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Foreword

Economics 1s full of surprises. Its foundations might at
first glance seem counterintuitive, but they have proved
themselves true, again and again in practice. People in
countries where citizens and their governments under-
stand economics have higher standards of living and
more personal liberty than do people who have the mis-
fortune to live in countries where these principles are
ignored or misunderstood.

Dr. George Ayittey understands these principles,
and Applied Economics for Africa shows exactly how
ignoring them has contributed to the struggles Africa
faces today. This book demonstrates that the key to Afri-
ca’s development lies in building upon “its own indige-
nous heritage of participatory democracy based upon
consensus (under the chiefs), free village markets, and
free enterprise.”

A key institution for good is “the market”—a phys-
ical or virtual location where people voluntarily meet
to buy and sell goods . . . as occurred for centuries in
Africa’s history. The great eighteenth-century British
economist (and early opponent of colonialism) Adam
Smith discovered an astonishing property of markets
in which buyers and sellers are freely able to pursue
their interests: such markets produce outcomes that
benefit not only buyers and sellers (their only inten-
tion) but also other participants in the market (not their
intention). Smith’s finding of “beneficial unintended
consequences of self-interested individual behavior”
illustrates one of Milton Iriedman’s favorite “laws”: the
“law of unintended consequences.” Smith nicknamed
the force that produced these good unintended conse-
quences the “invisible hand.”

Forces powering Adam Smith’s invisible hand are
competition and prices. Competition limits market

power. It makes producers who charge prices that are

too high vulnerable to new entrants, who are free
to charge lower prices and thereby take business
away from higher priced and less-efficient produc-
ers. Prices are signals that direct profit-secking pro-
ducers to where goods can be sold at a profit, and
away from where they would be sold at a loss. Free-
dom to enter or leave markets induces producers
to produce things consumers want and reallocate
resources away from what they don’t want.

Magic and mystery seem to suffuse a market econ-
omy because the answer to “Who planned those good
outcomes produced by a free-market economy?” is
“Nobody.” Instead, good outcomes emerge from an
entirely decentralized system in which the only restraints
on self-interest are that buyers have to find sellers willing
to sell to them and sellers have to find buyers willing
to buy. I confess: it took me a long time to appreciate
fully the subtlety, beauty, and widespread ramifications
of the invisible hand.

A term sometimes used in place of “free-market eco-
nomies” is “capitalist mode of production,” a term
that was extensively employed by mid-nineteenth cen-
tury economists Karl Marx and Friedrich Engels—later
termed “capitalism.” The term is peculiar because of
its potentially misleading emphasis on one factor of
production—physical and financial capital—leading
us to neglect equally important roles played by other
necessary factors such as labor, land, and education or
“human capital.” Marx and Engels thought they had
detected a fatal flaw that would lead the market system
to collapse after a gigantic financial crisis. Sooner or
later they believed a new situation would arise in which
markets would vanish entirely because scarcity would
end and goods could be distributed solely according to

“need.” Followers of Marx and Engels called the eco-
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nomic system they thought would succeed market
economies, “communism.” They said little about how
communism or socialism would operate, being preoc-
cupied with analyzing what they said were fatal defects
of market economies.

It’s important to be careful with words—the total-
itarian “communism” enforced by Lenin, Stalin, and
Mao did not resemble at all the pleasant form of
“communism” that Marx and Engels had antici-
pated. The Lenin—Stalin-Mao system was a “planned
command economy” in which an all-powerful central
planner told everyone in the economy what to pro-
duce, where to work, and how much to consume. In
the Stalin—Mao system, liberties of the market were
to be replaced by subservience of individuals to a wise
central planner.

When Lenin and Stalin implemented their form of
communism, they promised it would eliminate insta-
bility and make people better off in terms of the goods
and services they would receive from the state; that
promise was not fulfilled. In exchange for the physical
repression needed to enforce commands, citizens of
twentieth-century communist economies in Russia and
China got widespread poverty, punctuated by episodes
of mass starvation.

Meanwhile, market economies in the United States,
Western Europe, and other parts of the world pros-
pered. All their social and economic classes became
wealthier. This belied Marx and Engels’s prediction
that market economies were fated to collapse.

By the late 1970s, after the death of dictator Mao
Zedong, life-long communists in China with a prac-
tical bent noticed the failure of Marx and Engels’s
prediction and how Stalin and Mao’s brand of com-
munism had impoverished China. Thus, near the
start of the “opening up” of China in the early
1980s, its leader, Deng Xiaoping, asked his eco-
nomic advisors: 1) Why did capitalism not fail?
2) What 1s the current situation in China? and 3) Where
should China go?

Judging from the government decisions that he pre-
sided over, Deng likely received these answers: 1. Marx
and Engels were dead wrong, maybe partly because
leaders of market economies figured out how to tame
financial crises and allow markets to work their magic,

viii

as Adam Smith said. 2. China is an impoverished, back-
ward economy. 3. Learn from what Western economies
did: allow free markets and individuals freedom to
choose their occupations and goods they buy and sell.

Those answers are what must have led Deng
and his colleagues to create “communism with Chi-
nese characteristics.” They made clear that they meant
a large and increasing role for free markets and
international trade of goods and ideas.

A similar story can also be told about India, which
had taken a less drastic form of socialism, but which
had a state-dominated economy, with many national-
ized industries and a complex system of bureaucratic
permissions. The system known as the “License Raj”
kept India poor for four decades. In 1991, measures
were taken by a democratically elected government to
free entrepreneurs and businessess from controls, to
eliminate most licensing requirements, and to open the
country to foreign trade and investment. The results
were impressive, as new industries were founded and
millions of people left poverty behind to join the middle
classes.

Other countries that had been kept in poverty by
socialist controls have joined the trend toward freer
markets—such as the formerly communist countries of
Eastern Europe, Cambodia, and Vietnam—at varying
rates, but all with noticeably positive outcomes.

The book you hold in your hands is Africa’s
economic story. It too has an abundance of failed
socialist policies, but with the rise of what Dr. Ayittey
has termed the “Cheetah Generation”—young entre-
preneurs with vision to apply the principles in this
book—the promise of a brighter future has never been
stronger. Dr. Ayittey artfully uses examples familiar
to African readers to explain with remarkable clar-
ity the useful tools of economics to understand the
complex reality around us.

This is a powerful introduction to the practice of
market economics. The theory is intellectually beau-
tiful, all the more so because it has proved so useful
around the world. May it prove so in Africa as well.

Thomas J. Sargent

Professor of Economics and Business

at New York University

Nobel Prize Laureate in Economic Sciences
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Chapter One
OVERVIEW

The Importance of Economics

Economics was once referred to derogatively as the
“dismal science.” One wag once claimed that if you
corralled a roomful of economists, they would argue
till kingdom come. Some of the criticism is deserved
because economics deals with people and not robots.
Human beings can be flighty and finicky. Although
economists assume that people are rational, that
assumption does not always hold true. The problem
is compounded by the fact that economic statistics
or data are always difficult to compile and not particu-
larly reliable, especially in Africa. This makes it partic-
ularly hazardous to make economic forecasts. In fact,
there is always a difference between forecasted and
actual measured growth. According to John Kenneth
Galbraith, the only function of economic forecasting is
to make astrology look respectable. We shall return to
this topic again in distinguishing between applied and
theoretical economics. Nonetheless there are still five
important reasons to study economics.

The first and most obvious reason is that it makes
you world-wise and helps you understand what is going
on around you; for example, Why do countries trade?
Why does the price of oil keep rising? Will the world
run out of oil? Diamonds are not essential for life, yet
they are more expensive than water—why?

Second, it helps you better plan your budget, life,
and career. For example, suppose your income is 60,000
kwachas and you received a 10 percent increase in your
wages. Would you consider yourself better off? Obvi-
ously, if your income has gone up by 10 percent and
prices have gone up by 30 percent—that is, the rate of
inflation is 30 percent—then you are worse off, because
your income will now buy fewer goods and services.
Most people with an understanding of economics will
know what inflation 1s and how it is computed. They
will also know what careers offer them better income
earning opportunities and what sort of salary increases
would make them better off.

Third, it will also help you understand government

budget policies. Why does the government have a bud-
get? What is the source of government revenue? Obvi-
ously, taxes are the main source—income taxes, excise
taxes, import duties, custom duties, and other levies.
What happens if the government spends more than
its income? What’s a budget deficit? How is a deficit
financed?

Fourth, knowledge of economics helps one under-
stand economic development, or “development” for
short. The primary preoccupation of all African gov-
ernments is to transform their countries from develop-
ing to developed countries. It requires raising income
per capita from, say, $200 per capita to $2,000 a year.
Income per capita is what each person would get in a
year if the national pie were divided equally among all
citizens. Income per capita is generally taken to meas-
ure economic welfare. A higher income per capita gen-
erally means a higher standard of living. Achieving
this requires growing the national pie or increasing the
gross national product (GNP or economic growth).

Most people with some instruction in economics
understand that economic growth is generated by
investment—both domestic and foreign. However,
investment does not occur in a vacuum but in what
is called an “enabling environment.” An African gov-
ernment may draw up a fancy investment code and
roll out a red carpet to woo foreign investors. But those
investors may not come if the business or investment
climate is not conducive enough; for example, taxes
may be exorbitantly high or the country may be en-
gulfed in a civil strike or war. In other words, there are
non-economic factors that affect investment too.

Profiles of Some Famous African Economists

Finally, a degree in economics offers excellent career
opportunities. A student of economics can become a
lecturer or professor, a government minister, or even
the head of state. The following people are famous
economists, arranged alphabetically:
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® Ernest Aryeetey, vice-chancellor, University
of Ghana

® Dr. Makhtar Diop, World Bank vice president
for Africa Region

® Dr. Mo Ibrahim, former CEO of Celtel
and now a philanthropist

® Donald Kaberuka, president of the African
Development Bank

® Thabo Mbeki, former president of South Africa

B Ngozi Okonjo-Iweala, Nigeria’s minister
of Finance

® FEllen Johnson Sirleaf, president of Liberia

As vice-chancellor, Dr. Ary-
eetey is the chief executive
officer of the University of
Ghana, responsible for pro-
viding strategic direction of
the university and for driv-
ing growth and develop-
ment as well as other goals
of the university.

He received his BA from
the University of Ghana
and his PhD in economics
from the University of Dortmund in Germany. He
returned to Ghana, serving as the director of the
Institute of Statistical, Social, and Fconomic
Research (ISSER) of the University of Ghana before
becoming vice-chancellor of the university.

Dr. Makhtar Diop is the
World Bank’s vice president
for the Africa Region. He
has been in the position since
May 2012. Before taking up
this position, he was the
World Bank country director
for Brazil between 2009 and
2012, and previously held
the positions of director of
Strategy and Operations of
the Latin America and the
Caribbean Region, and sec-
tor director for Finance, Pri-
vate Sector, and Infrastruc-
ture in the same region. Between 2002 and 2005, Dr.
Diop was the Bank’s country director for Kenya, Eritrea,
and Somalia. Prior to joining World Bank, he work-
ed at the International Monetary Fund, and served
as minister of Economy and Finance in Senegal.

Ernest Aryeetey, Vice-Chan-
cellor, Unwersity of Ghana

Makhtar Diop, Vice Prest-
dent, Africa Region, World
Bank

Dr. “Mo” Ibrahim is a Sudanese-British mobile com-
munications entrepreneur and billionaire who work-
ed for several tele-
communications com-
panies before setting
up his own Celtel,
which had over 24
million mobile phone
subscribers in four-
teen African coun-
tries.  After selling
Celtel in 2005 for
$3.4 billion, he set
up the Mo Ibrahim
Foundation to encourage better governance in Africa,
as well as created the Mo Ibrahim Index, to eval-
uate the performance of African countries.

In 2007, he initiated the Mo Ibrahim Prize for
Achievement in African Leadership, which awards
a $5 million initial payment and a $200,000 annual
payment for life to African heads of state who deliver
security, health, education, and economic develop-
ment to their constituents and democratically trans-
fer power to their successors. Dr. Ibrahim has pledged
to give at least half of his wealth to charity. Unfor-
tunately, the prize was not awarded to any African
leader for six years (2009, 2010, 2012, 2013, 2015,
and 2016). Asked about the prize and if he would step
down from power in 2013, President Yoweri Museveni
of Uganda retorted, “What an insult!”

In 2007, Ibrahim was awarded an honorary doc-
torate in economics by the University of London’s
School of Oriental and African Studies, and in 2011,
he received an honorary doctor of laws degree from the
University of Pennsylvania.

Dr: George B. N. Ayittey (the author)
and Dr: Mohamed “Mo” Ibrahim

Donald P. Kaberuka was born in Byumba, Rwanda,
and studied at the Univer-
sity of Dar es Salaam as an
undergraduate. He obtained
his MPhil in Development
Studies from University of
East Anglia. He received his
PhD in Economics from the
University of Glasgow.

He worked in banking and
international trade for over
a decade. In October 1997,

he was appointed minister

Donqld P I{aberuka., of Finance and Economic
President of the African Planning in Rwanda. Kabe-
Development Bank ruka served in that position
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for eight years. In 2005, Kaberuka was elected presi-
dent of the African Development Bank (AfDB).

Thabo Mbeki is a South
African politician who served
as president after Nelson
Mandela retired in 1999.
The anti-apartheid sup-
porter rose within the polit-
ical ranks of the African
National Congress. He serv-
ed two terms as the second
president of South Africa
after Nelson Mandela. Mbeki
was the second child of
Govan Mbeki and Ma Mofo-
keng. In 1953, a fire destroy-
ed Mbeki’s kraal and family shop, prompting his
father to migrate to Johannesburg in search of work.
As a young teen in 1955, at Lovedale College, Mbeki
developed an interest in politics. He joined several
student political organizations, including the African
National Congress Youth League at age fourteen.

In 1961, in Johannesburg, Mbeki met Nelson Man-
dela, who advised him to further his education outside
of the country. Mandela believed Mbeki’s life was in
danger due to his political beliefs and affiliations.
Mbeki left for London and enrolled in the University
of Sussex, graduating with a master’s degree in eco-
nomics in 1966. The following year Mbeki started
a job with Communist Party leader Yusuf Dadoo at the
African National Congress offices in London. In 1969,
he moved to Moscow to study at the Institute of Social
Science.

Thabo Mbeki, Former
President of South Africa

Ngozi Okonjo-Iweala was
educated at Harvard Univer-
sity, graduating magna cum
laude with a BAin 1977, and
earned her PhD in regional
economic development from
the Massachusetts Institute
of Technology (MIT) in
1981. She received an Inter-
national Fellowship from the
American  Association  of
University Women (AAUW)
that supported her doctoral
studies.

She is a globally renowned Nigerian economist best
known for her two terms as finance minister and for
her work at the World Bank, including several years

Neozi Okonjo-Iweala,
Nigeria’s Former Minister
of Finance

as one of its managing directors (October 2007—July
2011). She briefly held the position of foreign minister
of Nigeria in 2006.

In 2007, Okonjo-Iweala was considered as a possi-

ble replacement for former World Bank President Paul
Wolfowitz. Subsequently, in 2012, she became one
of three candidates in the race to replace World Bank
President Robert Zoellick at the end of his term of office
in June 2012. On April 16, 2012, it was announced
that she had been unsuccessful in her bid for the World
Bank presidency, having lost to the US nominee, Jim
Yong Kim.
Former Liberian President
Ellen Johnson Sirleaf is
often described as the
world’s first elected black
female president and Afri-
ca’s first elected female
head of state. A graduate
of the College of West
Africa at Monrovia, she
went on to receive her
bachelor’s degree in ac-
counting from the Madi-
son Business College in
Madison, Wisconsin; a de-
gree in economics from the University of Colorado
at Boulder; and a master of public administration
degree from Harvard University. She returned to serve
in the government of her native Liberia. A military
coup in 1980 sent her into exile, but she returned in
1985 to speak out against the military regime. She was
forced to briefly leave the country again. When she
won the 2005 election, Johnson Sirleaf became the
first female elected head of state in Africa. In 2011,
she was one of a trio of women to win the Nobel Peace
Prize.

Ellen Johnson Surleaf,
Jormer President of Liberia

Layout of the Book

Economics is a very important subject but the main
problem in teaching it in Africa is making it less eso-
teric and more relevant to the students. There are three
reasons for this difficulty. First, most of the economic
textbooks are written by foreign authors, using foreign
examples, which makes it difficult for African students
to relate to. For example, it is hard to talk about the
stock exchange as a means of raising capital when very
few African countries have a stock market. Similarly,
it is difficult to talk about oligopolistic firms when the
main players in the economic field are state monopo-
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lies. It should be mentioned, however, that this trend is
changing and more and more economic textbooks are
being written by Africans for African students.

Second, it is difficult to measure economic statistics
in Africa. For one thing, data collection systems are not
well developed and for another, many economic activi-
ties are not counted because they do not go through the
formal marketplace—for example, many of the infor-
mal sector activities such as bicycle repair, bakeries,
tailoring, and so on. Therefore, it is difficult to compute
GDP per capita and to explain what it means.

The third problem is the reliability of the econo-
mic data collected. If the data is not reliable, it will
be impossible to make economic forecasts. This is even
a problem when the data is sound. “In 2014, GDP
growth in South Sudan was either 5% or 36%, de-
pending on whether you believe the IMF or the World
Bank. Estimates vary wildly because African industrial
surveys are often out of date and many national-sta-
tistics bodies treat their economies as if they had not
changed in decades” (The Economust, July 25, 2015; 67).

Fourth and finally, the whole body of economic the-
ory has been built on various assumptions and prem-
ises. If some of these assumptions do not hold, then
what that theory predicts will be far from what happens
in reality. For example, consumer theory assumes that
consumers are rational and have access to information
about prices and can compare them in order to make
the best bargain. But what if consumers are not ratio-
nal and do not have access to all the information that
they need?

As aresult of these difficulties, what is taught or pre-
dicted by economics textbooks may be vastly different
from what actually happens in reality. Therefore, there
is certainly a need to distinguish between economic
theory and applied economics. This book assumes that
readers are familiar with standard economic theory
and proceeds with the discussion on the applied side.

Chapter 2 examines the basic economic problem
which all societies must address—what to produce,
how much, and for whom. All societies—capitalist
societies, communist societies, and traditional African
societies—must answer these questions. In capitalist
and traditional African systems, the economic problem
is solved through the market system. But the market
takes different forms in the two systems. Obviously, one
would be hard-pressed to find a supermarket or a mall
in traditional Africa. Nonetheless, the market system is
quite efficient in solving the economic problem in both
systems. “Efficient” means solving the problem with-

out creating any wastes or shortages. Unfortunately, the
free market is seldom allowed to perform its allocative
functions. This is the subject of Chapter 3.

Chapter 3 examines how the economic problem
is resolved in capitalist economies, paying particular
attention to distributional efficiency, equity, and fair-
ness. Too many governments—in both developing and
developed countries—interfere with the smooth opera-
tion of the market. For arcane, self-serving, and often
political motives, a government may set minimum
wages and fixed prices, including the exchange rate, in
order to placate certain special interest groups, such as
workers, farmers, or consumers. But quite often, state
interventionism hurts the very people the government
set out to protect. For example, price controls create
shortages. If a loaf of bread ordinarily sells for three
kwachas and the government decrees that it must be
sold at one kwacha, bread would vanish from the mar-
ket instantly. There are two reasons for this. First, now
that bread is cheaper, those previously purchasing it at
three kwachas will now buy more. Second, the bak-
ers, who were supplying bread at three kwachas, will
now supply less. The combination of the two—more
demand and less supply—would create a shortage.
Obviously a consumer who cannot find the commod-
ity to buy—regardless of the price—is not going to
be happy. We shall also look at many other controls
African governments resorted to, which not only hurt
consumers, but also helped ruin their economies.

Chapter 4 looks at economic systems in traditional
Africa—in particular, ownership of the means of pro-
duction and the role of women in the distribution
chain. There is much myth regarding these systems in
Africa. For example, communal ownership of land is
just that—a myth. But this chapter is fundamentally
important, not just to dispel myths but also for two
other reasons. First, it describes what is there at the
grassroots level. Clearly, one cannot talk about grass-
roots development if one does not understand what
exists at the grassroots level.

The various means of production in traditional
Africa are privately owned. Huts, spears, and agricul-
tural implements are all private property. Whereas in
the West, the basic economic and social unit is the indi-
vidual, in traditional Africa it has been the extended
family or the clan. The extended family, however, is a
private entity—separate from the tribal government—
and acts as a corporate entity. It owns the land and pools
the resources of its members to produce agricultural
products, the surpluses of which are sold on free village
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and regional markets, where prices are determined by
bargaining, not fixed by chiefs. Such markets were in
existence before the advent of colonialism. Timbuktu,
for example, was one such great market town.

African natives went about their economic activi-
ties on their own initiative and free will. They did not
line up at the entrance of the chief’s hut to apply for
permits before engaging in trade or production. What
and how much they produced was their own decision
to make. In West Africa, market activity has been dom-
inated by women for centuries.

And they traded to make a profit! Whereas in the
West, profit is appropriated by the entrepreneur, it is
shared in traditional Africa. Under the “abusa” system
of West African cocoa farmers, profit is divided three
ways: a third to the owner of the farm, another third to
the laborers, and the remaining third set aside for farm
maintenance and expansion.

The African woman who produced kenkey, garri, or
semolina herself decided to produce those items. No
one forced her to do so. Nor did anyone order the fish-
ermen, artisans, craftsmen, or even hunters what to
produce. In modern parlance, those who go about their
economic activities on their own free will are called
Jree enterprisers. By this definition, the kente weavers
of Ghana; the Yoruba sculptors; the gold, silver, and
blacksmiths; as well as the various indigenous crafts-
men, traders, and farmers, were all free enterprisers.

State intervention in the economy was the exception
rather than the rule, except possibly in the kingdoms
of Dahomey and Asante. Even in commerce, African
states lacked the instruments necessary to control their
economies. In Gold Coast, for example, gold-mining
was open to all subjects of the states of Adanse, Assin,
Denkyira, and Mampong. Some chiefs taxed mining
operations at the rate of one-fifth of the annual out-
put. In some states, all gold mined on certain days was
ceded to the throne. But the mines were in general not
owned and operated by the chiefs. Rather, the chiefs
granted mining concessions.

Second, Chapter 4 helps one understand why Afri-
ca’s postcolonial development went so much awry.
In a nutshell, the postcolonial development can be char-
acterized as “development by imitation.” Basilicas were
built to imitate Rome, tractors and skyscrapers to imi-
tate the United States, an emperor to imitate Irance,
and statues of Marx and Lenin to imitate Moscow.
Now they are building Confucius Institutes—thir-
ty-eight of them across the African continent by 2015.

The astonishing thing was that nobody noticed that

Marx, Lenin, and Confucius were not black Africans.
This sort of unimaginative aping doomed Africa’s
postcolonial development. The leaders and govern-
ment officials were speaking a language the ordinary
folks did not understand. And so, they could not elicit
the sacrifices and the production increases they desired
to raise