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The Revival of the Liberal Creed:
The I M/, The Wirld Bank, and Inequality in a d obalized Econony

by Ue Pieper and Lance Tayl or*

Hal f the people and two-thirds of the countries in the world | ack ful
control over their own economc policy. Expatriate "experts" nmanaged by
i ndustrial country nationals and based in Washington DC regul ate their
macr oeconomi cs, investnment projects, and social spending. The principles
gui ding these instructions fromafar are even known as a "Washi ngton
consensus” (after WIIlianmson, 1989).

The foreignors who fly in with policy packages for devel opi ng and
post-socialist countries staff two international agencies -- the Wrld Bank
and the International Mnetary Fund. Arguably, many actions that the Fund
and Bank "reconmend" to governnents are intellectually ill-founded and
count erproductive in practice. However, their suggestions are heeded for
several reasons. The two institutions are backed by the United States and
ot her econonic powers such as England and (I ess enthusiastically) Japan.

Their em ssaries arrive in local capitals with substantial hard currency
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MacEwan, Stanley Pl ease, Paul Streeten, anonynous referees, colleagues at the
New School for Social Research, and participants at the Econonmic Policy
Institute conference of "d obalization and Progressive Economic Policy,"
Washi ngton DC, 21-23 June 1996, are all gratefully acknow edged. The O fice
of Devel oprment Studies of the United Nations Devel opment Programme and the
Center for Economic Policy Analysis at the New School hel ped support our
research. Except for the section on the Korean crisis which was witten in
January 1998, this version is lightly revised froman October 1996 draft. It
appeared in D. Baker, G Epstein and R Pollin (eds.), dobalization and
Progressive Economic Policy: Wat are the Real Constraints and ptions?, New
York: Canbridge University Press, 1998.



credit lines in hand -- a strong incentive for the authorities to take their
proposals to heart. Finally, the proposals are based on the "neoliberal" or
"market friendly" brand of policy analysis that has becone intellectually
predoni nant over the past dozen years. |n some cases -- notably Mexico’'s
since 1982 -- |ocal policy-nmakers have been even nore enthusiastic about
neol i beralismthan their friends from Washi ngton

Such "gl obalization" of economic policy is not entirely new.
Argentina’s 1990s transformation of its central bank into a "currency board"
replicates ancient nonetary custons of the British colonies and the Princeton
"noney doctor" E. W Kemmerer’s mssions of the 1920s cl osely resenbl ed those
nmount ed by the Fund today. Beyond Kemmerer, dramatic shifts in econom c and
social policy during the 1980s go far toward recreating the environnent prior
to the Great Depression; advocates of "neo"liberalismsay little unfamliar
from debat es now many decades past.

Progressive critiques also exist. The great social scientist Karl
Pol anyi provided one in The Geat Transfornmation, ironically published in
1944, the year in which the Bank and Fund were founded: "Nowhere has |ibera
phi | osophy failed so conspicuously as in its understandi ng of the probl em of
change. Fired by an enotional faith in spontaneity, the conmon-sense
attitude toward change was discarded in favor of a nystical readiness to
accept the social consequences of econom c inprovenent, whatever they night
be" (Pol anyi, 1944, p. 33). 1In the 1920s "economc |iberalism nmade a suprene
bid to restore the self-regulation of the systemby elimnating al
interventionist policies which interfered with the freedom of markets" (p.
231).

The catastrophic sequels to this "bid" in the 1930s and 1940s exenplify
Pol anyi’s grand thenme that a fully liberalized nmarket systemis socially and
politically inpossible. "Self-regulating" narkets cannot endure,

particularly in the key areas of |abor, finance, and international trade.



Attenpts at full deregulation give rise to unstable, specul ative behavi or or
el se to such concentrations of income and wealth that there is a socia
reaction leading to reinposition of the state’'s |atent powers of market

control. In Polanyi’s phrase, there is a "double novenent," first toward
deregul ation and then (as financial instabilities and social tensions nount)
toward its reversal

Pol anyi’s theories speak to the present debate on gl obalizati on under

whi ch national capacities to reconcile nmarket and social contradictions are

increasingly inpaired by external economic and financial constraints. From

the disaster of Wirld War Il energed an international consensus for "economc
col I aboration of governnments and the liberty to organize national |ife at
will" (p. 254). The will to establish global coordination led to the

formati on of the Bank and Fund. Paradoxically, for devel oping countries
these institutions today represent the intellectual backbone and politica

force behind the dismantling of the truly utopian ideas of the 1940s.

d obalization and the Institutions

The charters of the Bank and Fund were witten at a New Hanpshire ski
resort, the reason why they are dubbed the "Bretton Wods institutions" or
BWs. Their histories after 1944 hel p show how they attained econonic
suzerainty over the Second and Third Worlds, why they adopted the policies
that they support, and the reasons why the policies often fail in practice.

The goal of the Bretton Wods conference was a wel | -ordered
i nternational econom c system There was general agreenment that governments
should play a central role in regulating both national and internationa
econom ¢ systens; the theoretical basis had been provided in the 1930s in the
intellectual revolution | ed by John Maynard Keynes.

This attitude was to reverse over the next decades. One reason was the

apparent inability of social denocratic/Keynesian policies in the



i ndustrialized countries to deliver sustained output growth and high

enpl oynent after the post-Wrld War 11 "CGol den Age" that ended around 1970.
Thereafter, first transnational corporations (TNCs) and then internationa
financial markets extended their domains, |eading to increased pressures on
poor economies to liberalize the current and capital accounts of their

bal ances of paynents respectively.

The international econom c environment al so changed dramatically. Many
smal |, poor countries (especially in sub-Saharan Africa) were hit hard by the
oil shocks and a long-termdowntrend in the primary conmodity ternms of trade
beginning in the late 1970s. At first, mddle income countries benefitted
fromrecycled oil rents, which they borrowed at | ow or negative real interest
rates in the 1970s. But they were soon adversely affected by the world
interest rate hikes after 1979 (engineered for anti-inflationary purposes by
i ndustrialized country Central Bankers and sustained by gl obal capital market
i beralization which encouraged financial investors aggressively to seek the
hi gher bidders for their funds) and the debt crisis in 1982.

The outcone for both sets of countries was nmassi ve macroecononic
adjustnent. In the wake of the debt crisis, for exanple, erstwhile borrowers
were forced to switch fromtrade deficits of several percent of GDP to
surpluses of the sanme nmagnitude as "fresh noney" ceased to conme in while
i nterest obligations mounted. An external shock approaching ten percent of
GDP is difficult to handle for any econony; inflationary, contractionary
reper cussi ons were observed worl dwi de.

Cccanis razor notw t hstandi ng, mainstream econom sts attributed these
probl enms not to macroecononics but to past policy "errors” including the
pursuit of inport-substituting industrialization or ISl which was said to
have distorted the price systemso badly as to nmake the econony unmanageabl e.

The increasing difficulties and final collapse of the Soviet systemal so



meant that ideol ogical backing for ISl and "planning" nore generally al ong
with political support for non-free narket policies faded away.

As the residual intellectual claimant, neoliberalismtook the center of
the policy stage. It was directed there by the rich sharehol ders of the
BWs, on the basis of their own new econonic predilections along with the
objective interests of their TNCs as they integrated their operations
wor |l dwi de and of their financial centers as they invested in "energing"
markets. The staffs of the Bank and Fund hel ped create the new policy |ine
and have been adjusting it gradually. Wether they would be willing to
accept maj or changes, however, is a question postponed to the final sections

of this paper.

The Roles of the Institutions

Basi cally because the United States chose not to foot the bills, the I M
as it emerged fromBretton Wods has al ways been too cash-strapped to advance
nmoney for the long periods that many countries require for "soft |andings"
frombig current account deficits. To make sure that it could restrain its
borrowers, "conditionality" attached to | M~ | oans becane standard practi ce.
Policy limtations and "performance targets" tied to credit |ines advanced
under "standby agreenents” were universal by the 1960s. The fiscal and
monetary details have scarcely changed since they were worked out by the
I M= s (then) research director Jacques Polak in 1957. Costs and benefits of
Pol ak’ s "financi al progranmm ng" techniques are assessed bel ow.

In contrast to the M/, the Wirld Bank has changed its orientation
several tines. It was created to finance |arge public infrastructure
projects, first in Europe and later in devel oping countries. In the 1970s
when Robert MNanara becane its President, the Bank responded to Washington’'s
spirit of the times by discovering that "trickle-down" fromits investnent

projects was not benefitting the poor. Poverty alleviation became the Bank’s



conceptual focus and in effect a noral goal. |Its |oans were redirected
toward i nvestnments which were supposed to hel p targeted poverty groups.

In the 1980s, this vision was superseded by an enphasis on "market
friendly" economc reform Thinking anong Bank staff began to focus on
stimul ating economc growmh precisely to enhance trickl e-down, because nore
directed anti-poverty policies did not seemto be having much inpact. The
means toward the growth stinulation end took the formof neoliberalism in
response to the ideol ogical sea change represented by Prine M nister Thatcher
and Presidents Reagan and Bush. The Bank noved al ongside the Fund into the
busi ness of providing bal ance of paynents support to countries afflicted by

the debt crisis and falling export prices, adding newy invented "structura
adjustnent |loans" to its project credits.

These policy gyrations informed the Bank’s contributions to the debate
about econom ¢ devel opnent and grow h. MNamara | aunched an ecl ectic
research program Wth Washington's ideol ogical shift of the 1980s, however,
its main thrust switched toward papers "denonstrating" that governnent
interventions in the market slow economic growh and sinmilar neolibera
assertions.

Thi s bias provoked reaction. For exanple, prodded by the Japanese
del egation which circul ated a paper stating that the Angl o-Amrerican influence
on its thinking was too strong, the Bank reviewed the interventioni st
devel opnent strategies that Japan and its nei ghboring economies historically
pursued. Contrary to Japan' s apparent intentions, the resulting East Asian
Mracle report (Wrld Bank, 1993) presents an interpretation of the role of
the East Asian state which differs significantly fromthat of many schol ars.

Al t hough as denonstrated by Wade (1995) the argunents are stretched, the
gist is that East Asian governnents "got the fundanentals right" by
econony-w de, functional interventions such as providing anple public

education and keeping the real exchange rate stable. Their selective actions



such as aiding specific enterprises or undertaki ng sectoral interventions
were allegedly counterproductive. |In fact, Wade, Anmsden (1989), and many
others argue that both functional and sel ective policies played essenti al
roles in supporting the region’s rapid econom c grow h.

So to speak, the Bank’s 1993 stand is nore realistic than the extrene
anti-state rhetoric that it emtted in the 1980s. But the hal f-way position
is still disquieting. Rewiting history is tenpting for any bureaucracy, and
the Bank’s ability to affect the policy climate in devel opi ng countries makes
the practice nore than usually harnful. As Ansden (1994) observes, "Wat
makes the Bank so powerful is that it has no real rival. The Bank has becone
a virtual nonopoly, if not inits lending then in its research work."
Disguising a nulti-mllion dollar ideological marketing operation as research

has not been a heartening trend over the past dozen years for the Wrld Bank

The Washi ngt on Consensus

This history shows that the Washi ngton consensus is a phenonenon of a
particular time and place. It amal gamates | ong-standi ng | M- macroecononi c
stabilization policies, the Wrld Bank’s adoption of the market deregul ation
and supply side economics ideas in vogue in Washington early in the Reagan
peri od, and London’s zeal for privatizing public enterprises which crossed
the Atlantic a few years |l ater.

As the East Asian Mracle episode illustrates, the consensus has evol ved
over time, often away fromoriginally extreme positions. The essentials,
however, have not changed. Synthesized in the 1980s to attack problens in
poor countries which are |ong-standing and largely stemfromtheir insertion
in the international econonic order, Washington's renedi es have not been able
to overcone these difficulties as they persist years later. To see why, we
have to exanmine the strategy’'s details.

The first one is that there is an explicit division of |abor in market



friendly packages. They try to assure econonmic "refornf with pay-offs in the
formof faster output growth and rising real incones by first "stabilizing"

t he macroeconony and then "adjusting" the market so that it can performnore
efficiently. This sequencing reflects concerns of the BWs dating fromlong

bef ore the Washi ngt on package was assenbl ed

The I MF Contribution

Stabilization has al ways been the domain of the I MF. Unchanged over 40
years, its central policy prescription ains at reducing the trade deficit
(especially the volune of inports) by cutting aggregate demand. Inflation
may also be a target, but it is often | ess anenable to policy control. The
nost inmportant conponents of Fund progranms are the follow ng:

Fi scal and nonetary austerity, which causes | ower GDP growt h, perhaps
slower inflation, and al nost always a reduction in inports. Typical policies
include cuts in public spending, high interest rates, and credit restraints
(especially for the public sector). "Financial progranm ng" based on the
country’s bal ance of paynents, fiscal, and nobnetary accounts is used to set
"performance criteria" for indicators such as the perm ssible growh of the
money supply and the proportion of the fiscal deficit to GP. Polak’s
macr oecononi ¢ nodel presupposes that reducing the fiscal deficit
automatically leads to a lower trade deficit with no effects on output. Such
projections frequently turn out to be fal se.

Exchange rate adjustnent is the second main conmponent of nobst Fund
packages. It raises conplex issues.

The noni nal exchange rate is a key "macro" price because it affects the
econony through many channels. In devel oping countries, three are especially
inmportant. A trade deficit can be attacked by deval uing (or weakening) the

| ocal currency, which is supposed to make production for export nore



profitabl e and i nmports nore expensive. Conplications are that exports may
not respond rapidly, and that devaluation drives up internal prices of traded
goods, cutting purchasing power and aggregate demand. These inflationary,
contractionary side effects are rarely nmentioned in I M- country docunents,
but in practice can be politically disruptive enough to derail a program

The i npact of exchange rate adjustnents on the price structure is the
second channel. One inplication is that lowering internal prices of
internationally traded products by strengthening the exchange rate can help
control inflation. Using a fixed exchange rate as a "nom nal anchor" for
inflation has been a key conponent of Fund-backed stabilization packages
(especially in Latin America and Eastern Europe) since the 1970s.

A typical outconme in the case of Argentina is analyzed by Chisari,
Fanel l'i, and Frenkel (1996). After stabilization in the early 1990s the
consumner price index (dom nated by non-traded goods) increased by nore than
t he nomi nal wage, which in turn increased by nore than the whol esale price
i ndex (domi nated by traded goods in an econony in which the current account
of the bal ance of paynments had been heavily liberalized). Hence, workers
real purchasing power declined at the sanme tinme as real |abor costs for
producers of traded goods went up. Both distributional conflict a |a Pol anyi
and i nadequate incentives are built directly into such a relative price
regime. In Argentina the package has not (yet) collapsed in part because
Brazil, the country’s main trading partner, saw its Real beconme even nore
overval ued than the peso in the wake of its 1994 inflation stabilization.

When controls on external trade and capital novenents are rel axed (nore
details below), the exchange rate becones an asset price to which foreign
i nvestors pay close attenti on when deci ding whether to direct funds toward
the econony concerned -- this is the third channel. Rate novenments either
way can have violent repercussions in the thin capital markets of nost poor

econom es, with potential adverse (or favorable) feedbacks into donestic



interest rates and financial markets. 1In the case of real exchange
appreciation, likely deterioration of the trade account neans that steps have
to be taken to secure capital inflows. One obvious nove is to raise rea
internal interest rates, with consequent ill effects of investnent demand and
capital accunul ati on.

On the whol e, Fund packages in small, poor countries tend to enphasize
devaluation -- the aimis to inprove the trade bal ance through the nechani sns
di scussed above. Devaluation nmay al so be undertaken to "reassure" investors
when they begin to pull noney out of the country. This maneuver is tricky,
because it reduces the foreign currency value of the national assets that
i nvestors already hold but makes future acquisitions cost |less. Sonetimes it
is effective -- as inlIndiain 1991 -- and at other times a disaster --
Mexico in 1994-95. The difference between the two cases may be that WVall
Street suffered billions of dollars of capital |osses because it had al ready
i nvested heavily in Mexico before its econonmic authorities deval ued.

Use of the exchange rate to fight inflation can also be a two-edged
sword. Combined with its role as an asset price, the adverse trade and
production effects of the exchange rate pegged as a nomi nal anchor can upset
a stabilization effort. Especially when capital nmovenents in and out of the
econony have been decontrolled, a worsening trade bal ance under an
appreciating (but nom nally pegged) exchange rate can provoke capital flight

| eadi ng to an unavoi dabl e "maxi -" deval uati on and associ ated price junps and
output losses. FromlLatin Anerica s Southern Cone in the late 1970s to
Mexico in late 1994 and Argentina (again!) in 1996, the Fund and Bank have
repeat edly supported conbi nati ons of exchange rate appreciation and capita
mar ket |iberalization which were dooned to fail. Ws it because the
financial comunities of their main sharehol ders were pushing themin that

direction?

Despite such anti-inflationary m sadventures, the basic aimof nost Fund

10



packages is still to reduce trade and fiscal deficits to "sustai nable" |evels
of a few percent of GDP. Such efforts may well make sense -- an econony wth
| arge financial deficits on its external, governnment, or private sector
accounts is skating on thin ice. In practice, however, the |I M noves fast
and i nposes several contractionary policies at once. The inpact is often to
slice inports by generating a recession -- this famliar outcone is the
reason why the I M- is accused of policy "overkill." Historically, the M s
chief target has been to cut the trade gap, and its policy package hits that
mark. \Wether it reduces inflation (sonetimes) or |eads to renewed,

equi tabl e economc growh (rarely) are altogether different questions.

Worl d Bank Adjustnents

The World Bank’s specialty is "adjustnent” ained at raising GDP grow h.
Since around 1980 when it decided to fight poverty with market friendliness,
the Bank’s main thrust has been to inprove the allocative efficiency of the
price system The basic idea is that renoving price "distortions" wll
produce visible output gains, e.g. cutting "artificially high" real wages
wi Il induce conpanies to hire nore workers who will nake nore goods. Such a
negative correl ati on between wages and output is often not observed. Mich
nore conmon is a positive correlation with both variabl es going down. Like
deval uati on, wage cuts can reduce effective demand and | ead to nore income
concentration; the political reactions can easily sink an adjustnment program

In a bit nore detail, attenpts to inprove resource allocation in
Bank- sponsored adj ust nent packages include the follow ng policy noves:

Foreign trade should be |iberalized, beginning with replacenent of
import quotas by tariffs, and subsequent reduction of the tariffs and export
subsidies. By driving internal relative prices toward world | evels, these
maneuvers are supposed to underwite exports via cost reductions and

efficiency gains, but there are few such cases on record (Helleiner, 1995).
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Sinul taneously or a bit later, barriers to external capital flows such
as controls on foreign exchange transactions and profit remttances should be
cut back, to make it easier for external suppliers of funds to invest in the
| ocal econony. The fact that foreign noney (sone of it "hot") can nove out
as fast as it noves in has not been stressed by the BWs until very recently.

Athird target is deregulation or "derepression” of the honme financial
market. The aimis to equalize rates of return to different financia
assets. The view in the 1980s was that raising interest rates that had been
hel d down or "repressed" as a subsidy to borrowers would stinulate saving.
Such a response proved inpossible to detect enpirically, and is no | onger
enphasi zed. Rather, the current Washington viewis that positive rea
interest rates lead to better resource allocation al ong standard neocl assi ca
I'ines.

There was also little discussion in the 1980s about the need for
prudenti al regul ation of noney and capital markets, in the formof carefu
audits by the authorities of the risk and performance of portfolios conbined
Wi th sanctions on financial institutions in trouble. This omssionis
surprising, because liberalization packages that the agenci es have supported
have led to specul ati ve boons and crashes all over the Second and Third
Wrlds (the Mexican crisis of 1994 and its Asian sequels in 1997 are only the
nost recent exanples).

As Akyuz (1994) points out, simnultaneously decontrolling two inherently
vol atil e market systens -- for external capital novenents and interna
financial instrunents -- is an explosive policy mx. The powder may be
especially dry in the emergi ng stock markets that have been expanded by
public enterprise privatization canpaigns and an influx of portfolio
investrment fromrich countries. A 1995 | M- report on [nternational Capital
Mar ket s suggests that the BWs are beginning to grasp this problem but their

| earning curves even after the 1994 Mexican crisis have not been steep.
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Fourth, there should be deregul ation of |abor markets and business
deci si on maki ng.

Fifth, taxes should be rationalized. 1In conditions such as those in
sub- Saharan Africa, they may need to be raised to provide a financial base
for badly needed civil service reforns. Despite Washington's rhetoric (but
in practice in progranms that the BWs support), growth in such "success
cases" as Ghana and Uganda has been driven by states, not private sectors,
and has been acconpani ed by visible increases in the size of the governnent.

Sixth, privatization of public enterprises began to preoccupy the Bank
in the late 1980s, as doctrines put into practice by British Conservative
governnents drifted westward. This effort is based on the idea that
privately owned enterprises are intrinsically nore efficient than firnms owned
by the state -- a proposition which careful reviews of the evidence by
schol ars such as Chang and Singh (1993) fail to endorse. |In practice,
selling off state-owned firns often anounts to a fiscal stop-gap to close
budget deficits opened by rapid tax reductions. As noted above, the new
shares in the hands of the public also served to |aunch not necessarily
stabl e stock markets all ‘round the world. The Bank enthusiastically
supported this process.

Finally, by reducing state intervention and adding "transparency” to the
econony, liberalization and privatization are supposed to reduce unproductive
resource diversion due to corruption and seeking for "rents" or the returns
garnered froman state-assured market position, e.g. the possession of an

i mport quota. But as Boratav, Turel, and Yeldan (1996) observe, i n nost
Third Wrld countries the bourgeoisie itself is a creation of the state.

This historical phenonenon has created cultural, sociological, and economnic
traits which do not di sappear with changes in the policy nodel." They deduce
that liberalization is not likely to do away with rents arising from

advant ageous positions of specific business groups, because the very
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process of rent-seeking emanates fromthe bourgeoisie, [and] not the state
per se."

In countries undergoi ng adjustnment, instead of disappearing under narket
friendly policies, corruption has surged over recent years, spawned by export
i ncentives, specul ative urban finance, privatization and stock exchange
operations, and fiscal incentives -- the popul ar soap opera starring Mexico's
(ex-)Presidential Salinas famly is just the best-known exanple. Such socia
devel opnents are beyond the ken of the Washi ngton nodel, which cannot absorb
the fact that rents and corruption often rise instead of declining when old
forns of market regulation are suppressed. |n nost coutries, these sins have

not been absol ved by notabl e accel erati ons of econom c grow h.

Country Experiences with Structural Adjustment Prograns

What are the effects of market friendly interventions, conbined with
macr oecononi ¢ shocks? Nunerous schol ars have junped into this contested
terrain, with conclusions that vary widely. One reason for the di sagreenent
is that the nmethodol ogi es they have utilized are not conpatible. Broadly
speaki ng, three assessnent techniques are in regul ar use:

H storically based, individual country analyses try to put the inpacts
of both macroeconom ¢ shocks and policy initiatives into the context of the
econony at hand. Exanples range fromsinple "before and after" conparisons
of purported policy effects to "thick descriptions"” |ike the country papers
collected in Taylor (1988, 1993, 1996) which serve as the basis for much of
the follow ng di scussion

Second, cross-country econonetric studies try to make "adjusting vs.
non- adj usti ng" conparisons of the inpacts of policies and shocks, sonetines
attenpting to use control groups or other statistical ploys. 1In assessing
structural adjustnent, econonetric analysis tends not to be very robust

(different authors extract contradictory results fromsimlar or even

14



identical data sets), largely because tine series are short and econom c data
from devel opi ng countries are far fromprecise (for exanples, see Taylor and
Pi eper, 1996).

Finally, "counter-factual" explorations of the inplications of pursuing
alternative econonic strategies can be pursued, asking questions about how
the econony "woul d have" behaved if historically observed policies or macro
perturbations were replaced by sonething different. The problemis that any
counter-factual result depends on a specific nodel of the econony at hand.

Al ternative causal schenes giving dianetrically opposite results can be
easily be inposed on any given nodel’s macroeconon ¢ accounting franmeworKk,
e.g. devaluation can raise or |ower the |evel of output depending on whether
it is assuned to be broadly supply- or demand-determ ned. Wthout a careful,
essentially historical analysis of how a subject country functions

macr oeconomi cal |l y, the counter-factual nethodol ogy is unconvincing. This
defect has not prevented it from being generously applied to the case of

sub- Saharan Africa, for which counter-factual defenses of Washington-style
policies which don't seemto be working very well abound.

In using historical case studies to inquire about nodes of structural
change, one can pose two sorts of questions:

Have "successful " devel opi ng econonmies relied on market friendly
econom ¢ policies?

Wher e t he Washi ngton bl end has been applied, has it generated econonic
"success?" Wy or why not?

Answers to such queries are never clearcut in econonics, because policy
out comes are strongly affected by historical contingencies and sociopolitica
dislocations. Still, one can |earn by applying these questions to country

experiences. W begin with one to which both sets are rel evant.
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Chile

Chile is often cited as the nunber one success case for liberal policy,
on the basis of its rapid, export-led growth since the md-1980s. However,
its output surge was not solely due to orthodox stabilization attenpts and
mar ket friendly econom c refornms which national policy-makers as "owners”
designed in close collaboration with the Bank and Fund. Targeted industria
policies and anple access to foreign exchange at critical nonents pl ayed
their parts.

The first point to observe is that the country paid a high social price
through a prolonged transition toward sustai ned growh under a very tough
mlitary governnent -- Ceneral Pinochet took over in 1973. Despite their use
of the best BW nedicines and generous official financial support, the
Ceneral’s econonmic teans did not contain inflation and curtail ouput |osses
for a dozen years until exports took off.

Thus even if Chile is taken as a testinonial for market friendliness,
its history suggests that Washington's renmedi es do not work very fast. \Wen
it came, noreover, rapid export growth owed as much to state intervention as
to market forces. Exports were |ed by copper mning in which the governnent
undert ook massive public (not private) investnment, and forestry products,
fishmeal, and fruits. 1In all three latter commodity groups, industria
pronotion policies over several decades in the formof production subsidies,
enterprise reform and technol ogi cal upgrading |laid the base for ultimte
export success. Trade liberalization, a centerpiece of reformefforts, did
not play much of a role in stinmulating exports although real wage reductions
via currency devaluation early in the boom period certainly did.

O her historical factors were also favorable. Chile was hit |less hard
than its neighbors by the debt crisis. The state had good access to foreign
exchange through its control of copper exports and was treated generously by

the BWs. In the crucial md-1980s, for exanple, external finance permtted
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the econony to run trade deficits between 5% and 10% of CGDP and the export
terns of trade rose by alnobst 40% |l ater in the decade.

Despite (because of ?) this good fortune, however, the economc
authorities botched several opportunities to stop inflation. Price stability
did not precede adjustnent (and in fact rested on the latter), contrary to
the preferred Washi ngton chronology. It was ultimtely based on wage
repression to the benefit of cost reductions and the profits of comodity
exporters. FEarlier programs relying on austerity and external and interna
mar ket |iberalization failed to brake the price spiral, but provoked an
output collapse in the md-1970s and an inport surge and an orgy of stock
mar ket specul ati on around 1980.

The specul ati on was abetted by "groups" of enterprises which forned when
the governnment sold off firnms nationalized by the previous Al lende regine to
its political allies at rock bottomprices, in one of the first privatization
waves in the devel oping world. The stock nmarket expanded in tandem and
group managers proceeded to borrow from banks under their control to bid up
the prices of their own conpanies’ shares -- a now cl assic exanple of insider
mani pul ati on whi ch adequate financial regulation could have ruled out. The
BWs did not push for any such action, but did provide |oans to help pick up
the pieces of the financial systemafter it crashed.

The resulting bail-out was a classic of its kind. The Central Bank
issued interest-bearing liabilities to the tune of 35% of GDP to buy up
assets of troubled financial institutions, over 40% of which were non-
perform ng. The Bank then acquired a "big bond" of around 40% of GDP from
the Treasury, with the proceeds being used to service its newliabilities.
The Treasury in turn refinanced nuch of its big new obligation abroad, but in
the final analysis Chilean taxpayers have to service the debt. Even after a
decade of rapid growh, the paynment flow anounts to a couple of percent of

GDP.
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Looki ng backward, Chileans in the upper incone strata now say that their
rapid output growmh justifies the dozen years they spent engaged in such
maneuvers. But had they been able to | ook forward in 1973 with foreknow edge
of the difficulties that reformwould create, it is not so clear that they
woul d have chosen the market friendly path. Even after a decade of robust
CGDP expansion, real inconme |evels for nost househol ds are not far above their
| evel s of 1970, as an initially unequal incone distribution becane strikingly
wor se.

The sunmary answers to the questions posed above are that Chile's
"success" was not wholly due to Washi ngton policies, which in sone ways
prol onged and worsened the transition (the econony suffered 15% out put
reductions in 1974 and 1982, in direct response to failed orthodox price
stabilization attenpts). Chile did energe fromits travails as a vibrantly
capitalist primary product exporter, conbining strong public and private
sector partnership in an environment of free market rhetoric -- which does

not fully describe the econony at hand.

Mexi co

Since the debt crisis erupted in 1982, Mexico has been a | aboratory for
econom ¢ policy noves. Mbst of the experinments were orthodox and designed in
col l aboration with the BWs, but there were heterodox el enents as well. All
were subject to historical contingency, with the main success being a
het erodox anti-inflation program which took advantage of favorable initial
conditions created by a previously orthodox phase. The great failure, of
course, was the financial crisis of 1994, although it is fair to add other
drawbacks such as increased i ncome concentration and stagnant econonic
growt h.

The roots of the disaster of 1994 trace back to well before the debt

crisis. In 1982 Mexico was faced with the problens unl eashed by | oan-pushing
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on the part of conmercial banks and the country’s too-ready acceptance of
foreign credits to undertake expansionary policies ainmed at putting into
concrete the junp in national wealth which the massive oil discoveries in the
m d-1970s had brought about. At |east during the 1970s growth was rapid, but
nmore di squi eting devel opnments included real exchange appreciati on under
inflation rates which rose to 100% per year, capital flight, and a nassive
accunul ati on of external debt. Cbscured by these firewirks, there were other
questions pending -- were the benefits of the ISl strategy that had been
pursued for decades finally running out, and should the econony be opened to
foreign trade and financial flows to some degree?

After the debt crisis broke in August 1982, Mexico was forced to
transforman external current account deficit of about 5% of GDP to a 3%
surplus to conpensate for the | oss of "fresh noney"” in the form of new | oans
the commerci al banks had cut off. The econom c team achi eved the current
account adjustnent using the IMF s tinme-tested tools. They induced a
recessi on by deval uing the peso and cutting the fiscal deficit and nonetary
em ssion. Such actions usually have stagflationary consequences, as they
certainly did in Mexico -- GDP grow h averaged out at zero between 1982 and
1988, while by 1987 prices were rising 160% per year

During the 1987-88 presidential transition, stagflation was attacked in
two ways. One succeeded by breaking away fromthe Bretton Wods |ine.
Despite | M- opposition, in 1987-88 an "Economic Solidarity Pact" aimed at
stabilizing prices conbined a wage freeze, a pegged noni nal exchange rate,
trade liberalization, and nore austerity. This heterodox package did brake
inflation, but at sonme cost. Real wages were reduced once again, and $10
billion in foreign reserves built up after 1982 was spent on supporting the
fi xed exchange rate and bringing in inports. The output growh rate,
however, did not inprove.

The authorities tried to stimulate growth by resorting to extrenme market

19



friendliness, answering in the affirmative the questions posed above about
the desirability of abolishing nmercantilismand pursuing openness in foreign
trade and finance. They privatized state-owned industries, further
liberalized foreign trade by dismantling export subsidies and an inmport quota
system whi ch had been built up over decades, and renoved restrictions on
inflows of direct and portfolio investnment. The push to sign the North

Ameri can Free Trade Agreenment was the capstone of all these efforts.

Revenues from privatizati on hel ped secure the strong fiscal position
prior austerity had put in place. However, as of mnid-decade, there had been
nei ther striking inprovenents in efficiency on the part of the firns
concerned nor had newly vigorous entrepreneurs enmerged at their helns. As in
ot her countries such as Turkey and Russia where a bureaucracy in charge of
distributing rents was not replaced by new forns of market regul ation under a
newWly "liberal" regine, |large-scale corruption (at |least to judge by the
anecdotes), had markedly increased w thout creating any spill-over into
hi gher productivity or econonic grow h.

The macroecononi ¢ out cones of freeing external trade and financial flows
were even | ess favorable, on at |east seven counts:

First, foreign capital canme in, letting the trade bal ance shift froma
smal | surplus in 1988 to a deficit of about $20 billion in 1993; the current
account deficit was around 6% of CGDP in 1993 and 9% in 1994. Cutput growth
rose to 4.4%in 1990, but tailed off thereafter. 1In the 1970s by contrast,
Mexi co conbi ned external deficits of 5-6%of GDP with 6-7% CGDP grow h.

The capital inflows were partly enticed by a Mexico/USA interest rate
spread exceeding 10% (and an internal Mexican real interest rate of about
5% . Perhaps an even stronger incentive took the formof capital gains on
the stock market or bolsa. The share price index rose fromaround 250 in
1988-89 to over 2500 early in 1994, but then fluctuated erratically, as

unnerving political events and interest rate reductions of a few hundred
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basi s points around m d-year nmade Mexico a less attractive place to invest.
Lustig and Ros (1993) suggest that the financial actors who determ ned
movenents of funds across the border conprised bulls (mainly foreign), bears
(mai nly Mexican), and "sheep"” who followed in-between to generate a teeter-
totter market with nmultiple equilibria -- a boomin the early 1990s, an
unstabl e internmedi ate bal ance in 1994, and then a crash.

Third, while it lasted the external capital inflow had to enter the
econony via the widening trade deficit already noted -- there was no ot her
channel . The deficit was engineered partly by a steadily appreciating rea
exchange rate, and partly by trade liberalization. Measured pesos-to-dollars
in Latin style, the real exchange rate in ternms of both consumer and producer
prices fell by about 45% between the m d-1980s and 1994, with nost of the
drop prior to 1991. One reason for depreciating the nomnal rate nore slowy
than price growth was to restrain inflation, but Mexican authorities were
al so pushed toward a powerful peso by the outward-shifting supply curve in
the foreign exchange nmarket. O course, in the mdst of radical trade
liberalization, allowing the peso to strengthen so markedly was a peril ous
policy to pursue.

Fourth, in contrast to external financial investnent, real capita
formation within Mexico did not rise nuch above 20% of CGDP, despite increases
in the early 1990s fromthe extrenely depressed | evels of the previous
decade. Fromthe side of demand, |ow donestic absorption was the basic cause
of slow growth. Private investnent was not robust for several reasons: rea
interest rates were high; profit margins of conpanies in the traded goods
sector were held down in real ternms by the strong peso; and public investnent
which historically had "crowded in" private projects was cut back as part of
the liberalization/austerity program For both consunption and investnent
spendi ng, the inport content shot up

The macroecononic "story” is that investnent fell back from historica
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| evel s, but private saving dropped even nore -- fromroughly 15%to 5% of CDP
in the 1990s, despite high interest rates. The resulting increnental
increase in the private sector’s financial deficit (or investment mnus

saving) was imedi ately reflected into a bigger "twin" trade deficit
supported by the strong peso/high interest rate/trade |iberalization policy
m x already discussed. As in Chile before its financial crash early in the
1980s and Argentina and Brazil in the 1990s, sonehow the allegedly beneficia
effects of public sector thrift did not transmt thenselves to private firnms
and househol ds. Their thriftless saving shortfall had to be covered by the
i nfl ow of foreign funds.

Sixth, while the gane | asted, foreign noney did keep pouring in, blind
to devaluation risk. The foundation for this house of cards was an
ever-increasing stock of external debt. It began to crunble when prices on
the bol sa stopped rising after the first few nonths of 1994 while Anmerican
interest rates continued to increase. The collapse cane with Mexico’' s
deval uation the Tuesday before Chri st mas.

Finally, one can argue that "nistakes" in policy such as reduced
interest rates in anticipation of the Septenber 1994 presedential el ection
wor sened the situation by deterring capital inflows. But the nore inportant
point is that the bal ance of international financial power strongly
i nfluenced the endgane. Wen inflows slowed, the Mexican authorities issued
a new i nstrunent -- peso-denom nated "Tesobonos"” which were indexed to the
dol I ar/ peso exchange rate. Asset-holders sw tched en nasse from non-i ndexed
governnent debt to the Tesobonos, apparently on the belief that they could be
cashed in for dollars freely. After the crisis hit in Decenber, the US
Treasury/| MF bail -out | oans were nade conditional on Tesobono convertibility.
An alternative (permtted under Article 6 of the IMF charter) would have been
for Mexico to redeem Tesobonos in pesos and i npose controls to deter dollar

flight. But that option was denied by Washington. The result was that
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Tesobono holders on Wall Street were bailed out, while Mexico incurred tens
of billions of dollars of additional debt to pay themoff. The wdely
circul ated assertion that Tesobonos were dol [ ar-denoni nated was a foll ow up
public relations nove by the US financial conmunity to cover its players who
had guessed badly wong in increasing their Mexican exposure.

Such a public relations "spin" cloaks but does not erase the basic
contradiction: By the early 1990s, Mexico had cone as cl ose as practica
politics permts toward adopting a fully orthodox package of fiscal
monet ary, and external adjustments. The fiscal account was in surplus, there
was adequate nonetary control (the central bank was just acting as a
traditional lender of last resort in partially sterilizing speculative
capital outflows throughout 1994), and barriers to external transactions had
been renoved. Yet the foreign account was heavily in deficit because private
savi ngs had col | apsed and hot noney was flow ng in.

Al'l that an orthodox stabilizer could try to do to overcome such
probl ems woul d be to increase the fiscal surplus (cutting back aggregate
demand still nore, and thereby private incentives for capital formati on and
capacity growh), raise interest rates (drawing in nore short term externa
capital but anplifying macroecononic pressures toward further recession, a
stronger exchange rate, and a greater trade deficit), or depreciate the
currency (dealing a capital loss to foreign investors and daring themto pul
out -- as they did in Decenber). |In effect, an "adjustnment” or "structural"
probl em of excessively high inport demand derailed the entire stabilization-
cumliberalization attenpt.

Most Mexi cans woul d be better off now, had their government kept policy
aut onony by not jumping into liberalization, and used it to spur investnent
and support wages and jobs for people in the population’s bottom 80% who | ost
real income steadily after 1982. A few sinple but inportant |essons can be

drawn from Mexi co’ s experience:
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One is that there is no instant policy to pronote productive efficiency
of firns, e.g. the failure of privatization and |iberalization to bear fruit
in Mexico. Indeed, as illustrated by South Korea's experience di scussed
bel ow, all successful industrializations in the past were based on directed
state intervention, a degree of nercantilist sem -withdrawal fromworld
system of relative prices, and sone system of collaboration anong the state,
capital, and | abor.

As already noted, rapid liberalization of either the current or capita
side of the external accounts can provoke destabilizing reactions, e.g. the
savings coll apse in Mexico as the bourgeoisie opted for inported consuner
goods and the capital w thdrawal when Wall Street saw its ever-increasing
capital gains on the bolsa cone to an inevitable halt. As will be seen,
Korea al so suffered fromsimlar effects of liberalization in 1997.

Al'l standard economc policy tools have conplicated effects, e.g.
deval uation can be inflationary and contractionary in the short run, but
required to sustain exports over the |long haul. Mrreover, the strength and
direction of such effects is often extrenely difficult to predict on the
basi s of historical experience.

Finally, large segnents of the population can be left behind in
attenpted econom c transitions, provoking political backlash. The roots of
rebellion in Chiapas and el sewhere in Mexico are very deep, but recent events
are not unrelated to the distributional changes provoked by the |ibera
policy stance of the 1980s. As of |late 1997, orthodox hopes were pinned on
an easing of social tensions to be induced by sustained export-Iled income
grow h spurred by the nassive devaluation of 1994. It remains to be seen
whet her this expectation will anount to anything besides whistling past a

graveyard.
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Tur key

Through the |late 1980s, Turkey was touted as an orthodox miracle. Now,
in the wake of a financial crisis beginning in late 1993, it has becone a
prinme exanple of the BWs' neglect of the potentially destabilizing effects
of the changes in the inconme distribution inplicit in their prograns. The
mracle' s reversal in less than a decade narked the rapid progress of a
"doubl e nmovenent . "

Exports shot up in the early 1980s after a fairly standard | M- brokered
stabilization which was supported by anple capital inflows responding to
geopolitical factors. Mreover, the new econonic team "owned" the package
since its chief, Turgut Ozal, had spent years working around the BWs. He
cut real wages, peasants’ incones via adverse shifts in controlled
agricultural prices, and government spending. The outcone was a sharp drop
in domestic demand.

At the tine, the saving grace was that Turkey had built up an industrial
base over decades of statist, inward-oriented policies. Wth depressed
internal markets, producers started to | ook for sales abroad. By
happenst ance, demand for the nmedi umtech manufactured goods that Turkey could
supply soared in the region, thanks to the 1979 oil shock and then the
Iran-lIraq war. Aided by currency depreciation and anple, targeted, and
illiberal subsidies (up to one-third of the value of foreign sales), exports
boomed and hel ped output to grow rapidly through the m d-1980s.

For several reasons, the miracle unravel ed soon after. In the new
econom ¢ environnment, the provision of state support to enterprises was taken
out of the hands of a relatively inpartial bureaucracy and relocated in (by
then) Prime Mnister Ozal’'s office. Pay-offs and "rents" were passed out
politically, angering elenments of the entrepreneurial class omtted fromthe
| argesse. As discussed earlier, corruption flourished in the newy nmarket

friendly environnent, contrary to all orthodox expectations.
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More om nously, workers and peasants reacted agai nst their incone
| osses, and forced nmassive wage i ncreases and pro-agriculture price shifts in
the late 1980s. Inflation took off and the distributional framework for the
mracle collapsed. The authorities responded by opening the econony to
external financial inflows, many of them "hot," which paid for inport-Ied
demand and donestic specul ative boons in 1992-93 (rem niscent of Chile’'s
doubl e boons 13 years before and Mexico’s concurrent events).

The foreign nmoney started to nove out late in 1993, underscoring the
fool hardi ness of jointly liberalizing external and internal financial
markets. Interest rates shot up to 15-20%in real terns per nonth,
bankrupting financial houses and banks. A contractionary stabilization with
t he usual regressive consequences and | arge-scale financial bail-outs
followed in April. Probably the econony will not grow again for severa
years, in the dying gasp of the program of the 1980s. Despite favorable
external circunstances and its incorporation of (sonetinmes) shrewd nmarket
interventions, in the final analysis a reform package actively supported by

the BWs disastrously fail ed.

Post - Soci al i st Eastern Europe

Orthodox policy played a substantial role in worsening the nacroeconom c
di sorder that now rules in Eastern Europe and the former Soviet Union,
al though it was underway well before conmunisnis political collapse. The
| ocal versions of SAPs, noreover, may |ong postpone the renewal of industrial
growt h (Ansden, Kochanow cz, and Tayl or, 1994).

During the I ate 1980s, the breakdown of socialist planning was
associated with rising inflation rates and declining output levels in
econom es all across the region. These trends took a distinct turn for the

wor se when Western advisors hel ped | ocal authorities apply Washington-style
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"gl obal shock" stabilization and |iberalization packages during the
transition years of 1990-93.

The protracted or aborted BW prograns in Chile, Mexico, Turkey, and
el sewhere were well known at the tine. Nonetheless, the architects of reform
prom sed that instantly liberalizing prices in global shocks would lead to
rapid adjustnment to a full enploynent, inflation-free macroecononic
equilibria while the invisible hand woul d painl essly reshape pre-existing
i ndustry along Western lines. As Kornai (1993) observes, no "... forecast of

serious recession [can] be found in the early theoretical witings to
outline the programfor the transition ..."

In fact, many countries’ real incones and outputs fell by between 20%
and 40% of GDP over a couple of years, while price increases accelerated to
triple digit annual rates. Al though inflations slowed into double digits and
i ncomes stabilized outside the former USSR in 1992-93, output |evels
continued to decline or scarcely grew (the somewhat positive 1993-95 CGDP
growth rates in Poland and the Czech Republic are uni que exceptions). Rea
i ncones have yet to recover, poverty has risen sharply, and incone
di stributions are becom ng increasingly unequal

The key problemw th gl obal shocks was their nmacroeconom cs. Socialist
econom es had historically utilized adm nistrative nethods such as rations
and queues instead of the price systemto |limt demand to avail able supply.

A longstanding state preference for rapid capital accunulation and
acquisition of goods by the nmlitary led to a "shortage econony” due to "soft
budget constraints" for favored sectors, in a netaphor proposed by Korna
(1981). Consuners found their avail able supplies and budgets limted,
leading to "repressed inflation" in their econom c sphere.

When administrative restrictions in all markets were suddenly lifted in
shock prograns incorporating near total price |liberalization, demand surged

above supply. Sonme new restraining nmechanismhad to appear. Wth
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inflation no longer held in check by controls, price junps were the only
possi bl e outcone, e.g. the triple digit inflation in Poland in 1990 and the
many-fold price junps in Russia in January 1992.

Mechani sns such as the "inflation tax" and "forced saving" kicked in to
make demand plunmet -- when prices junp up, househol ds and enterprises sinply
have | ess real purchasing power to spend (Taylor, 1991). As a consequence,
inflationary pressure did abate. However, there was no natural nechanismto
assure that real incomes would stop falling just at the level required to
support demand at the full capacity level. Under macro policies ained at
wage restraint (certainly the case under post-socialism and wth
increasingly structural inflation, demand continued its trajectory downward.

Inflation-induced real wealth and inconme | osses were an essential aspect
of this transition. Othodox theory was blind to their inevitability because
(as noted previously) it postulates inverse and not direct |inkages between
real wages and output. However, other factors were inportant as well.

Tradi tional |inkages anong producers fell apart. This breakdown of
previously planned commodity transactions reduced potential supply by
squeezing internmedi ate inputs, forcing still nmore inflation to drive demand
downward. On the demand side, high interest rates and other austerity
measures led to a collapse of capital formation in econom es which

hi storically had been investnent-|ed.

Agai nst this backdrop, prospects for sustained recovery are not bright.
H gh interest burdens and | ow wages have dei ndustrialized | arge sectors of
manuf acturing. Wage cuts are not key to profitability in the md-tech
i ndustries that grew under socialism-- machinery and engi neering products,
chemicals, iron and steel, and even cotton spinning and weaving. Cutdated
technol ogy and poor product quality, not excessive costs, nake these
branches suffer in international conpetition

Aggressively narketed by the Wrld Bank, the |ogic of shock therapy was
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to restructure worthy state-owned firns through privatization, not the credit
subsi di es and directed supports which have been used by all successfu
capitalist industrializing countries this century. Few foreignors have been
willing to invest in Eastern Europe and the former USSR  The authorities
have turned to donmestic "voucher" privatization schenes instead. 1In the
absence of injections of technol ogy, skills, managerial know how, and capita
for restructuring, such cosnetic ownership changes will not reanimte
potentially viable firms as the collapse of the w del y-prai sed Czech voucher
scheme in 1997 underlines. Technically advanced productive capacity wll

wi ther as Eastern Europe resunes its traditional role in the internationa

di vision of labor -- a poor cousin supplying |abor and cheap, |abor-intensive
exports to the rest of the continent.

Finally, stagflation coupled with unregulated privatization attenpts
have worsened "financial fragility" in the phrase of Mnsky (1986).
Investment is flat, in nost countries there is still little econom c grow h,
and incone distributions have grown nore regressive. Under such
ci rcunst ances, new weal th-holders are tenpted to | ook for big financial
gains, since there is scant noney to be made from sinply producing
commodi ti es.

Chile's, Mexico's, and Turkey’'s specul ati ve adventures di scussed above
and simlar episodes el sewhere (in Argentina, the Philippines, etc.) reflect
such forces. |In Eastern Europe, they have led thus far only to Ponzi ganes
and pyram d schenmes |like the Caritas bubble in Rumania in |ate 1993
(rmulti-billion dollar |losses in an econony with at best a $40 billion CGDP)
and Russia’s MW affair a year later (in which mllions of sharehol ders | ost
their wealth). As in the rest of the world, the designors of SAPs have been
blind to such risks and have only recently begun to push for regul ation of

internal and external financial markets. |If a Chile- or MeXico-scale
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financial crisis erupts in Russia, the inplications for global politica

stability could be grave.

Sub- Saharan Africa

A few words shoul d be added about the plight of sub-Saharan Africa,
where only a handful of nore than 40 econom es have positive per capita
i ncome growth. The region has been under intensive BW care now for nore
than a decade, with mnimal returns even though many countries are receiving
capital inflows on the order of 10% of GDP (not a large sumin absolute terns
for a nation with, say, 5 mllion people at a per capita i ncome of $300).

No one has a clear solution for Africa s weak econom c performance.
Hi storically, "surplus extraction" fromexport agriculture to benefit
ur ban- based industrialization was an inportant elenment of the region’'s
devel opnment strategies after World War 1l (Jamal, 1993). Although there were
substantial internal resource transfers, several factors supervened to nake
the strategy unsuccessf ul

Externally, trends in the export terns of trade for the food, beverage,
fiber, and m neral exports it produces were consistently unfavorable.
Internally, lack of investnment in infrastructure and technol ogica
i nprovenent hanpered agricultural output growth while industrial strategies
did not bear fruit. More recently, there have been continuing adverse shifts
in the terms of trade, escalating interest obligations on its external debt,
and donor proliferation. As described by Killick (1993) "... the vol une of
work in servicing ... negotiations [with donors] is colossal. The potential
opportunity costs are hence large, especially since the brunt of the work is
often borne by the sanme small group of key econom cs officials who would be
best qualified to advise the governnent on economc policy if only they had
the tinme."

Beyond excessive cross-conditionality and inposition of negotiation
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burdens, the Washi ngton approach to policy creates other problems. First, if
neol i beral policies take an extended period of tine to work in places |ike
Chile and fall apart in Mexico and Turkey, what is their prom se for Africa?
At the noment, African "success" cases |like CGhana are basically being held
afl oat for denonstration purposes by continuing aid inflows. They finance
intermedi ate inports to support selected investnent projects and keep
production going. Needless to say, these incomng |loans are piling up
substantial interest obligations for the future; in other words, a repaynents
crisis for offical debt is beginning to |loomwhile private investnment flows
remain at levels of a few percent of GOP. Wirld Bank initiatives in 1995-96
to roll over or "forgive" the bulk of this debt are nore than wel cone.

Second, until recently when it cut back on |oans for additiona
production of tropical beverage crops, the Bank pushed all African countries
to expand their primry product exports, even though an enhanced gl oba
supply of such conmodities is bound to drive down their prices. Failing to
recogni ze this "fallacy of conposition" -- a staple of elenmentary econonics
courses -- is another exanple of how the BWs can be slow | earners. An easy
thing for themto do would be to put resources into schemes via which
col | aborating national conmodity producers could regulate and restrain supply
to stabilize primary commodity prices at "reasonable" |evels, although their
liberal principles may preclude it.

Finally, as we will see in discussing South Korea, concerted state
intervention in that econony was an essential part of its devel opnent
strategy. Such an approach mght well be inappropriate in Africa, for a
variety of reasons. However, the degree of Bretton Wods control in the
region is so great that no nation would be permtted to attenpt the Korean

nodel, even if a denocratically chosen national |eadership wanted to try it.
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Sout h Kor ea

One conclusion fromthese vignettes is that when SAPs put an econony on
a path of sustained output growth (as they finally did in Chile), they do so
thanks to contingent events and a dose of non-orthodoxy. By creating
conflicts (at least latently and sonetines actively) and financia
specul ation as opposed to real investrment, they run a strong risk of failing
as in Mexico and Turkey, while the Eastern European experience denpnstrates
the rapid market |iberalization can |lead to nmediumtermstagflation as
opposed to growh. 1In all cases, high interest rates to lure in foreign
capital and a strong exchange rate to facilitate a trade deficit to
acconmodat e the capital inflows make the prospects for investnent-I|ed
expansi on that nmuch worse, and financial fragility is an ever-present danger.

Morals for alternative approaches to policy can be drawn fromthese
observations. Before turning to them however, it nakes sense to address our
first question above -- have successful devel opi ng econoni es generally
adopt ed the Washi ngton nodel ? In one inportant case -- that of South Korea -
- the answer is clearly "No" (Amsden, 1989; Chang, 1993).

Korea’ s devel opnent strategy was consistent over several decades,
enphasi zing capital formation and technol ogy acquisition to build production
capacity. It did incorporate such orthodox recomendati ons as prudent fisca
policy and a stable, not overly strong real exchange rate. However (contrary
to the interpretation in the Bank’s East Asian Mracle report) these
"functional " policies were aggressively conbined with "selective" actions to
protect the domestic market, hold down consunption, and target credits via a
nati onal i zed banki ng system toward production sectors deened "priority" at
any tine.

The state also intervened to support investnent denmand to nobilize the
saving that its tight fiscal policies and consunption restraint created.

Inflation was kept in check by targeted wage and price controls. Finally,
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distributional equity was nai ntai ned by devices such as farm subsidies
supported by tariff barriers and consistent pass-throughs (at rates greater
than zero but well |ess than 100% of productivity gains into real wage
i ncreases.

I ndustrial strategy was pursued on several fronts. A thenme continually
devel oped in official documents was that "the market mechani sm cannot be

entirely trusted to increase conpetitive advantage by industries,” so that
branches likely to enjoy high productivity growth and/or income-elastic
demand were to be pronoted as "prom sing strategic industries" (Chang, 1993).
They were given customdesigned financial, technical, and adm nistrative
support.

Corrective feedback to the selection process was provi ded by ongoi ng,
broad reporting of activities of "priority" firns to the governnent. The
econom ¢ bureaucracy thus had access to detail ed business information, which
proved essential for effective industrial policy. It used its acquired
know edge to weed out inefficient production operations in successive waves
of rationalizations, nergers, and |iquidations. Individual congl onerate
firns (the fanous chaebols) were clearly subject to discipline, even though
as a group they had privileged access to state resources. Noise and static
in dealings between the state and producers were reduced by the fact that
| arge, centralized organi zati ons were engaged on both sides of the dial og.

Second, intense effort was devoted to acquiring technol ogy (a huge
public investnment in education was economically nobilized exactly in this
fashion). Direct foreign investnment was strictly regulated while foreign
technol ogi es were banned in sectors in which donmestic counterparts were
avai l able. Firnms were pushed into reverse engineering, along with licensing
and purchase of technol ogi es not available at home -- all under bureaucratic
gui dance

Third, there was a constant enphasis on attaining econonies of scale.
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This goal was reflected in many nmergers of small firnms initiated by the
governnent, e.g. in the chem cal, autonobile, fertilizer, and other sectors.
Entry and capacity expansion were regulated to curtail "excessive
conpetition” in the formof big swings in investment and price wars in

i ndustries with decreasing costs.

Fourth, within the generally expansi onary nacroeconom ¢ environnent,
credit allocation was aggressively practiced (aided by tight foreign exchange
restrictions). "Policy loans" with subsidized interest rates and/or priority
rationing accounted for over half of the |oans granted by the state-
control | ed banking systemin the 1960s and 1970s.

These features of Korean industrial planning suggest several concl usions
rel evant el sewhere. One is that there can be a bargai ning solution anong the
state and enterprises to restrain rent-seeking, with rapid output growh and
the governnment’s power to punish recalcitrants in the background. Rents were
certainly created for the chaebols by their privileged position, yet they
became producti on power houses and not | eeches thriving on public |argesse.

The economi ¢ bureaucracy was an essential Korean player. In contrast to
BW staff nmenbers flying in, in Polanyi’s fashion it was "enbedded" in the
society (Evans, 1995). It could act autononously for the public good as it
saw fit, without conpletely being taken over by patronage and rent-seeking.

Pl anners often sacrificed short-termallocative efficiency ("getting prices
right" along Washingtonian lines) to attain |ong-term productive efficiency
or rapid productivity grow h.

Finally, the institutional basis for the Korean miracle was invented
over a relatively short tine. Chaebols, trading conpanies, the planning
bureaucracy, and the macroecononic policy mx all energed in the early 1960s
in a creative burst. Cbviously, such institutions cannot be transferred
w thout nodification to other national contexts, but partial functiona

equi val ents coul d prove rel evant el sewhere
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The Korean Crisis of 1997

G ven its successful production system why then was South Korea hit by
a huge external shock in late 1997? The answers will be hotly debated for
years, but Chang (1997) argues that they may well center around a badly
designed attenpt at liberalization. H s analysis goes as follows:

Korea’s "fundanmental s" in 1997 were far sounder than Mexico' s three
years before. The won was overly strong, but even so the current account
deficit was only about 3% of GDP. Furthernore, nost foreign | oans were
financing investnents in export sectors rather than specul ati ve asset
positions and inports of consumer goods, as was the case in Mexico. The
Korean budget was |argely in balance and gross public debt ambunted to only
3% of GDP. There was little significant inflationary pressure. The nmain
substanti ve change fromthe past was governnent enphasis on "deregul ation,”
undertaken in part fromintellectual conviction but also in response to
i nternational (especially Anerican) pressure.

In one key area, the governnment abandoned its traditional role of
coordinating investnents in |large-scale industries to avoid "excess
competition.” It allowed excess capacity to energe in sectors such as
aut onobi | es, shi pbuilding, steel, petrochemnicals, and sem conductors, which
eventually led to a fall in export prices and a run up of nonperform ng
| oans.

Second, in the nane of financial |iberalization, the governnent fail ed
to nonitor foreign borrowing activities, especially by inexperienced nerchant
banks. This resulted in a rapid buildup of $150 billion of external debt,
with 60% of the obligations having | ess than one year to maturity and over
25% at 90 days. The major similarity with the Mexican crisis lies here --
the private sector acted in destabilizing fashion while the governnent had
its fiscal house in order.

Third, the authorities were sold on the ideas that inflation control was
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the nmost inportant objective of nmacro policy and that the exchange rate
shoul d be the principal anchor. The predictable real appreciation damaged
export performance.

Finally, the government conmmitted "m stakes" and suffered a run of bad
luck as its economc troubles worsened. It dithered over the fate of the
third | argest car manufacturer, Kia, unnecessarily underm ning confidence.

As the crisis grew, it wasted $10 billion (nmore than one-third of foreign
reserves) trying to defend an i ndefensi bl e exchange rate, exacerbating the
forei gn exchange shortage. External events also came into play. Southeast
Asi a’ s dol druns reduced demand for Korean exports and dealt a blowto

fi nanci al conpani es whi ch had been speculating in that region’s capita
markets. The entrance of new Tai wanese semi conductor manufacturers drove
down the prices of menory chips, which accounted for nearly 20% of Korean
exports when their prices were high. But the nmain problemwas a failure of
oversight by a governnment priding itself on deregulation

The | MF package the Koreans were forced to accept at yearend canme with
the usual fetters. |Its contractionary bias nmade the credit crunch that firns
were already facing even worse, leading to a chain of bankruptcies and
possi bly driving the econony toward depression. In previous crises such as
the one from external bank debt in 1982, the Koreans had actually expanded
credit. The IMFs 5%inflation target was already too strict, given that the
econony had to deal with a big rise in inport prices due to devaluation; wth
the excess liquidity released by financial sector bailouts and the further
depreciation likely, 5% inflation | ooked unattainable. Consequently, in a
common problemw th Fund packages, nominally set fiscal targets woul d becone
tighter in real terns than had originally been foreseen

More worrying than the contractionary bias of the programwas the | M s
i nsistence on financial liberalization. Bad debt abounded, and needed to be

cleaned up along Chile’s early 1980s |ines before the banks could be granted

36



more freedom The Fund al so wanted a qui ck opening of financial narkets to
foreign participation, potentially exposing the econony to high volatility
and the enterprise sector to politically risky external takeovers.

Washi ngton’s Chri stnas Eve bail -out package protected (anobng others) US banks
whi ch had been lending to Korea at the cost of an increased debt burden for
the nation, but that’s a famliar story.

Together with a sharp expected increase in unenploynent over 1998, these
devel opnments were |l eading to wi despread talk of national humliation and
foreign trusteeship. One possible outcone is that the | M- programw || be
met by nassive social resistance. As this is being witten in January 1998,
Korea’s econonic and political future is in jeopardy, |argely because of a
m sgui ded attenpt to restructure its econom c system al ong neoliberal |ines.
The problemthat its newy elected government faced was how to circumvent the
Fund and reinvigorate the coordinating and regul atory mechani snms of previous
regimes without their negative features such as corruption, nepotism and
growi ng bureaucratic rigidity. Meanwhile, it had to keep the private
sector’s tendencies toward cutthroat conpetition and destabilizing financial
behavi or under control. In a globalized econony, nore than just their own
country’s fate may ride on how successful the Korean authorities turn out to

be.

Policy Qutconmes and the Distribution Matrix

To sunmari ze, Korea shows that the state can effectively intervene in
the econony -- at least until it abandons its previous principles. The
exanpl es di scussed earlier suggest that an attenpt by the authorities just to
stabilize, liberalize, and privatize so that all econonic decisions will be
taken by the market can backfire for reasons not just confined to the sphere
of economi cs. The nore unfavorabl e consequences include the foll ow ng:

Contractionary, possibly inflationary inpacts of stabilization efforts
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whi ch can hold down output growmh rates for extended periods of time --
overkill, in the jargon

Badl y unbal anced rel ative price structures, especially in the wake of
exchange rate-anchored attenpts at stabilizing inflation coupled with
external liberalization: high donmestic interest rates, overval ued exchange
rates, reductions in the purchasing power of the real wage conbined with
| abor cost increases in the traded goods sector

Financial instability, often centered around stock markets which have
been created to acconpany public enterprise privatization. This fragility is
exacerbated by viol ent novenents of external capital in and out of the |oca
econony via a liberalized capital account.

Visibly increased corruption, even though liberalization is supposed to
abolish rents arising fromstate intervention and associ ated rent-seeki ng.

Ri si ng unenpl oyment and/or regressive income redistribution and deeper
poverty which in sonme cases have provoked political reactions strong enough
to derail BW adjustment packages conpletely.

Al'l these are problens which narket friendliness is supposed to
overcone. In their presence, what sorts of political coalitions are likely
to back economic reforn? In Chile, Mexico, Turkey, Eastern Europe, and
el sewhere, a Washington style policy mx has been supported by the Bretton
Wods institutions and other foreign actors, industrialists in a position to
gain fromliberalization and an export push (by no neans conprising the tota
of national firms), financial speculators, households in the top 10-20% of
the incone distribution who can afford an anple array of new consuner goods
in aliberalized trade regine, and a | ocal econonm c technocracy which put the
new pol i cy packages in place.

The | osers included people in the bottom 80% of the distribution, sone
important industrialists, and old political elites. Wen all the problens

just mentioned began to rear their heads, the reformcoalition cane under
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pressure. (bserved political outconmes have differed according to
circunstance, and surely will change over tinme. It is safe to say that the
political econony of all reformng countries remains highly uncertain,

especi al ly when nounting social tensions are brought into the di scussion.

Reforming the Institutions

What can the foregoing institutional and country descriptions tell us
about prospects for reformng the BWs? As has been observed, there have
been recent inprovenents in the policy stance: recognition of the inportance
of at |east functional public interventions and the need to provide
supporting revenues; growi ng but still inadequate realization that controls
on external capital novenments and prudential regulation can help contain
financial fragility; abandonment of the doctrine that raising the |oca
interest rate will stinmulate saving and thereby growh; initiatives to rol
over or forgive the bulk of official debt owed by the poorest econom es.
Whet her there will be further steps toward policies truly supporting economc
devel opment will depend on political and ideol ogical conjunctures.

The maj or sharehol ders of the Bank and Fund are the nations conprising
the G7 (or nore to the point the G3 or the G1 nade up of the United States
only). Their nmanagenent of the institutions denonstrates that they are
committed to the principle of conditionality; hence it will remain. This is
one "given" which has to be accepted in considering ways to inprove the
performance of the BWs. History also strongly suggests that the agencies
will not be granted large increnments in their resources relative to the size
of the world econony. As will be noted, however, it woul d nmake sense to
extend their financial base selectively in certain directions.

Perhaps | ess securely given is the present trend toward gl obalization of
financial markets, which anong ot her devel opments underwites the huge

capital flows which have gone to Turkey, Mexico, economes in Asia, and
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el sewhere. Along "doubl e novenent"” |lines, a serious question arises as to
whet her private capital markets can be counted on to supply finance to

devel opi ng countries reliably in the long run. Kindl eberger (1985) pointed
out that there have historically been 20- to 40-year cycles in lending from
rich nations to poor colonies or countries. |In this century, there were
flows of bond finance to Latin America in the 1920s and the bank | oans of the
1970s which led to the debt crisis. Now fresh noney takes the forns of
direct foreign investnment and portfolio allocations by nutual funds. |In all
previ ous cases, there was a wave of "l oan-pushing"” followed by "revul sion" as
the market turned soft.

O course, this past pattern need not recur -- whether Mexico ‘94 and
Asia ‘97 are precursors of greater financial turnoil or just aberrations
remains to be seen. But there is at |east some chance that devel opi ng and
post-socialist economes will face a wave of revul sion over the next few
years. If it occurs, then the Bretton Wods institutions will be virtually
the only sources that they can tap for credits in hard currency.
Specifically, the Bank could enhance its role as an internedi ary between
devel opi ng country borrowers and gl obal capital markets. The Fund coul d dust
off its long-underutilized machinery for creating SDRs to the benefit of
debtor countries, a proposal frequently nooted but never addressed seriously
over the past 25 years. More radically, one could think of nmeans for
"di sciplining" economes with chronic trade surpluses, even though such
noti ons were dropped from serious policy discussion even | onger ago.

Anot her not-so-gi ven may be the ideol ogi cal underpi nnings of the
Washi ngt on consensus -- a piece of patchwork with straining seans in the best
of cases. The Fund will presumably hew to its demand-limtation package,
whi ch does inprove a country’'s external position once it gets into trouble.
But after the IMF applies its perfornmance criteria and conditionalities, wll

it and the Bank relax their insistence on neoliberal verities which often
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don’t seemto apply? Can the two institutions be pushed in new directions?

Such changes are nore plausible for the Bank. |Its governance runs from
the top -- the President has great reserved powers and if he or she does not
wield themthen activist Vice-Presidents can. The Fund is nore hernetic and
staff-driven, and its policy focus far narrower. Even so, when it has had
nmore resources on hand, conditionality has been correspondingly |ess
dr aconi an.

Beyond the institutions, forecasting politico-ideological trends is an
even | ess exact science than econom cs, but perhaps sone | eeway will energe.
The background is that over five decades, the rich countries have pushed
consistently for increased integration of poor countries into the world
econony, for reasons discussed above. 1In the earlier decades there was nore
tol erance for planning and "devel opnentalist” states |ike those in Japan and
Sout h Korea, with neoliberalismbeing the recent trend. Conceivably, the
range of acceptable policy behaviors could swing back to include nore
dirigisme, especially if market friendly packages continue their unexpected
delivery of slow per capita income growh (true believers, both inside the
outside the BWs, really thought that the outconmes would be different). |If
the ideological (and to a degree, the rich country interest) constraints are
rel axed, there are obvious nodifications to the Washi ngton package whi ch have
been suggested, many by devel opi ng country econom sts (for exanple in the
papers collected in UNCTAD, 1994):

First, there could be much less conditionality -- [ess nit-picking by
the Fund and a full scale withdrawal by the Bank from m cro-managenent of
i nvestment projects and price formation via its policy matrixes. Certainly
in Latin Anerica and Asia and increasingly in Africa, country econom c teans
are better qualified technically than the | ower rung PhDs from Anerican and
Eur opean universities to whomthe BWs entrust their mssions. Loca

econom sts can run through financial progranm ng and the Bank’s standard
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macr oeconomi ¢ nodel (known as the "revised m ni num standard nodel” or RVBM
as well as or better than the people from Washi ngton can; they al so know how
to do investnment project analysis. They should be given a chance to apply
their know edge of their own economies to the fullest extent.

Indeed, it might nmake sense to institute "reverse conditionality" in
whi ch countries woul d propose economic prograns to the BWs, instead of the
other way around. Disagreenents between BW staff assessnents and those of
the country concerned could be resolved directly, or conceivably via
medi ation or arbitration by managenent or third parties (teans of independent
econom sts with experience in devel oping countri es have been proposed for the
latter function). The scope of macro conditionality could al so be
restricted, for exanple just to a bal ance of paynents target while the
country could pursue its own agenda regarding inflation, income distribution,
and growt h.

Second, BW resources could be extended and redepl oyed toward their
original intent of supporting countries in difficulty with the externa
account. Specifically, efforts could be devoted to providing |ong-term and
cheap (in ternms both of the interest rate and degree of conditionality)
finance to countries exporting raw materials and widely traded agricultura
products, in Africa and el sewhere. A tax or voluntary contribution along the
lines of the "Ckita plan"” for recycling Japanese trade surpluses (Kita,
et.al., 1986) could usefully be deployed to such ends.

G ven their downward international price trends since the 1970s, trade
specialization in primary products appears to be a dead-end street for
countries | acking the endowrents necessary to produce a diversified and
w dely demanded primary product mx (as do Malaysia, Chile, and Brazil). But
that does not nean the street is easy to back out of. Financial and
techni cal opportunities for export diversification should be provided, if

only because rich countries forced their trade specializations on many poor
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countries in the past, and benefit fromtheir continuing enslavenent to | ow
commodity prices. The Third and Second Worlds woul d al so benefit greatly if
steps were taken to restructure the conmercial debt overhang fromthe 1970s,
for once and for all. Wth regard to debt fromofficial sources (nostly owed
by very poor countries), the recent wite-down proposals originating fromthe
Bank are a devel opnent full of hope.

Third, over the past couple of decades the BWs deserve credit for
maki ng countries aware of the dangers of fiscal inprudence and the benefits
to be gained fromalleviating bal ance of paynments restrictions by
aggressively pushing exports (ideally not of primary products!). They have
poi nted out that growh may be retarded if prices such as the agricultura
terns of trade and real exchange and interest rates are extrenely distorted.
At the micro level, they have aided enterprise reform

Al'l these are positive steps, but they have to be offset against the
institutions’ errors as catal ogued above. Spokespersons for the Bank and
Fund claimthat they have "l earned” fromtheir mstakes. Wthin their
hi erarchi cal, structured bureaucracies, many staff menbers do push for
changes in the institutions’ neoliberal policy stance, at times putting their
own careers at risk. However, there is a fundanental contradiction in the
way that the BWs respond to their errors. They don’t pay the costs.

A staff menber flying business class back to Washington in a chastened
franme of mind represents one sort of personal response to a market
liberalization attenpt which collapsed; a | ocal health worker trying to help
mal nouri shed infants recover fromthe effects of a drastically |ower nationa
income is quite another. |In the between-Wrld Wars "cal cul ati on debat e”
about the merits of central planning, von Mses (1935), a patron saint of
neol i berals, criticized socialismon the grounds that "as if" planners could
never inprove upon capitalism because they would just "play" a market gane

w t hout being disciplined for their mstakes. The same doubts apply to
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Washi ngt on- based bureaucrats "playing" at running national economes with
their attention focused on career advancenment in the institutions back in the
United States.

Wth regard to research and the intellectual debate nore generally,
creation of alternative centers of thought about devel opi ng and post -
soci al i st econonmies are essential to break the Washi ngton near-nonopol y.

Rel atively isolated university and United Nations researchers cannot match
the Bretton Wods’ big batallions, not to nention their access to centers of
power and the nmedia. A well-managed United Nations-w de research effort
could help redress the balance. G ven the diversified and under-funded
nature of the UN, however, such an initiative would have to be paid for and
aggressively pushed fromthe top. Since the days of Dag Hanmarskj ol d,
Secretaries General (and their bosses in G 3 governnents) have been unwilling
to undertake such a task.

Finally, there is alot to be said for decentralization. BW staff are
grossly overpaid in conparison to their counterparts in devel oping countries
and earn nore than Ivy League professors. Wen on m ssions they interact
with each other nore than with the econom sts of the country they happen to
be visiting, and they communicate virtually only anpng thensel ves in the
of fice.

Why not use the BWSs’' huge salary base to send one or two thousand
prof essionals fromeach institution to work at the country |evel, earning
generous | ocal wages while undertaking relevant research and participating on
equal terns in national policy debates? The benefits fromintellectua
stimulation and cross-fertilization of ideas could be enornmous in comparison

to bureaucratic self-absorption in Washi ngton DC.
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