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Perhaps the most compelling question in all of economics is the breadth of global poverty.  That people living in some nation-states are more prosperous than those in others has preoccupied economists since Adam Smith.  After more than half of a century in which development economics has qualified as a formal division of economic theory the question is compelling as ever.  The hundreds of millions of people who live beneath the already miserly World Bank standard of poverty – one U.S. dollar a day – testify to the urgency of trying to understand why transformational economic growth does and does not happen.
  

Among the most compelling controversies with respect to promoting growth is the extent to which good economic policy can help.  The 1990s were perhaps the high-water mark of the belief that policy was decisive, with many economists and political leaders coalescing around the Washington Consensus – the idea that market-oriented economic policies such as openness to foreign trade and investment, lean fiscal policies, and minimal government restrictions on pricing and resource movement promote growth.  In more recent years, after the financial crises in developing countries of the last ten years, there has been some rethinking of that consensus.  But while there is voluminous research on such particular questions as the best exchange-rate systems to prevent financial crises or whether to pursue expansionary and monetary policy after the occur, little is known in the broader sense about how economic policy can affect economic growth.  The question is hardly idle, in that there is a growing theoretical and empirical literature that posits an extraordinarily high degree of non-economic determinism governing which nations prosper and which do not, in whose presence orthodox liberal policy is a poor response.  It is the goal of this paper to use try to measure the extent to which, given other causes, economic policy can in fact affect economic growth, and if so how.  It is in the spirit of Naude (2004), who attempts to isolate the ceteris-paribus effects of particular types of country features and policy on growth in Africa, and of Easterly (1993), who found that growth was considerably more unstable than country characteristics, including economic policy.  The method also allows explanation of the extent to which recent years have been a time of reform and, in line with these papers but with a different method, of the effects of reform when it actually occurs.
Policy and its alternatives as contributors to growth

One can think of modern development economics as a triangle of theories seeking to explain the prevalence and occasional overcoming of poverty.  At the vertices of that triangle are the schools of thought emphasizing economic policy, institutional quality, and “endowments,” particularly biological and geographic ones.  Much postwar thinking about development economics descends from the neoclassical growth model of Solow (1956).  There is a well-behaved production function.  Its technological parameters and the population growth rate are exogenous, and “growth” occurs through the accumulation of physical capital until a steady state is reached.  This model motivated perhaps the most influential empirical paper, that of Barro (1991).  His cross-country regressions confirmed two implications of the neoclassical model: that growth depends on physical capital accumulation (i.e. investment) and that per capita income at least conditional converged to the steady-state level, in that the rate of growth was negatively related to current per capita gross domestic product.  And he modeled economic policy by transforming Solow’s steady-state per capita income into potential steady-state income: the maximum that could be had given the underlying production technology.  This occurred because high levels of government spending or government-induced price distortions caused the resource base to be used suboptimally from the perspective of maximizing per capita income (although they might in principle achieve other desirable goals).  This channel through which policy affects growth might then be called the Barro channel.  The rise of the Washington Consensus represented a temporary triumph in the marketplace ideas of this channel.

At roughly the same time on the theoretical side, nonconvexities were introduced into the policy vertex, particularly via the productivity-enhancing role of knowledge and human capital (Lucas, 1988; Romer, 1986).  In this literature societies that invest in activities that yield knowledge grow more rapidly than those that do not, other things equal.  There is thus no particular reason to expect convergence in global standards of living, particularly if wealthier countries spend more on such activities.  In addition to the Barro channel (which the knowledge models do not exclude), economic policy can have an independent effect, via the knowledge channel, by increasing or decreasing the ability to generate or make use of knowledge and the positive production externalities it generates.


The second vertex emphasizes institutional quality.  The long-run view is most famously found in North (1990).  In this school of thought institutions develop endogenously, but some of them turn out to be more growth-friendly than others.  Institutional change, while difficult, is critical to growth.  A very influential subset of institutional analysis focuses on corruption and rent-seeking.  Here the emphasis is not on what to do but what to avoid doing.  Excessive government entanglement with the economy breeds not just resource misallocation through the Barro channel but also increased effort devoted to redistributive rather than productive activity.  Among the key theoretical papers are Tullock (1967), Krueger (1974) and Bhagwati (1982).  The seminal empirical paper indicating that corruption, a close companion of the rent-seeking identified in this literature, is hostile to growth is Mauro (1995).
The final vertex emphasizes endowments.  In this view, countries face certain geographical, biological and other constraints, which can decisively influence potential growth.  For example, being landlocked can isolate the country from global trading networks, and laboring under a large malaria burden can destroy human capital.  Nature deals the fundamental hand that countries must play.  Sachs and Malaney (2002) argue that malaria in particular has a substantial negative effect on growth.  Bleakley (2003) uses both macro- and microdata for the southern United States and finds that elimination of malaria in geographic areas yields higher education levels and that lack of exposure to it is associated with higher income.  Other work by Gallup, Sachs and Mellinger (1999) argues for the larger importance of geography – distance from water, climate, and the prevalence of tropical diseases – in determining prosperity.   Perhaps the longest-term view is that of Diamond (1997), who provides a model incorporating the geographic accidents of domesticated-animal distribution (and the immunity the presence of many animals who can be domesticate promotes), the ease with which inventions can spread to similar climates (a function of the extent to which migration can occur along an east-west rather than a north-south path), and other endowments far removed from economic policy as an explanation of why Europeans colonized the rest of the world rather than the reverse

The empirical evidence on these hypotheses is mixed.  In dissent against the Gallup and Sachs (1998) view, Easterly and Levine (2003b) find empirically that whatever geographic effects exist work through institutions.  This may occur because Europeans settled in areas with climates similar to their own, and in doing so brought their institutions with them (Hall and Jones, 1999).  It may also occur because the nature of European settlement differed, depending on whether or not the local geography was favorable to extraction or settlement, with the latter environment more conducive to the imposition of favorable institutions (Acemoglu, Johnson and Robinson, 2002), or even because access to sea lanes promotes better institutions (Acemoglu, Johnson and Robinson, 2005.  In this school of thought the rules of the game trump where you are as an explanation for modernization, although where you are may determine the rules you adopt.
But these all-or-nothing characterizations of the problem ignore the possibility of an interior solution.  It would be surprising if the “reason” for poverty were at any vertex.  Perhaps it is true that endowments and policy contribute to the level of economic performance.  The analysis in this paper is not carried out with the intention of debunking one or the other as an influence on economic growth, but to measure how much policy can contribute, given other constraints.  One argument that serves as a foil is that of Easterly (1993), who finds that “luck,” in the form of terms-of-trade shocks and world technological progress, eliminate most if not all of the detectable influence of policy.
Data and Basic Method

To determine the effectiveness of policy reform it is necessary to distinguish between policy achievements, i.e. the extent to which policy has actually mirrored what the Washington Consensus recommended, and policy effects, i.e. the relation between the goals of the Consensus and economic growth.  In this section the latter task is attempted, to se the stage for investigation of the former. The measurements of policy effects will use three cross-country growth regressions.  The tactic is to classify several right-hand variables as policy-related, and to standardize for other (especially endowment) factors that also influence growth.  I employ three data sources.  One is the well-known Barro/Lee data set of economic data for five-year intervals from 1960-4 to 1990-4.  The second is a set of geographic data compiled by Gallup, Mellinger and Sachs (1999).
  The third involves the presence of either internal or external military conflict, and is taken from the Correlates of War dataset, which covers thousands of such conflicts since the early 1800s.  These data are descended from work by Singer and Small (1972).

The basic regression equation is

GROWTH = a0 + a1 PUREGC + a2 INFLATION + a3 PINSTAB + a4 PRIGHTS + 
a5 CIVLIBS +a6 BMP + a7 TERMS + a8 INV + a9 OPEN + a10 AIRDIST + 
a11 LANDLOCK + a12 TROPICAR + a13 WAR + a14 PCGDP + 
a15 AVGSCHOOL






(1)
The framework is straightforward and not the only defensible empirical procedure, but it is widely used and serves to set the frame of reference for evaluating what policy can and cannot do.  GROWTH is growth in real per capita GDP over the relevant interval.  PUREGC is a measure of government consumption as a percentage of GDP, PINSTAB is political instability (a measure of the sum of assassinations and coups in the country), and PRIGHTS and CIVLIBS are the Freedom House measures of political rights (the ability to participate in the political system) and civil liberties (measuring, roughly, freedom of political action).  These latter two variables are on a 1-7 inverse scale, so that a higher number indicates less freedom. TERMS is the changes in the country’s terms of trade, INV is investment as a percentage of GDP, INFLATION is its inflation rate, and OPEN is the Sachs/Warner (1995) measure of an economy’s openness to global economic forces.  They all come from the Barro/Lee data.  BMP, the black-market premium on the country’s currency does, is used as a measure of price and other government-imposed distortions in the economy.  If one accepts the rent-seeking argument that corruption is a function of the number of things to be corrupt about, i.e. the amount of government special privileges and interventions in free exchange, it can proxy for the amount of at least the potential for corruption, as well as the inefficiency deriving from such interventions for more conventional static-inefficiency reasons. 

From the geography data set, AIRDIST is the distance in kilometers to the closest major port.  LANDLOCK is a dummy variable taking the value one if the country is landlocked, and TROPICAR is the percentage of the country’s land area located in the tropics.  WAR measures various combinations of the number of what the Correlates of War dataset characterizes as external wars with other nation-states, external wars with non-state forces and internal wars among different military factions, some formally affiliated with the government and some not, occurring in the country.  I choose not to distinguish between various types of warfare.  Finally, PCGDP and AVGSCHOOL measure GDP and average schooling among the country’s residents at the start of the relevant regression interval.
Growth over the entire 1965-95 interval

The results of the first regression specification, Model 1, are in Table 1.  PCGROWTH is annual average growth in per capita GDP from 1965 to 1995.  PUREGC, INF, BMP, INV, TOT and OPENSW are the averages of the Barro/Lee figures for these variables from 1965-9 to 1990-4.  POLRIGHTS and CIVLIBS are analogous averages from the 1970-4 intervals (when the Freedom House ratings began) to 1990-4.  WAR is the sum of dummy variables over the entire interval for each type of war.  Its maximum theoretical value would be 18, if a country suffered from each of the three types of war during each of the six intervals.  (The actual maximum value, seven, was shared by Cambodia and the Philippines.)  AIRDIST, LANDLOCK and TROPICAR are simply as defined above.  PCGDP is the 1960 value of per capita GDP in 1985 dollars, calculated using the Laspeyres index method.  TYR65 is average years of schooling in 1965.  It is thus assumed in Model 1 that the amount of human capital is something that sets potential output as an initial condition, unlike physical capital, which is assumed to be added as a factor as in the neoclassical growth model.

Consistent with that model, investment has a positive and significant effect on growth, as does initial average schooling.  Initial per capita GDP also has a negative effect on growth, suggestive of neoclassical convergence.  Greater political-participation rights positively affect growth, while, surprisingly, greater civil-liberties protection has a negative effect.  With respect to the policy variables, three of the four have statistically significant effects, all in the directions found by Barro (1991).  Government consumption beyond defense and education and the size of the black-market premium have a negative effect and openness has a positive effect.  Only inflation among the policy variables is not significant at at least the ten-percent level.  Among the geographic variables, only LANDLOCK is significant, with a negative sign consistent with the endowments literature.  WAR is insignificant.  (Several other specifications of the amount of war were tried, and in each case the results were the same.)
Growth by Five-year Interval

An alternative specification is to interpret the dataset as a panel.  Table 2 reports OLS and random-effects estimation for (1), which are Models 2 and 3.  In this case the dependent variable is average growth in per capita income over a five-year period.  AVGSCHOOL and PCGDP are values at the beginning of the interval.  PINSTAB is the total value over the interval.  PUREGC, INFLATION and INV are averages over the interval, as is DEM, which is the Barro/Lee 0-1 continuous index of “democracy.”  It replaces the Freedom House measures because of their absence in the 1965-9 interval.  WAR is a binary variable taking the value one if any type of war occurs in the interval.  

There is not much in the results to distinguish Models 2 and 3.  In the OLS estimation government consumption, initial real GDP, the black-market premium, terms of trade change, investment, openness, landlocked status, the percentage of land that is tropical, inflation and the war dummy are significant at at least the ten-percent level.  In the random-effects estimation the differences are that inflation and landlocked status are not significant, while political instability and years of schooling are.
Measuring the effect of policy

The goal of is to measure the effect of policy on economic growth after taking account of other variables which might also affect growth rates.  If there are n policy measures, then one measure of the effect of policy is
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where ai is the regression coefficient for that policy variable and bi is the value it takes.  This provides an estimate of the net growth-friendliness of country policies.

One key task is to define what constitutes “policy.”  I will identify four variables as potentially policy-related: PUREGC, OPENSW, INFLATION and BMP.  They are elements of policy in the sense that their magnitude is under substantial if not total control of the political authorities.  Another question is the role of schooling.  In most societies, schooling is substantially a public function, and in the regressions here (as in much previous work) higher levels of schooling are associated with higher growth rates.  However, “substantially” is not the same thing as “primary,” and in many societies the extent to which schooling achievement is the result of policy will vary with the schooling level (e.g., primary vs. tertiary).  Primary and secondary education are often substantially publicly provided, while the extent to which tertiary education is a public function varies considerably across countries.  It is clearly not possible to attribute all of the gains to schooling to government policy, nor is it possible to ignore the role of the latter.  Schooling is a variable affected by the state, but its provision is not generally thought of as “policy” in the Washington Consensus sense.  Note also that war and its absence, both civil and interstate, is the result of government policy broadly defined.  But since it is not generally the result of economic policy per se, and since the data do not allow the attribution of a particular conflict to a particular decision by a particular government, it is not included as a policy variable.  The effect of the political system – democracy, the extent of political-rights and civil-liberties protection – on growth is more direct, but that too is largely beyond the realm of economic policy.  

Table 3 reports the effects of policy for all three models.  In the first method, the figures represent the effects of policy measured over a thirty-year interval, where the ai are the average values over each of the six five-year intervals in the data set for the policy variables, and the bi are the estimated coefficients from Table 1.  In the second and third methods the ai are calculated for each interval, with the coefficients from the second regression multiplied by the same data values as in the first, and what is reported is the average value between 1965-9 and 1990-4 for these variables.  All ai are thus averages of five-year averages; the only difference is in the coefficients bi.  Note that because many of the non-policy variables have a statistically significant effect on growth (and because the openness index is binary, and arbitrarily defined so that a one value indicates openness), the measures should be thought of as marginal effects, to be added on to whatever hand geography, terms of trade shocks, etc. have dealt.

The three results suggest that bad economic policy can subtract a fair amount from potential economic growth.  The variation between the most and least growth-friendly countries with respect to policy is least in Model 1, and increases in Models 2 and then 3.  Note also that only in Model 3 is inflation significant and thus included in the calculation of P.  Overall roughly one country in six in the sample reports policies that handicap growth by at least two percent in per capita terms.  Given that 2.8 percent growth is by itself the growth rate required to double the standard of living in 25 years, or roughly one generation, it is very believable that misbegotten economic policy explains much of what makes poor countries poor.  Even accepting the fatalistic view of geographic determinism, there is still a role for policy to play.
Other implications

The approach, in addition to providing an estimate of what policy can and cannot achieve, has several other uses.  Among them are the ability to objectively identify and characterize economic reform, some implications for the effect of openness policies, and the unique position of Africa with respect to economic policy.
The objective reality of economic reform


There is a growing literature to match the growing controversy over how impoverished countries with years of weak economic growth should try to raise their standard of living, and how wealthy countries can contribute.  There is controversy in the literature (Burnside and Dollar, 2000, on the optimistic hand; Easterly and Levine, 2003a, on the other) over whether foreign aid in conjunction with good policy can promote growth.
One of the difficulties in resolving this and other questions about economic policy is finding a measure of it.  This is particularly relevant to the controversy over the merits of radical versus gradual reform.  For example, Arrow (2000) indicates that there are reasons to be concerned about both gradual reform carried out over several years and radical reform carried out across many policy dimensions in a very short period of time.  Gradual reform is not credible, but radical has the potential to be so disruptive as to discredit reform or incur social instability.  But how can radical and gradual reform be empirically distinguished?  The technique here provides a means to do that.  P is simply a measure of the net growth-friendliness of economic policy.  A change from one interval to the next indicates reform.  A sufficiently large change in the value of P is then considered to be radical reform.  Policy could similarly become considerably less growth-friendly.  The five-year nature of the data limits the precision of dating the onset of reform and raises the possibility that dramatic reform may overlap two intervals, but in general the procedure allows identification of truly substantial economic reform.

Table 4 contains all cases in which the value of P changes by at least 0.02 (i.e., the net effect on per capita GDP growth changes by at least two percentage points) from one interval to the next, using Model 2.  There are twelve instances of each type.  In the case of pro-growth policy changes, many of the episodes coincide with what are generally thought of as episodes of radical reform – e.g., Chile and Ghana after the Augusto Pinochet and Jerry Rawlings coups in 1973 and 1982, and Israel in the second half of the 1980s. Again the size of the effects is worth noting – in the Chilean case, over ten percentage points over two intervals.  This again suggests that good or bad policy can have a substantial effect on growth, even if it is not the only effect.  That Ghana could go from a disastrous change for the worse in 1980-4 to one of the biggest changes for the best in 1990-4 is suggestive of both how wildly economic policy can gyrate in developing countries and how autocratic leaders such as Jerry Rawlings can be tolerated despite their repression of political freedoms if economic policy improves enough.
Openness

Shifting from a closed to an open economy is a special case in the analysis because of the binary nature of the independent variable.  But based on the coefficients for OPENSW in Models 1-3, a complete shift in the openness variable is in the various models associated with a positive effect on growth ranging from roughly 0.9 to 1.6 percentage points.  This is consistent with the findings of most but not all of the cross-country empirical growth literature.  (The most prominent exception is Rodriguez and Rodrik (2001), who argue that most models claiming to find a positive association between openness and growth suffer from various specification errors.)  The binary nature of the variable suggests that most of the observations containing a shift from zero to one represent a one-time, substantial change in trade policies.  That such changes with respect to trade in particular are positively associated with growth is modest testimony in favor of radical reform.


Perhaps more interesting is the synergy between openness and geography.  An implied subtext of much of the endowments literature is that to be landlocked and distant from major ports is to be put at a substantial disadvantage in terms of the ability to grow rapidly.  Indeed in two of the three models LANDLOCK has a significant and negative coefficient.  But in fact for such countries openness may be even more important.  If LANDLOCK is interacted with OPEN, OPEN retains its significance in Model 1 while the interaction term is significant (p < 0.07) with a positive sign without appreciably changing the other results.  In Models 2 and 3 the interaction term is not significant, although LANDLOCK is not significant in either case.  (Details available upon request.)  This provides admittedly incomplete evidence that it is perhaps for landlocked country that openness is most important.  Their inability to directly access ocean trade routes with other countries makes it all the more imperative that such trade routes be open into the country via the land.  If one accepts the premise that one of the key features of the last 150 years or so has been a sharp decline in transportation costs, the costs of being a landlocked country may decline as long as borders are kept open to goods, services, migration and investment from countries that are not landlocked.  Openness is no guarantee, particularly if there are several national borders between the country and the ocean.  The country would then require that there be openness in all the countries between it and the ocean.  But it is certainly true that to be landlocked is not to be consigned unavoidably to penury, with Switzerland being the most obvious counterexample.  The possible synergy between openness and unfavorable geographic endowments is an important avenue for further research.
Africa


The disastrous performance of Africa in the postcolonial era is the subject of an extensive literature all by itself.  Perhaps nowhere else does the endowments/institutions/policy controversy come more sharply into focus.  One of the primary stylized facts that the endowments hypothesis is most often called upon to explain is the miserable situation of much of sub-Saharan Africa not just with respect to economic growth but corruption, ethnic conflict, warfare and a host of other variables.  Diamond (1997) devotes his entire penultimate chapter to a thorough investigation of how Africa was handicapped by a lack of domesticable animals, a north-south geographic orientation that prevented (because of climate differences as populations move north or south) the migration of technological improvements in agriculture and implements, and the small portion of its land suitable for cultivation, and Easterly and Levine (1997) find that a different sort of endowment, ethnic diversity, determines bad policy.   


But countries with unlucky geography can in principle still overcome this handicap through better institutions, better policy or both.  Numerous countries with current or past malaria problems (e.g., Botswana, Thailand) or otherwise suffering from geographic handicaps (e.g., Chile) have made great economic strides through some combination of good institutions and policy.  And so geography is not destiny.  What is so striking about Africa is the prevalence of bad policy.  The average value of P over 1965-1994 is -.0208 for all sub-Saharan countries (n =24), and -.0077 for all other countries (n = 64), an extraordinary difference.  Twelve of the twenty nations with the worst figures for P in Model 1 in Table 3 are sub-Saharan.  Africa is a geographic outlier, and may be an institutional outlier (Block, 2001), but it is also a policy outlier.  The ability to document this effect strongly suggests that any successful turnarounds in Africa must have a strong policy component.  It may be, given the broader results in this paper, that good policy is sufficient in many cases to fix some of what ails Africa, although that claim merits further investigation.  Even if bad policy is casually after some other endowment effect, the analysis here allows emphasis  on the ultimate problem to be solved.
The Washington Consensus – Real or Imagined?

In recent years there have been growing cracks in the near-unanimity that attached to beliefs in market-oriented reform.  The term “Washington Consensus,” at least as outlined by its creator (Williamson, 1990), included the elimination of fiscal deficits and production subsidies, reform of tax codes to emphasize broad bases and low rates, the market setting of interest rates, “competitive” (which often meant export-promoting) exchange rates, openness to trade and foreign direct investment, privatization, deregulation and defense of property rights.  Interestingly, in this list there was no particular enthusiasm for openness to foreign portfolio investment, although in the second Clinton administration this measure took on a higher priority.  In an updated roll, Rodrik (2001) includes moderate financial opening, the elimination of intermediate exchange-rate systems (anything other than pure floating systems, dollarization or hard pegs), flexible labor markets, low inflation and anti-corruption measures.  While supporters and critics of the list might differ on the particulars, most of these items would be found on almost any list of what is meant by “market-oriented reform,” “neoliberalism,” etc.

And an increasingly popular narrative about the breakdown of the Washington Consensus has it that reforms were tried, but failed either to reduce poverty or to forestall catastrophic financial crashes in countries such as Argentina.  The partial rejection of the consensus in countries such as post-1997 Malaysia and the substantial rejection of it in societies such as post-2001 Argentina have, it is sometimes said, led to better economic performance.  This account with respect to Malaysia was probably never the most popular among development economists, particularly after it repealed many of its capital controls in 1999, but it is still believed (Woo, 2004).  And the idea that political trends in Latin America and economic collapse in Argentina, Peru and elsewhere indicate a failure of liberal orthodoxies is also common.


That there is some backlash to perceived market reforms in the last twenty years is undeniable, although there is some question about the extent to which it extends beyond Latin America.  But, using some of the characteristics of “reform” identified both here and in the literature on the Washington Consensus, it is possible to test the extent to which the conventional story of the 1980s and 1990s as a decade of substantial reform is correct.
Government spending

Consider public spending.  Figure 1 plots the percentage of government-consumption spending to GDP for the World Bank categories of South American nations, the Middle East and North Africa (ME/NA), South Asia, and Sub-Saharan Africa (SSA).  For South America, Chile, whose thorough and initially unpopular economic reforms took place much earlier, is excluded from the South American data.   For ME/NA, the 1990s are clearly a period of significant fiscal discipline, with spending falling after roughly 1985 and settling at a relatively constant, significantly lower percentage by roughly 1996.  For South Asia these percentages are consistently lower, stabilizing at roughly 12 percent by the late 1980s.  But for SSA and South America it is a different story entirely.  In both cases there is significant tightening (from 1992-1996 in the former case and 1988-1995 in the latter).  There is a significant relaxing of fiscal discipline subsequently, in both cases almost erasing the earlier gains.

The Argentine case is particularly illustrative.  Fig. 2 illustrates the same series for that country.  While the World Bank reports no data for 1980-1986, there is obviously a large drop during the interval following the 1982 debt crisis.  1988 was when Carlos Menem was elected to his first term, and during that term spending continued to decline.  But 1992 was the year he ran for re-election, and in that year spending soared.  It was not until 2002, the first year after the collapse of Argentina’s currency board and financial markets, that it began to decline.  This is potentially a very telling result.  Excessive government spending may harm growth both for the usual reasons outlined in the literature and because it damages government credibility.  In the Argentine case in particular, with years of economic mismanagement only recently behind it and an economy recently liberalized for both domestic and foreign investors and entrepreneurs, such a history presumably establishes a credibility deficit that Argentine authorities must overcome.  A return to old habits will at some point persuade traders that the country has returned to its old ways.  It is thus in societies with the most pronounced history of bad economic policy that the need to adhere to reform is the most compelling.  Argentina’s fiscal blowout in the latter 1990s may very plausibly have set the stage for their subsequent troubles, and in any event seem difficult  to reconcile with the notion of the country as a compelling representative of the Washington Consensus.  Buscaglia  (2004) has argued that populist politicians themselves began to undo other reforms by the mid-1990s.
Inflation

Trends in other areas of policy reform are not as vivid as those for government consumption, but only sometimes do they suggest that nations adopted and adhered to substantial reform in the 1980s and 1990s.  Inflation is one.  Because of several huge outlier values, I report median rather than mean figures.  Figure 3a contains the median values of the GDP deflator for SSA and South America, and Figure 3b contains the analogous figures for ME/NA and South Asia.  In each case, there is a clear reform story to tell.  The date differs, but in every case there is ultimate substantial reduction of inflation during the 1990s.  For ME/NA, SSA and South Asia the improvement begins in the early 1990s, and for South America in the early 1990s.  In 1985, 15 out of 38 SSA countries for which data are available had inflation rates over 20 percent a year, and in 2003 only 5 of 39 did.  The analogous figures in South America are eight of twelve nations in 1985 and one of eleven in 2003.  Across the world inflation fell during the reform era, and by 2003, other than in South America, they had nearly reached the levels in high-income OECD countries.
Openness to trade
The third measured aspect of reform is openness.  The Sachs/Warner openness measure used in the regressions ends in 1995, but the trade openness component of the Economic Freedom of the World measure compiled by the Fraser Institute are available over a significantly longer period, although not for every year.  These measures are depicted in Figure 4.  Clearly all regions have opened up since at least 1990.  But equally clearly, reform flickered toward the end of the data period, and in all regions openness is currently well short of what prevails in high-income OECD countries.   More concrete data from 2003-2004 are available from the World Trade Organization’s tariffs database.  The average final bound (nonweighted) tariff is 34.51, 20.11, 47.02 and 44.84 percent for South America, ME/NA, SSA and South Asia respectively.  This compares to 5.23 percent for the high-income OECD countries.  The Chilean experiment, in contrast, was far more radical, with tariffs falling from an average of 200 percent to ten percent between 1974 and 1979 (Edwards and Edwards, 2000).   These tariffs in developing regions are much lower than in previous decades, but there is still a substantial gap between the levels prevailing in these developing regions and those in the richest countries.  To the extent that these are useful measures of broader openness, many developing countries have traveled far, but many of them have far to travel still.
Distortions/corruption
To gauge progress in tackling distortions it is useful to investigate progress in its close cousin, corruption.  The World Bank has compiled measures of corruption control dating back to 1996.  If corruption is one output of the presence of extensive distortions (which are special privileges for defined groups, who might be expected to use bribes and other forms of political pressure to preserve and expand theirs), then its movements should proxy for those of the distortions generating them.  And in any event corruption control is in its own right now generally depicted as an important component of reform.  The regional breakdown of corruption control is found in Fig. 5.  In no area of the developing world was there significant progress during the eight-year period covered by the data, and control in SSA actually deteriorated.  And there is again a very large gap between the levels in all developing regions and that of the high-income OECD nations.  To be sure, to expect rapid convergence to that level is perhaps unreasonable.  And yet, quick progress in corruption control is not unachievable; there are ten observations in the data set for which there has been an improvement of at least 0.5 in the World Bank measure between 1996 and 2004.

Privatization

While not used in the previous analysis because of the unavailability of data over time, privatization is generally an accepted part of economic reform and has in fact perhaps been, along with inflation control, the most substantial achievement.  Figure 6 uses recently released World Bank data concerning both the number and monetary value of privatizations in each region.  Here the pattern is consistent across all regions – a peak, especially with respect to the number of state firms privatized, in the mid- to later-1990s followed by a decline.  In principle the decline can indicate either a loss of will or substantial completion of the task.  Unlike openness or low inflation, privatization is a one-time act whose effects may be important long after the act itself is completed.  But the consistency of the pattern across regions strongly suggests that privatization globally was an important policy achievement during the 1990s.

Overall, the consistency of the conventional wisdom about the Washington Consensus era with the actual record is mixed at best.  There is clear progress on inflation and privatization.  There is also evidence compiled elsewhere (Bubula and Otker-Robe, 2004) of a significant move toward “polar” exchange-rate systems – pure floating or more rigidly fixed exchange-rate systems, as opposed to “managed floats,” “crawling pegs” and other systems whereby currencies more or less trade freely but governments try to determine their value.  Such systems in more recent years have often been thought to be a Consensus recommendation, although the is unanimity neither on their importance of appropriateness.  But elsewhere the depiction of the 1990s as an era of tremendous, painful reform, and of the difficulties such reform encountered when confronting the real world, is exaggerated.  The performance with respect to openness, distortions and corruption and especially public spending leaves much to be desired.  Any dismissal of wholesale liberalization on grounds of it having been tried and failed is thus misplaced.
Conclusion

The results here suggest two important implications.  The first is that economic policy matters, and that geography is in no way destiny.  The second is that in some ways the extent of economic reform during the era of the Washington Consensus has been exaggerated.  The results here are not the first and certainly not the last on the extent to which good policy yields good results.  But they do advance the discussion in terms of thinking about policy as part of a larger whole, limited to some extent by other considerations but ultimately, here, still of great power.  One of the biggest problems in disentangling the three vertices of the development-obstacle triangle is resolving the ambiguities between policy and institutions.  If a minister or judge takes a bribe and agrees then to impose regulations protecting a firm from foreign competition, or transferring property from the current nominal owner to the bribe-payer, is that an institutional problem or a policy problem?  Certainly it is a “distortion” in the conventional sense of that term, and is likely to influence the measure of distortion used here.  And so there is an extent to which policy should not be overemphasized as a savior.  This is particularly true the more narrowly “policy” is defined.  If it means simply the size of the budget deficit and the behavior of the central bank, the value of good policy is significant but probably insufficient.

But a broader definition is possible, one which includes all the factors affecting growth over which the government exercises significant control, for good or ill.  Most prominently featured in this expanded notion of policy are the protection of property rights and other aspects of the institution of the rule of law (as well as achieving both breadth and depth of human capital across the population).  By this measure the role of policy is substantial, and so it is hard to underestimate the importance of getting it right.
With respect to the overall evaluation of the last twenty-plus years as an era of reform gone awry in all too many places, it is worth thinking carefully about what reform looks like, even as the extent of political constraints must be realized.  There is an ongoing debate about the merits of gradual versus radical reform, but the evidence here suggests that there has actually been relatively little radical reform.  To be fair, there is some almost philosophical question as to what constitutes “radical reform.”  Is it a function of where you end up, or how far you have traveled?  It is clear that many countries in the immediate post-independence period chose paths that relied heavy on state intervention and direction, and so it may be that undoing this web is a length, tangled process.  But the work here provides a method for measuring economic reform and its impact, and takes a first step in that direction.  Future work might productively investigate other dimensions of economic policy.  And it also might inject the effects and measured amount of reform into discussions about the often undeniably  high political costs of successfully achieving substantial progress.
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Table 1

Regression using entire data period as observational unit (Model 1)
      Coef.   
Std. Err.      
T    
P>|t|
[95% Conf. Interval]
________________________________________________________________________
PUREGC
-.0763615   
.0296904    
-2.57
0.015
-.1369974   
-.0157255

INFLATION  
-.0045149   
.0088866    
-0.51
0.615  
-.0226637    
.0136339
PINSTAB 
-.022715   
.0137298    
-1.65
0.108 
-.050755    
.0053249

PRIGHTS
-.0055153   
.0020993    
-2.63
0.013 
-.0098027   
-.0012279

CIVLIBS   
.0080527   
.0027932     
2.88
0.007  
.0023483    
.0137572

BMP

-.0029586   
.0012215    
-2.42
0.022 
-.0054533   
-.0004639

TERMS
.0071412   
.0976368     
0.07
0.942 
-.1922598    
.2065422

INVSH

.0522448   
.0257452     
2.03
0.051 
-.0003339    
.1048234

OPENSW
.0091645   
.0035814     
2.56   
0.016  
.0018502    
.0164787

AIRDIST
-3.94e-07   
5.57e-07    
-0.71   0.485 
-1.53e-06    
7.44e-07

LANDLOCK
-.0058858   
.0030845    
-1.91   0.066 
-.0121851    
.0004136

TROPICAR
-.0032602   
.0029767    
-1.10   0.282   -.0093395    
.0028191

TOTWAR
.0000271   
.0009086     
0.03  
0.976   -.0018286    
.0018828

PCGDP  
-4.61e-06   
7.47e-07    
-6.18
0.000
-6.14e-06   
-3.09e-06

AVGSCHOOL
.002516   
.0009654     
2.61   
0.014
.0005445
.0044875

CONSTANT
.0173673   
.0099632     
1.74   
0.092
-.0029802
.0377148

N​ = 46
R2 = 0.8652
Adj. R2 = 0.7978

F = 12.83
  reg avggrowth avggvsdxe avginf avgpinstab avgprights avgcl avgbmp avgtot avgi

12. nv avgopensw airdist landlock tropicar totwar rgdpl60 tyr65 (above)
Table 2

Panel data, five-year intervals as observational unit, fixed effects (Model 2)


      Coef.   Std. Err.      
T    
P>|t|     [95% Conf. Interval]

________________________________________________________________________
PUREGC
 -.0791756
.0233621    
-3.39   0.001
-.1250954  
-.0332557
PINSTAB 
 -.0060246
.0082574    
-0.73   0.466
-.0222551
.0102058

DEMO

 .0013544   
.0049818     
0.27
0.786
-.0084378
.0111465

PCGDP  
-4.43e-06   
6.85e-07    
-6.47
0.000
-5.78e-06
-3.08e-06

AVGSCHOOL
 .0011345
.0009708
1.17
0.243
-.0007738
.0030428
BMP

-.0014753
.0008577
-1.72
0.086
-.0031611
.0002105

TERMS
.0701196
.0224771
3.12
0.002
.0259392
.1142999

INVSH

.0843951   
.0212418 
3.97
0.000
.0426428
.1261473

OPENSW
.016072
.0036339
4.42
0.000
.0089293
.0232148

LANDLOCK 
-.008666
.003571
-2.43
0.016
-.0156852
-.0016469

AIRDIST
7.87e-07
6.11e-07
1.29
0.199
-4.15e-07
1.99e-06

TROPICA
-.0108851
.003594
-3.03
0.003
-.0179493
-.003821

INFLATION 
-.0273545
.006464
-4.23
0.000
-.0400599
-.0146491

WARDUM
-.0068196
.0036917
-1.85
0.065
-.0140759
.0004366
CONSTANT
.0276111
.0066348 
4.16
0.000
.01457

.0406523

N​ = 439

R2 = 0.3352

Adj. R2 = 0.3133

F = 15.27
. reg grsh5yr puregc5yr pinstab5yr dem5yr rgdp5yr tyr5yr bmp5yr tot5yr invsh5yr

12. opensw5yr landlock5yr airdist5yr tropicar5yr inf5yr wardum5yr

Table 2 (continued)

Panel data, five-year intervals as observational unit (random effects, Model 3)
      Coef.   
Std. Err.
Z
P>|z|     [95% Conf. Interval]

_______________________________________________________________________PUREGC 
-.1174495
.0345623
-3.40
0.001
-.1851903
-.0497087

PINSTAB
 -.0309831
.0132914
-2.33
0.020
-.0570337
-.0049325
DEMO  
-.0098508
.0068427
-1.44
0.150
-.0232623
.0035607

PCGD
 
-7.64e-06
1.17e-06
-6.52
0.000
-9.94e-06
-5.34e-06
AVGSCHOOL
.0047332   
.0015725
3.01
0.003
.0016511
.0078153

BMP
 
-.0065649
.0030741
-2.14
0.033
-.0125901
-.0005397
TERMS 
.0704467
.0239905 
2.94
0.003
.0234261
.1174673

INVSH

 .0750547
.029971
2.50
0.012
.0163127
.1337967
OPENSW
 .0105686
.0055559
1.90
0.057
-.0003209
.021458

LANDLOCK
-.0031545
.0054918
-0.57
0.566
-.0139182
.0076093

AIRDIST
1.09e-07
9.36e-07
0.12
0.907
-1.73e-06
1.94e-06

TROPICAR
 -.0106919
.0051313
-2.08
0.037
-.020749
-.0006348

INFLATION
 -.022336
.0152405
-1.47
0.143
-.0522069
.0075349

WARDUM
 -.0112593
.0050078
-2.25
0.025
-.0210744
-.0014442
CONSTANT
.0524169
.0091124
5.75
0.000
.034557
.0702768

N​ = 218

R2 = 0.4152

(2  = 133.78
. xtreg grsh5yr puregc5yr pinstab5yr dem5yr rgdp5yr tyr5yr bmp5yr tot5yr invsh5

12. yr opensw5yr landlock5yr airdist5yr tropicar5yr inf5yr wardum5yr, re

Table 3
Policy effects, regression method 1
________________________________________________________________________
. list ctry ppol6595 if ppol6595~=.

                                  


Model 1
Model 2
Model 2







(Random
(Fixed








Effects)
Effects)
   1.  Zambia  



-.0233132
-.0403867
-.0467332
   2.  India 



-.0176425
-.026264
-.0280335
   3.  Central African Republic  
-.0172226
-.0245333
-.0258656
   4.  Iran, Islamic Rep. 

-.0170822
-.0421918
-.0452981
   5.  Ghana  



-.0162276
-.0350927
-.0396806
   6.  Uganda  



-.0159488
-.0315786
-.0386524
   7.  Nigeria  



-.0150864
-.0262043
-.0302522
   8.  Malawi



         -

-.025764
-.0287434
   9.  Togo  



-.0146841
-.0218692
-.0232796
  10.  Algeria  



-.0132987
-.0250815
-.0272947
  11.  Cameroon  


-.0127489
-.0200722
-.0218084
  12.  Sri Lanka  


-.0115055
-.0181048
-.0190925
  13.  Burkina Faso  


-.0105061
-.0164763
-.0176242
  14.  Kenya  



-.0099324
-.018731
-.0213456
  15.  Tanzania  


-.0095203
-.0177829
-.0215987
  16.  Costa Rica  


-.0092801
-.0157256
-.0174552
  17.  Zimbabwe


         -

-.0154718
-.0179507

  18.  Pakistan  


-.0090683
-.0138868
-.0157737
  19.  Chile   



-.008172
-.0152847
-.0214326
  20.  Honduras  


-.0079853
-.0135989
-.0151654
  21.  Paraguay  


-.0078758
-.0128958
-.0150018
  22.  Philippines  


-.0078048
-.0125528
-.0140369
  23.  Burundi  


-.0076094
-.014766
-.016017
  24.  Tunisia  



-.0074107
-.0113839
-.0116133
  25.  Dominican Republic  

-.0073766
-.011171
-.0141083
  26.  Uruguay  


-.0066348
-.0115019
-0214673
  27.  Venezuela  


-.0040263
-.0074314
-.0100523
  28.  Bolivia   



-.003983
-.0104444
-.0193919
  29.  New Zealand  


-.0039749
-.0062997
-.0067034
  30.  Colombia  


-.0038489
-.0068946
-.0094025
  31.  Argentina  


-.0037783
-.0059987
-.0253971
  32.  Syrian Arab Republic  

-.0033308
-.0012784
-.0139938
  33.  Israel   



-.003074
-.0039188
-.0102316
  34.  Ecuador  


-.0026535
-.0071851
-.0107168
  35.  Turkey  



-.0026524
-.0044639
-.010737
  36.  Mexico  



-.0021758
-.0041451
-.0083236
  37.  Jamaica  



-.0010381
-.0056649
-.0084474
  38.  Indonesia  


-.0008845
-.0032762
-.0058805
Table 3 (continued)

  39.  Sweden   


.0003764
-.0033022
-.0020517
  40.  Denmark   


.0006306
-.0028833
-.0015609
  41.  Ireland   



.0014343
.0010435
.0020157
  42.  Cyprus   



.0015387
.0002554
.0018616
  43.   Jordan   



.0017629
-.0025425
-.0013936
  44.   Portugal   


.0018993
-.001555
-.0016929
  45.   United Kingdom    

.002232
.0000921
.0011336
  46.   Austria   


.0026285
.0010698
.0028799
  47.   Finland   


.0033087
.0012783
.0025141
  48.   Malaysia   


.0034447
.0021139
.0040129
  49.   Korea, Rep.   


.0035862
.0048954
.0054211
  50.   France   



.0039043
.0026975
.0040747
  51.   Norway   


.0039676
.0024665
.0038154
  52.   Australia   


.0042281
.0050602
.0062903
  53.   Italy   



.0043352
.0033141
.0044115
  54.   Spain   



.0043401
.0034518
.0041396
  55.   Greece   


.0047881
.0038577
.003767
  56.   Canada   


.0057413
.0054811
.0070106
  57.   Belgium    


.006175
.0057865
.0074703
  58.   Netherlands   


.0063228
.0067887
.0085567
  59.   Switzerland   


.0071867
.0074523
.0093545
  60.   United States   


.0072576
.0077674
.0093517
Table 4

Substantial Changes in Economic Policy

________________________________________________________________________
For the better




For the worse
1.  Ghana, 1985-9

.1134

1.  Ghana, 1980-4

-.0733
2.  Bolivia, 1985-9

.0583

2.  Iran, 1990-4

-.0730
3.  Argentina, 1990-4

.0554

3.  Bolivia, 1980-4

-.0544
4.  Poland, 1990-4

.0464

4.  Uganda, 1975-9

-.0500

5.  Chile, 1975-9

.0443

5.  Iran, 1985-9

-.0458

6.  Uganda, 1990-4

.0397

6.  Chile, 1970-4

-.0439

7.  Uganda, 1980-4

.0310

7.  Syria, 1985-9

-.0391

8.  Indonesia, 1970-4

.0267

8.  Ghana, 1975-9

-.0351

9.  Chile, 1980-4

.0255

9.  Guyana, 1985-9

-.0347

10.  Venezuela, 1990-4
.0235

10.  Nicaragua, 1980-4
-.0337

11.  Syria, 1990-4

.0213

11.  Sierra Leone, 1985-9
-.0296
12.  Israel, 1985-9

.0206

12.  Iran, 1980-4

-.0263
Table 5
Summary Statistics, Inflation, By Region

__________________________________________________________________




1985
1990
1995
2000
2003

SSA





Maximum
39.4
106
1895.2
408
92.3


Minimum
0.3
-0.2
-0.8
-0.5
-0.4


Average
20.4
24.1
70.4
33.2
10.3


Median
11.2
10.7
11
7.2
6.6

South America




Maximum
12,300
2510
274
54.7
36.8


Minimum
1.04
5.86
3.17
1.04
5.14


Average
1330
492
51
14.8
13.8


Median
25.1
42.4
24.9
9.78
10.7

ME/NA


Maximum
260
45
50.7
24
16.5


Minimum
-0.51
3.2
1.1
-.1
0.0


Average
26.4
14.5
12.2
11.2
4.9


Median
4.9
14.3
6.3
9.8
3.8

South Asia


Maximum
11.4
20.1
13.9
7.3
7.6


Minimum
0.6
5.6
6.3
1.5
2.3


Average
5.5
12.4
9.8
4.9
4.7


Median
8.6
8.5
9.1
3.8
4.5

Figure 1 – Government Consumption
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Figure 1 – General government consumption spending to GDP
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Figure 2 – Government Consumption/GDP, Argentina
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Figure 3 - Inflation
[image: image6.emf]0

1

2

3

4

5

6

7

8

9

1975 1980 1985 1990 1995 2000 2003

South America, without Chile Middle East/N. Africa Sub-Saharan Africa South Asia High-income OECD


Figure  4 – Openness
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Figure 5 – Corruption Control
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[image: image9.emf]Privatizations, South Asia
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Figure 6 – Privatizations
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Figure 6 (continued)



























































































































































































































� Throughout I will refer to “economic growth,” on the assumption that over the long term it is the goal to be pursued in order to reduce poverty.  The word “development,” on the other hand, is considerably less concrete.


� The Barro/Lee and geography data are available from the Harvard Center for International Development, at � HYPERLINK "http://www.cid.harvard.edu/ciddata/ciddata.html" ��http://www.cid.harvard.edu/ciddata/ciddata.html�.  


� See, for example, Paul Krugman, “The Ugly American Bank,” The New York Times, March 18, 2005.  For a contrary view, that policy failed and that Argentine society made such failure inevitable, see Baer, Elosegui and Gallo (2002).


�.  The summary statistics for the full data set are μ = -0.0031, σ =  1.01, Max = 2.53, Min = -1.65.
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