3ROLF\�&RPSOHPHQWDULWLHV�DQG�WKH�:DVKLQJWRQ

&RQVHQVXV

-DKDQJLU�$]L]�DQG�5REHUW�)�:HVFRWW

,QWHUQDWLRQDO�0RQHWDU\�)XQG

:DVKLQJWRQ�’&

-XQH�

$EVWUDFW

W hile econom ists continue to debate whether individual econom ic policies, such as those contained in

W illliam son

� s (1993) � W ashington Consensus, � can help to spur growth in developing countries, this

paper dem onstrates that it is groups of policies that are m ore critical for growth. Policy

com plem entarityis defined as a set of m utuallyreinforcing policies that create an environm ent that is

conducive to investm ent and growth. Quantitative m easures of policycom plem entarityare developed,

and the studyshows em pirically, both through an outcom es-based probabilityfram ework and standard

regression analysis, that these com plem entarities are significant and robust in explaining growth

outcom es over the period 1985-95.

JEL Classification Num bers: O38

Keywords: econom ic growth, developm ent policies, com plem entarities.

Author � s E-Mail Addresses: jaziz@im f.org; rwescott@im f.org

- 2 -

C ONTENTS P AGE

Summary 3

1. Introduction 4

2. Do Individual Policies Matter for Growth? 6

A Methodology 8

B. Necessityand Sufficiencyof Good Policies 9

3. Poli cyComplementarities 12

4. Conclusions and Considerations for PolicyMakers 18

5. References 21

- 3 -

S UMMARY

Whysome developing countries grow rapidlyand others do not is one of the most puzzling

questions in economics. Some researchers, like Fischer (1993) and Sashes and Warner (1995), argue

that good economic policies playan important role and can contribute to fast growth. Williamson

(1993) even describes a set of policies that he calls the

- 5 -

This paper has three main parts. The first section examines how individual economic policies seem to be related to growth. It starts with a description of the types of policies contained in the

Washington Consensus, describes our intention to focus attention on a select few of these policies

(openness, macro stability, and size of government), and shows that based upon regression analysis, virtuallynone of these policies is singlysignificant in boosting growth. It also describes an outcomesbased probabilityanalysis framework that we develop as an alternate wayto studythe necessityand sufficiencyof these types of policies to promote economic growth. This framework allows us to examine data for a set of 76 developing countries over the period 1985-95 and look at the probabilities of slow, medium, and fast income growth when certain policies were followed. Again, the finding is that individual policies are of little help in promoting fast growth.

The second section--the heart of the paper--presents our concept of policycomplementarity, our methodologyfor developing quantitative measures of it, and our attempts to measure its impact via both regression analysis and the probabilityframework used in the previous section. After we create quantitative measures of policycomplementarity, including a concept of average policyquality, a measure of dispersion of policystance, and an overall measure that combines both of these dimensions into an integrated policycomplementaritymeasure, we show that it is statisticallyimportant in helping to explain growth outcomes. Bycontrolling for a host of standard variables that researchers typically hypothesize mayinfluence growth outcomes, including initial per capita GDP, the investment share of

GDP, measures of human capital endowment, and also such variables as fiscal measures and indicators of financial development, we also show that the significance of the policycomplementarityeffect is robust with respect to specification.

A final section concludes and offers thoughts about the implications of policy complementarities for policymakers. While the types of policies in the Washington Consensus are generallythe right policies for developing countries to pursue, progress along a multifaceted set of policydimensions is more critical than perhaps thought, especiallyas the world economybecomes more globalized. This maymean that efforts to stagger economic reforms in developing countries could lead to less attractive outcomes than hoped for.

II. D O I NDIVIDUAL P OLICIES M ATTER FOR G ROWTH ?

The list of policies that have been hypothesized to promote economic growth and development is long. Williamson

� s (1993) list of Washington Consensus policies includes trade liberalization, fiscal

discipline, efficient public expenditure priorities, tax reform, financial liberalization, privatization,

deregulation, secure propertyrights, the promotion of inward direct investment, and a competitive

exchange rate that helps to promote exports. Others would add policies to promote macroeconomic

- 6 -

stability, including effective monetaryand fiscal policies to keep inflation tame and the economy

performing at its potential. Some would add fairlyesoteric and hard to quantifypolicies, such as � good

institutions � or � the absence of civil strife. � 2 We view the investment process as central to the creation

of higher income levels in developing countries, and therefore we choose to focus our analysis on

policies that help to ensure good resource allocation and that help to create a good environment for

investment. In this study, we propose to concentrate on three policies in particular--openness toward

trade, good macroeconomic stability(as proxied bythe variance of the rate of inflation), and the

government share of GDP (to proxythe degree to which the government and not the private sector

makes resource allocation decisions.) All three of these policies are important in giving investors the

proper price signals and few distortions.

To empiricallyquantifythe effectiveness of these kinds of policies, we relyupon a data set

covering 76 developing countries, all of which had a population greater than one million. All the data

are taken from the IMF � s World Economic Outlook database and International Financial Statistics ,

except for initial human capital development, which is from Barro and Lee (1993). The period for this

studyis 1985-95. As suggested by Mankiw, Romer, and Weil (1992), the following cross-country

regression testing the human-capital-augmented Solow model is run:

GTH8595 = 2.13 - 0.18 LGDP85 + 0.009 SEC85 - 1.33 POP8595

(3.40) (1.15) (0.019) (0.33)

+ 0.12 INV8595 ... (1)

(0.033)

R 2 = 0.37

where GTH8595 is the average growth rate of per capita GDP during the period, LGDP85 is the log of

real per capita income in 1985, SEC85 is the secondaryschool enrollment ratio in 1985, POP8595 is

the average rate of growth in population, INV8595 is the ratio of investment-to-GDP, and standard

errors are shown in parentheses. As is evident from the standard errors, onlythe regression coefficients

of population growth and investment are significant while those of initial income and human capital

are not. When one augments the basic growth equation with proxies for openness, macroeconomic

stability, and government intervention--through trade share of GDP ( TRADE8595 ), standard deviation

2 See for example, Douglas North (1996).

- 7 -

of inflation ( STDINF8595 ), and share of government expenditure in GDP ( GOV8595 )--the regression

coefficients of these variables are insignificant. The estimated equation is:

GTH8595 = 3.06 - 0.33 LGDP85 + 0.009 SEC85 - 1.10 POP8595

(3.45) (1.16) (0.019) (0.35)

+ 0.13 INV8595 - 0.002 TRADE8595 - 0.019 STDINF8595 - 0.05 GOV8595

(0.033) (0.015) (0.011) (0.04)

R 2 = 0.42 ... (2)

This lack of statistical significance for keypolicyvariables corroborates the evidence found in

other studies, such as Sala-i-Martin (1997) and Levine and Renelt (1992), where these and similar

policyvariables have been shown to have non-robust correlation with growth. This result contrasts

sharplywith the frequentlyassumed importance of government policies. Williamson (1993) in

discussing the extent of consensus among policy-makers and economists over what are appropriate

polices states that

� ... (whether to) establish and maintain outward-oriented market economies subject

to macroeconomic discipline is essentially a positive question. The proof may not be

quite as conclusive as the proof that the Earth is not flat, but it is sufficiently well

established as to give sensible people better things to do with their time than to

challenge its veracity. �

Unfortunately, as equation (2) shows, such a conclusion is perhaps premature.

This lack of explanatorypower for these policyvariables suggests either: ( i) that the selected

variables are poor proxies for the kind of policies we are trying to study, or, (ii) that these policies

reallydo not have anydirect effect on growth. Given that it is difficult to directlymeasure policies,

researchers are forced to use proxies for empirical investigations. Clearlythere are a large number of

proxies for these policies that can be justified as reasonable and a vast range of them have been

employed in this literature. 3 Depending on the particular proxies used, the above result might be

3 For example, see Harrison, (1996), for a surveyof different proxies used to measure the openness of an

economy.

- 8 -

overturned for anynumber of reasons. Instead of going through an entire arrayof alternative proxies to

see whether some of them turn out to be significant, we continue with the ones selected on the grounds

that given the Levine and Renelt result, it is likelythat even if some policyvariable were to turn out to

be significant, it would probablynot be robust. Moreover, it is unlikelythat the share of trade in GDP

would fall in a countrywhere trade has been liberalized, or that the macroeconomycould be

considered stable when volatilityin the rate of inflation is high.

The second possibility, that these polices do not have anydirect impact on growth and that

theymaymatter onlythrough their effect on factor accumulation, is in our view a rather hasty

conclusion, especiallywhen based upon evidence from cross-countryregressions. Cross-country

regressions essentiallylook for average effects. As Quah (1996) has pointed out, this technique

effectivelyconstructs a � representative � economythat best fits the wide and diverse experiences

among the countries in the sample. All that equation (2) suggests is that for the 76 countries in the

sample over the period 1985-95, the best-fitting linear representative economyis one where only

population growth and investment matter for economic growth. The fact that some countries could in

some fundamental policy-related sense be different from the others is not captured byequation (2), and

this difference could account for their different growth outcomes.

In this paper, as discussed in the introduction, we hypothesize that polices interact in a

complex wayand that complementarities among policies are important in accounting for differences in

growth experiences. To analyze this we adopt two alternative empirical techniques. First, an outcomes-

based probabilityanalysis is carried out where the probabilities of achieving high, medium, and low

growth are computed, conditional on each country � s stance on the three policies described earlier, and

on an interactive term that measures the degree of complementarityamong them. The findings of the

probabilityanalysis are corroborated bymore traditional cross-countryregressions, where it is shown

that the degree of complementarityamong the three policies is not onlysignificant but also robust in

explaining growth.

- 9 -

A. Methodology

The 76 countries in the sample are classified into high, medium, and low categories along each

of four dimensions--real per capita income growth, openness, macroeconomic stability, and size of

government. GTH8595 and TRADE8595 are the variables used to measure growth and openness,

while the reciprocals of STDINF8595 and GOV8595 are the proxies for stabilityand the size of

government. All four variables are then standardized bytaking the difference from their respective

means and dividing bythe standard deviation of the cross-countrydistribution for the variable. A

countrywas placed in the high categorywith respect to a variable if the standardized value for that

variable was higher than 0.5 , in the low categoryif below -0.5 , and in the medium categoryotherwise. 4

We next compute the frequencyof countries in the high, medium, and low growth categories,

conditional on the countries satisfying certain specified criteria along policydimensions, such as high

openness or a low standard deviation of inflation. These frequencies are then used to derive the

conditional probabilities of achieving high, medium, and low growth.

4 T hese cut-off points correspond to mean

�