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Joan Robinson, liked to say that economics was a Aserious subjectl, but that is was not a
particularly difficult subject if onewaswilling to follow theanadyssthrough toitslogica conclusonsandthen
took them serioudy. Economic development is not aparticularly difficult subject, but thereisan increasing
tendency not to teke it serioudy.

Development policy has undergone a curious evolution since the introduction of the market-based
structural adjustment programmes that we now know asthe Washington Consensus wereintroduced. The
gructurd reform measuresto liberdise externd trade and investment, to liberdise and privatize thefinancia
system, deregul ate economic activities and open the economy to internationa capital and competition were
intended to create amore efficient and dynamic economy based on market signals that would promote an
efficient dlocation of resources and enhance the externd competitiveness of the economy. It was aso
presumed that this would be sufficient to create the conditions for sustainable economic growth. The
watchword, that was subsequently taken up in the discussion of the transformetion of the Eastern European
planned economies, wasto “get pricesright”. However, after the Asan criss, and thefailure of the market
to produce rapid adjustment in Eastern Europe, the importance of ingtitutions was discovered. The
watchword became “get indtitutions right’. In particular this referred to things like property rights and
prudentia regulations. But, even that was apparently no sufficient, and now we have the cal to “get
governanceright”, an issuethat came closer to home than most devel oped country economistswould have
liked with the Enron and subsequent accounting scandas. So inintroducing “ market-based” economicswe
have progressed from prices, to ingditutions, to regulations and supervision, to governance.

Onewonderswhat will be discovered next to account for thefact that structura adjustment palices
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have not been trand ated into sustainable growth, that for regions such as Latin Americathey have produced
two decades of stagnation in wages and per capitaincomes. Thereis certainly one eement of the market
that will not be rediscovered.

When | was an undergraduate | studied economics from Paul Samue sorrs Economics. The book
made the very smple point that the market syssem was an efficient means of dlocating resources, of
deciding “what, how and for whom”, because it was patterned on the operation of the democratic process.
Just asindividud political preferences were efficiently expressed through the creetion of mgoritiesviathe
democrétic voting process, economic preferenceswere efficiently expressed by individuasvoting with therr
dollarsin the market. But, if we take this argument Aserioudy(@, and recognisethat the efficient operation of
the democratic processis based on one person, onevote, then it should follow that the efficient operation of
the market would require that each individud have the same

LATIN AMERICA: DISTRIBUTION Of HOUSEHOLD INCOMES a/, NATIONAL TOTALS , 1990 — 2000

(Percentages)
Average Share in Total Incomes of: Ratio of average per capitaincome c/
Country Year Incomeb/ 40% Next 30% 20% beforer 10% DY/p*2* QYQ!
poorest richest10% Richest
Argentinad/1990 10.6 14.9 23.6 26.7 34.8 135 135
1997 124 14.9 22.3 27.1 35.8 16.0 16.4
1999 125 15.4 21.6 26.1 37.0 16.4 16.5
Bolivia 1989 e/7.7 12.1 22.0 27.9 38.2 171 21.4
1997 5.8 9.4 22.0 27.9 40.7 25.9 34.6
1999 5.7 9.2 24.0 29.6 37.2 26.7 48.1
Brasil 1990 9.3 9.5 18.6 28.0 43.9 31.2 35.0
1996 123 9.9 17.7 26.5 46.0 32.2 38.0
1999 113 10.1 17.3 255 47.1 32.0 35.6
Chile 1990 94 13.2 20.8 25.4 40.7 18.2 18.4
1996 129 13.1 20.5 26.2 40.2 18.3 18.6
2000 136 13.8 20.8 251 40.3 18.7 19.0
Colombia 1994 84 10.0 21.3 26.9 41.8 26.8 35.2
1997 7.3 12.5 21.7 25.7 40.1 21.4 24.1
1999 6.7 12.3 21.6 26.0 40.1 22.3 25.6
CostaRica 1990 95 16.7 27.4 30.2 25.6 10.1 131
1997 10.0 16.5 26.8 294 27.3 10.8 13.0
1999 114 15.3 25.7 29.7 29.4 12.6 15.3
Ecuadorf/ 1990 5.5 17.1 25.4 27.0 30.5 114 12.3
1997 6.0 17.0 24.7 26.4 31.9 115 12.2
1999 5.6 14.1 22.8 26.5 36.6 17.2 18.4
El Salvador 1995 6.2 15.4 24.8 26.9 32.9 141 16.9
1997 6.1 15.3 24.5 27.3 33.0 14.8 15.9



1999 6.6 13.8 25.0 29.1 32.1 15.2 19.6

Guatemala 1989 6.0 11.8 20.9 26.8 40.6 23.5 27.3
1998 7.3 12.8 20.9 26.1 40.3 23.6 22.9
Honduras 1990 4.3 10.1 19.7 27.0 43.1 27.4 30.7
1997 4.1 12.6 22.5 27.3 37.7 21.1 23.7
1999 3.9 11.8 22.9 28.9 36.5 223 26.5
México 1989 8.6 15.8 22.5 25.1 36.6 17.2 16.9
1994 85 15.3 22.9 26.1 35.6 17.3 17.4
2000 85 14.6 225 26.5 36.4 17.9 18.5
Nicaragua 1993 5.2 10.4 22.8 28.4 38.4 26.1 37.7
1998 5.6 10.4 221 27.1 40.5 25.3 331
Panama 1991 8.9 12.5 22.9 28.8 35.9 20.0 24.3
1997 11.0 12.4 215 275 38.6 215 23.8
1999 11.1 12.9 22.4 27.7 37.1 195 21.6
Paraguay 1990 g/7.7 18.6 25.7 26.9 28.9 10.2 10.6
1996 f/ 7.4 16.7 24.6 25.3 334 13.0 13.4
1999 6.2 13.1 23.0 27.8 36.2 19.3 22.6
Peru 1997 8.1 13.4 24.6 28.7 33.3 17.9 20.8
1999 8.2 13.4 231 27.1 36.5 19.5 21.6
Republica
Dominicana 1997 8.5 145 23.6 26.0 36.0 16.0 17.6
Uruguay f/ 1990 9.3 20.1 24.6 24.1 31.2 9.4 9.4
1997 11.2 22.0 26.1 26.1 25.8 8.5 9.1
1999 11.9 21.6 25.5 25.9 27.0 8.8 9.5
Venezuela 1990 8.9 16.7 25.7 28.9 28.7 121 13.4
1997 7.8 14.7 24.0 28.6 32.8 14.9 16.1
1999 7.2 14.6 25.1 29.0 314 15.0 18.0

Source: CEPAL, Panorama Social, 2001-=20022, Annex Table 22, p. 2250own calculations based on household surveys of the
respective countries.

a/
b/
c/

d/
e/
fl

g/

All households ordered according to income per capital.

Average monthly incomes of households , as a multiple of the per capita poverty line.

D" 29 represents the 40% of poorest households , while D*is the richest 10% .

The same notation is used here for quintiles (Q), representing group of 20% of households.
Greater Buenos Aires.

Eight Major cities and EI Alto.

Urban Total .

Metropolitan Asuncion.

number of dollar votesor, that market efficiency requiresan equd ditribution of income. Clearly, asshown
by the accompanying Table, in Latin America the distribution of income has become less equd with the
gpplication of increased market-based policies over thelast decade. But, thiswould imply that the market
alocation mechanismisdso lessefficient. It isunlikely that the next step in the evolution of the Washington
Consensus will be “ get the income digtribution right”.

Further, part of the historical development of democracy hasbeen the extension of franchisefroma
system in which only male property owners, which meant landowners, could vote, to a sysem which



alowed common freemen and then women to voteto asystem that abolished davery and dlowed davesto
vote. This would suggest that an efficient market dlocation would not leave some individuds
disenfranchised. But thisis precisdy what happens when individuas are unemployed, so that a Aserious)
economist would aso accept that full employment is a prerequisite of an efficient functioning market
mechanism. But, sncethe“TINA” counter-revolutionsof Margaret Thatcher and Ronad Reagan, the call
to “get employment right” has virtualy disappeared from policy discourse.

Findly, neoclassica economigtsusualy accept the principle of diminishingmargind utility, and snce
Edgeworth that have accepted that thisideaa so appliesto money. ASeriousi economic andysisthusleads
to the conclusion that economic wefare can be maximised by means of redistribution of income from those
with higher incomes to those with lower incomes. While the neolibera approach is presented as the only
Aseriousl andlysis of economic development it isinteresting that the pressure for increasing the role of the
market in developing economies hardly ever takes the ssues full employment and income distribution
Serioudy.

Humans Learn B What have we learned from twenty years of failed adjustment policies?

Oneof thereasonsthat neoclassca economists consider their analysisindependent of inditutionsis
Adam Smithrs idea that the Apropendty in human naure to.. truck, barter and exchange one thing for
another.. iscommon to al men, and to be found in no other race of animals, which seem to know neither
thisnor any other species of contracts...Nobody ever saw adog make afair and ddliberate exchange of one
bonefor another with another dog.”= (Adam Smith, Wealth of Nations (1776), Chicago Edition, p. 17). A
superficid reading of this passage gppearsto suggest that theAmarket( is part of human nature and thus not
a man-made inditution. But, there are aternative views of human nature available. Presdent Abraham
Lincoln aso had aview on the difference between man and beast: A...Beaversbuild houses, but they build
them nowise differently, or better, now than they did five thousand years ago....Man isnot the only anima
who labours; but he is the only one who improves his workmanship.f (Abraham Lincoln, Speech of the
1860 Presidentid Campaign). For Smith man is digtinguished from other animals because he tradesin a
market, for Lincoln it is because he is able to learn from his mistakes.



Following the lead of Lincoln, the question that | would like to raise tonight is whether we have
improved our workmanship in terms of the policies that we propose in support of economic development
and dructurd adjustment after the experience of the last ten years from the Tequila Crigs, to the Asan
Crigs, to the Russan Crigs, to the Brazilian Crissto the Argentine Criss. Whether we haveimproved our
underganding of how markets operate in promoting economic development. And if we have not, to
discover what went wrong, why the World Bank and the International Monetary Fund appear to be
reluctant to adjust their policies to the new conditions of the globalised twenty-first century economy, to
refuse to learn from their mistakes.

Let us start by consdering how the adjustment polices practiced by the IMF evolved in the
immediate post-war period. In the view of US Secretary of the Treasury Morganthau the creation of the
Bretton Woods ingtitutions was to keep the control of the internationa financia system out of the hands of
internationa financierswho were considered to have caused the Great Depression. Keynes agreed that free
private internationa capitd flows were incompatible with a gable internationd financid system and this
samilarity of views produced a post-war system in which it was presumed that there would be virtualy no
private internationa capita flows.

Twenty-first century economies are different from post-war economies

For the structure of fiscal and externa accounts the absence of private capitd flows meant that the
current account would be entirely compaosed of trading in real goods and services and its balance would be
determined by domestic income levels, or what came to be called domestic absorption. The government
budget would be composed of the expenditures on labour and provision of public goods and services. In
such conditions a fiscal deficit due to government expenditure in excess of tax receipts would increase
income, employment and domestic absorption. Attempts by labour unionsto increase red wagesby pushing
nomina wage growth above domestic productivity growth would also increase absorption. In ether case,
when domestic absorption exceeded domestic productive potentid the result would be an increase in
imports, adecrease in exports and this combination would eventudly produce an externd deficit. Insucha

world, adjustment to dleviate an externd deficit could only be achieved by reducing the government deficit



and reducing the expangon of the domestic money supply sufficiently to reduce income growth, absorption
and imports, create excess capacity leading producersto seek export markets and creating excess supply
in the labour market to reduce the growth of wages. The result was a concentration of attention on the
impact of thefiscal baance on incomes and the crestion of domestic financia assetsto create financia for
risng nomind wages as the main objectives of adjustment policy. Thus the standard features of IMF
conditionality were targets on the fiscal surplus and creation of domegtic financia assetsto insure baance
between absorption and domestic productive potentid. In the absence of such policies, exchange rate
adjustment was contempl ated to bring about expenditure switching by meansof changing the rdlative prices
of imports and exports.

However, by the beginning of the 1980s this smple world, based on what was cdled hydraulic
Keynesanism, had changed dramatically. Internationa capitd markets were actively channdling private
capitd acrossthe globe and devel oping countries were accumulating unsustainable amounts of externad and
internd debt. This change had important implications. The firg is that the externd accounts of these
countries now contained substantial and growing deficits caused not by imbaances in goods and services
trade, but by factor service payments, that is, by debt service for the accumulated stock of international
debt. At the same time, fiscal budgets showed increasing amounts of interest service on outstanding
government debt. Thishasanimportant policy implication for it meansthat alarge and growing proportion
of externa and fiscd deficitsis no longer respongive to the traditiond policy tools B changing the leve of
income via fisca policy has no impact whatsoever on the level of debt service since debt sarvice is
determined by anumber of other factorsincluding therate of interest, the maturity structure of the debt and
internationd financid market conditions. Further, the ability of a country to meet these foreign interest
commitmentsisnot afunction of itsfiscal baance, but of itsability to earn foreign exchange viaasurpluson

its current account balance.

Thereis an old development theory called the Atwo gaplil approach. It saysthat even if acountry
manages to solve the problem of deficient domestic savings by dosing the Asavings gapl through afiscd
aurplus, it will not be able to trand ate these savingsinto increased capitd investment if it doesnot closethe



Aforeign exchange gapll to provide the meansto purchase the imported capital goods necessary to increase
investment and growth. The same argument applies pari passu to foreign debt service B no matter how
large the country=s primary fiscd surplus, thisdoes nothing for its ability to finance externd debt unlessitis
accompanied by acurrent account surplus sufficient to provide the necessary foreign exchange. Thesmple
Aseriousi conclusion it that the most important variables in the adjustment process for highly indebted
developing countries are the interest rate and the externa balance. But rather than attempting to design
policies to reduce interest rates on external debt and means to ensure a postive externa baance,
conditionality associated with IMF structurd adjustment packages continues to stress primary fisca
surpluses and money supply controlswhich tend to increase fiscd deficits by reducing income growth and
thustax yields, and to increase the burden of the debt by increasing interest rates. The policies practiced by
the IMF arethus not only outmoded, they may make conditionsworse, rather than better, to the extent that
declining growth ratesdueto redtrictive policiesincreasefisca deficits and damageinternational confidence,
leading to higher internationd risk premia. It would thus gppear that we are not learning from experience, as
evidence by the new Argentine IMF rollover agreement that contains explicit targets on both the primary
surplus and the growth of the money supply, as well as anumber of traditiona IMF conditions.

Other structural changes caused by free capital flows

There are anumber of other factors associated with increasing importance of internationa capital
flows that have caused policy mistakes. By introducing its Convertibility Law Argentinawas supposed to
have been subject to an automatic adjustment process B sncethe peso wasrigidly linked to the US dollar
an externd deficit would automatically lead to a decrease in the domestic money supply, reduced credit
creation and thus reduced activity levels. Thiswould causeafal in domegtic pricesrdativeto externd prices
leading to adeclineinimports, risng exportsand an automatic return of the externa baanceto equilibrium.
However, during most of the period of the Convertibility Law foreign capital inflows were larger than the
externd deficit, which meant that the externd congtraint that was supposed to set this adjustment process
into action could not work. Although externa capitd flowsimpeded the externd adjustment process, but

there was never any condderation given to policies to control those flows.



Indeed, that externd flows would cover financing needs and thus block the operation of the
autometi ¢ adjustment mechanism was assumed in the structura adjustment policy designed for Argentina.
The econometric modd used to assess the coherence of the strategy was premised on the idea that
ABecause of the strong relation between public sector deficits, inflation, and poor macroeconomic
performance, this modd differs from most Bank models by placing the public sector at the center of the
andysis. The centrd macroeconomicissuein Argentina, especidly after the assumption of externa debt of
the private sector, isthe internd transfer problem. The modd is therefore constructed so that the primary
gap isin public finances rather an in the baance of payments. While the gaps are in theory closdy related,
pasitioning the gap in the public sector dlows amore direct focus on public sector financing requirements,
and allows the balance of payments gap to close through private capital flows that finance the
residual savings-investment balance of the private sector.i See AArgentinaB From Insolvency to
Growthi, The World Bank, Washington, D.C., August 1993, p.259, emphasis added.

But thereis another aspect of thefailure of the adjustment processto operate efficiently in the face
of freeinternationa capita flows. Oneof the objectivesof the Convertibility Law wasto take control of the
money supply away from the Centra Bank because it was consdered to be subject to influence by
politicians, rather than following Aseriousii economic policies. But, the Central Bank Law coupled with the
Convertibility Law simply took the control of creetion of the money supply away from the Centrd Bankers
and placed it in the hands of internationa investors. The results of the Argentine experience suggest that
internationd investors are no better at finding the appropriate monetary policy to ensure stability than the
Centra Bank. Clearly anew approach is neededB tying the hands of the Centra Bankerssmply leavesthe
determination of acrucid variable of economic policy hostage to international capital marketsthat have a

very poor track record in economic policy matters.

Finally, alarge part of the Argentine adjustment process was based on the assumption that freer
trade would provide a gimulative role in increasing economic growth. But, in Argentinathe policy advice
was to unilaterdly liberdise its markets, in direct opposition to the framework that had been adopted by



developed countries through multilaterd GATT negotiations or the WTO and apogtion which did littleto
ensure benefits of more open trade to Argentine exporters. This position was supported by a\World Bank
working paper that recommended that Argentina had much moreto gain from unilatera trade liberaisation
than through multilatera trade negotiations. However, the andysis was based on the assumption Athat
liberdization does not affect the trade baance, i.e., changes in exports equa changesinimports.f) See, J.
Nogues, AThe Choice Between Unilaterd and Multilateral Trade Liberdization Strategiesi WPS, 239,
Internationd  Economics Department, The World Bank, July 1989. The Bank provided structura
adjusment lending to Argentinato implement itstrade liberdisation policy, which was started in 1978, and
wasinfact dmogt totdly unilaterd. But to bdievethat acountry that had exercised substantia protection of
domestic industry should be able to preserve trade baance is beyond the willing suspension of disbelief
usually associated with this sort of econometric exercise.

Itisgeneraly believedthat tradeliberdisation can act asan engine of growthiif it promotes domestic
manufacturing activity and manufacturing exports. In 1980 Argentina accounted for 0.2 percent of world
manufacturing exports B in 1997 the figure was exactly the same. If it be thought that thefailure of tradeto
act as an engine of income growth in Argentina was due to the failure to expand its manufacturing exports
morerapidly, compare Argentina:s performance with Mexico which had amassve expanson initsshare of
globd manufacturing trade from the same level as Argentinain 1980 to 2.2 percent in 1997. However,
trade increases per capitaincomes only if it increases domestic vaue added, and in Mexico the share of
globa manufacturing value added declined from 1.9 per cent to 1.2 per cent between 1980 and 1997 while
in Argentina the share remained constant at 0.9 per cent. (These data come from the 2002 UNCTAD
Trade and Development Report, Chapter 3). Thisis not to say that Mexico did not benefit from its
increased trade, but it does say that Smply increasing trade is not an engine of growth, unless it does
provide substantiadly increasing vaue added.

Further, as noted in the 1999 Trade Development Report, the impact of trade liberdisation in
developing countries hasin generd produced conditionsin which externd deficits of developing countries
are now higher for any given leve of growth B that is, liberalisation has made the externa congtraint more
rather than less binding on growth in developing countries.
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Findly it isoften forgot that according to internationa trade theory, the gainsfrom tradethat accrue
form opening an economy to trade only fully accrueif domestic resources are dready fully employed. This
means that liberdisation of trade cannot be seen primarily as a means of providing full employment, but
rather requires full employment if it isto provide the greatest benefits.

Why don:t we learnB what is to be done? Partial proposalsfor the Doha Round

What conclusions can we draw from thisfailureto learn that aglobaised world responds differently
from aworld without capita flows and thus requires a different gpproach to economic policy? In aworld
dominated by debt, reducing interest rates and ensuring that increasing trade increases domedtic vaue
added and ensures asugtai nabl e current account balance are crucidly important. Thereare many who argue
that in the current internationd policy environment it isimpossible to introduce policies to achieve these
gods. That may bethe case, but every economist knowsthat aslong asred interest ratesremain abovered
growth rates debt will be growing as a share of GDP and make it more difficult to operate policy and to
support growth. If interest rates cannot be brought down, eventually thedebt will haveto be restructured or
default will take place. So some kind of forma mechanism for restructuring or bankruptcy at the
internationa level will be required if it isimpossible to act to reduce interest rates.

It isdso important to remember that the Bretton Woods system and the GATT wereorigindly set
up to ensure the preservation of afree multilateral trade negotiations system. For this reason safeguards
were built into the Articles of Agreement of these indtitutions that alowed countries to suspend their free
trade commitments when they faced certain types of externd difficulties. For example, Article VII of the
IMF charter dlows countriesto impaose exchange controls and trade restrictions against a country whose
currency is declared to be scarce.

Under the GATT the baance of payments provisons of Article XVIII:B dlow a country to
suspend itstrade commitmentsin order to address temporary paymentsimbal ances caused by Aexpansion
of internal markets and ingability of the terms of tradef. Further, Article XVIII1.A alows measures to
promote Aaparticular industry with aview to raising the genera standard of living of its peoplefl. However,

in conditions of large capitd flows, these measures are no longer solely in support of the mulltilaterd trading
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system but infact provide meansby which trade commitments are subordinated to financia commitmentsto
foreign creditors created by internationa capita flows. After Dohathe WTO is supposed to befollowing a
Development Agenda. Some of that Agenda should thus address how the balance of payments safeguards
should berevised in order to place trade commitments and meeting commitmentsto foreign creditorson an
equa footing and to ensure that they reflect the new globa conditions faced by the highly indebted

developing countries. Theseissuesarethe subject of discussoninthe WTO Working group on Trade, Debt
and Finance. Deve oping countries should argue forcefully in theworking group that Article XV111:B should
be rewritten to dlow congderation of problems associated with ingability in financid flows, financid

contagion and increasing debt service, Sncethesefactorsare now as, in not more, important that problems
creeted by volatility in goods and servicestrade on the sustainability of trade measuresin theface of externd

disequilibrium..

In order to address the question of the benefits from trade, the conditions under which measures
could be taken to restrict imports for balance of payments purposes must be redefined. Article XVIILA
dedswith asingleindustry, but many countries require restructuring of entire sectorsif they areto achieve
vaue added increasing trade. Thus, thearticle must be made generd in order to dlow for full scdeindudtrid
reconstruction with aview to dleviating the balance of payments congtraint and ensuring thet thisisdonein
conditionsof increasing va ue added. Thisarticle should be gpplied more generdly to acountry that seeksto
reduce its dependence on primary export earnings by promoting structural change, upgrading and
diversfication, processes which typicaly involve more than one sector or industry but it must be pursued.
Furthermore, the provison regarding compensation conflicts with the need to raise financing for
development through higher export earnings. 1t isnot appropriatefor theinternational community to ask for
compensation from devel oping countries trying to ded with what is acknowledged to beagloba problem.

These are only some of the issues that must be considered if we areto learn from our mistakes, to
improve our workmanship and formulate Aseriousii policies that will alow for structurd adjustment that is
compatible with growth in per capitaincomesin developing countries. If we continue with the outmoded
policiesthen the nearly two decadesin which per capitaincomes have barely increased will befollowed by

another lost decade and continuous financid crigs.
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