexible allocation of resources for production in various sectors; and infrastructure, both physical (transports, energy supply, and telecommunication systems) and intangible (public institutions and macroeconomic environment), to support private activity (figure 1). These four components are interre- lated and influence one another. The rest of this Research Policy Brief discusses each compo- nent and illustrates them by analyzing six countries in Asia and Latin America: Malaysia, Singapore, and Vietnam, and Chile, Mexico, and Peru. These six countries are members of a free trade agreement recently signed on February 2016, the Trans- Pacific Partnership (TPP). 
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