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Development Policy 
 

Week 3: Growth Theory and Empirics 
 

Lecture 5: Cross-Country Evidence 
 
 

James Riedel 

The Solow model yields two empirically testable predictions regarding cross-
country differences in (a) the level and (b) rate of growth of per capita income: 

1. Cross-country differences in the level of per capita income are explained 
by cross-country differences in the fundamental determinants of steady-
state per capita  income: (a) the saving rate, and (b) population growth 
rate. 

2. Cross country differences in the rate of growth of per capita income are 
explained by cross-country differences in the initial level of income, 
conditional on differences in steady-state determinants. 

Derivation of regression equation for the level of steady-state income across countries 
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Estimation Results for the Textbook Solow Model—Level of y 

Note: 
1. The model explains differences in y across developing countries, but not 

across developed countries.  What does this imply? 
2. The investment rate and population growth rate explain about 60% of the 

cross-country variation in y!  What does this imply? 
3. The coefficients on (I/Y) and (n+μ+δ) are expected to be the same value, but 

opposite signs.  They are opposite in sign, but their values are significantly 
different.  

Estimation Results for the Augmented Solow Model—Level of y 

Note: the explanatory power is greater and the signs are as predicted, but still the model 
does not explain cross-country variation in per capita income in developed countries. 
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Estimation Results for the Textbook Solow Model—Growth rate of y 

When the convergence equation is estimated, taking into account 
differences across countries in investment rate, population growth rate 
and schooling, convergence is found in developing countries, but it is 
relatively weak. 

Estimation Results for the Augmented Solow Model—Growth rate 
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Reality: Divergence, not Convergence 

Reality: Divergence between Open and Closed Economies 


