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INTRODUCTION



TIMES HAVE CHANGED. CHINA NOW HAS THE SECOND-LARGEST economy in the world. Mexico, following almost twenty years of economic stability, now boasts 1.9 million manufacturing jobs, thriving innovation centers, and a burgeoning high-tech industry. Between 2001 and 2011, Brazil lifted 20 million people out of poverty and into its growing middle class, and in the last quarter of the twentieth century Botswana’s gross domestic product per capita grew faster than that of any other country on the planet. The once-labeled “Third World” is edging its way into the “First World.” Add to these observations the recent debt and financial crises that have battered the United States and Europe, and it becomes clear that the future prosperity of the global economy depends as never before on sustained growth in emerging markets as well as on the stabilization of our own shaky ground. Interdependence is paramount. In the years ahead, everyone will win or everyone will lose, and the outcome hinges critically on whether advanced nations muster the humility required to absorb and embrace the Third World’s lessons for First World growth.


How did we arrive at this reversal of fortune? Not so long ago China seemed hopelessly mired in poverty, Mexico triggered the Third World Debt Crisis, and Brazil experienced one of the world’s highest rates of inflation. How did these countries, and many others like them, engineer such a stunning economic turnaround? The answer, in a word, is discipline. Just as an individual’s ability to delay gratification at a young age is a powerful predictor of future academic and professional achievement, discipline is also central to the long-run economic health of nations. The point sounds almost too obvious to state, but the definition of “discipline” that emerges from a historical analysis of the Third World’s remarkable transformation may take you by surprise.


In the current economic and political climate, pundits and policymakers of all stripes erroneously equate discipline with possessing the courage to adopt extreme measures. In the fiscal debate raging across the United States and Europe, British prime minister David Cameron and German chancellor Angela Merkel assert that austerity now—massive deficit reduction—is the way to get advanced economies back on track, while Nobel Prize–winning economist Paul Krugman argues that governments need to maintain deficit spending until robust growth resumes. A government decision that slashes spending at the wrong time and sends a weak economy into a tailspin can be just as undisciplined as one that unleashes a wasteful spending spree in an overheated environment. Discipline does not call for crash diets or binge eating, but rather for healthy habits practiced consistently over a lifetime.


Discipline occasionally calls for extraordinary measures, but most of the time discretion is the better part of valor. Good economic policy requires not so much the bravado to implement drastic change as the strength and wisdom to make reasonable trade-offs over the many years it takes to transform a country’s standard of living. Discipline in this context means self-control and a sustained commitment to the future, resisting the temptation to adopt policies that tilt entirely in one ideological direction or another and opting instead for the vigilant pursuit of a pragmatic middle road to prosperity.


Discipline also has a certain periodicity. Fluctuating across time and location, it is not an inherent trait forever present in some countries and permanently absent from others. Germany, a country that many people view as the epitome of self-control, printed radically large quantities of money during the 1920s, plunging the nation into record hyperinflation and economic chaos. More recently, the US government’s acrimonious disagreement over the federal debt ceiling and near-default on its financial obligations in the summer of 2011 displayed a level of reckless behavior that few people would previously have thought possible for Uncle Sam. Developed countries are no longer the paragons of restraint that they imagine themselves to be.


As patterns of discipline change, we need to acknowledge the shifting landscape. Developing countries have made astonishing progress. No reasonable observer of Brazil during the 1970s and 1980s would have described the country’s economic policy as disciplined, and yet, since 1994, Brazil has made consistent strides in that direction under the successive governments of Presidents Cardoso, Lula, and Rousseff. The policy pendulum now swings in the direction of prudence, self-control, and sustained commitment to the long term. In the early 1970s, few people in the Chinese government understood the basic principles of a market economy. Forty years later, Chinese policymakers responded decisively to the global recession of 2008–2009 with accelerated investment in infrastructure.1 As a result, China not only maintained its astonishingly high rate of growth but also contributed more to the global recovery than any other nation.


Some observers attribute the new attitude and attendant success of emerging countries to the free-market policy reforms prescribed by the US Treasury, the International Monetary Fund (IMF), and the World Bank, beginning in earnest in the 1980s. Others counter that the reform agenda, unleashed on the developing world during the Reagan presidency and carried forward by subsequent US administrations bred resentment through its heavy-handed implementation and did more harm than good. These critics of the economic reform and globalization agenda sometimes known as “the Washington Consensus,” insist that the emerging-market success stories of today occurred in spite of, not thanks to, the changes foisted upon developing countries by the Western power elite.


If discipline means a steadfast commitment to policies that tread a consistent and pragmatic path between ideological extremes, how should countries in search of prosperity navigate between the growth narrative of reform enthusiasts, on the one hand, and the strident skepticism of reform critics, on the other? Because advanced nations unilaterally pushed reforms in the past, I understand the tendency of books like Joseph Stiglitz’s Globalization and Its Discontents to frame the debate in stark terms and to portray rich countries as the villains of globalization and developing nations as victims. I also appreciate the passion with which Jeff Sachs (The End of Poverty), Bill Easterly (The White Man’s Burden), and Dambisa Moyo (Dead Aid) state their differing views on the effectiveness of aid. When the stakes are high, it is natural to find ourselves drawn to clear, unyielding positions, particularly those tinged with a moral argument of one kind or another. After all, we are talking about helping millions of people, some of whom live on less than a dollar a day, lift themselves out of an existence where food and water are very much in doubt and into a reasonable standard of living. Yet precisely because the stakes are so high—for everyone, in rich and poor nations alike—we need less polarization and more focus on facts so that we may reliably answer the following question: which policy reforms, implemented under what circumstances, actually increase economic efficiency and help countries make the most of their limited resources?


Policies that are efficient help economies grow. Growing economies create jobs, expand opportunity, and help people feed their families. If we want to know where and when economic reforms deliver efficient outcomes—to understand how they propelled emerging countries to their new levels of prosperity and might yet promote economic recovery in the debt-strapped First World—we must push past polemic and find a constructive way to evaluate three and a half decades of evidence about the impact of policy changes on the material well-being of billions of people around the globe.


Setting aside personal proclivities isn’t easy. I spent much of my childhood in the developing world, witnessing children begging on the street, and I devoted my young adulthood to the task of trying to figure out how to help poor countries prosper. As a doctoral student in the MIT economics department in the mid-1990s, I realized that an objective tool was already at hand for evaluating competing and emotionally charged claims about the likely future impact of changes in economic policy. Ironically, the answer for how best to understand what works for the poor turned out to be the stock market—a quintessential symbol of the rich.


Stock market reactions to economic reforms provide powerful forecasts of policy efficiency because they capture what author James Surowiecki calls “the wisdom of crowds.”2 Changes in the value of stocks reflect the average opinion of thousands of shareholders who do not care about ideological debates but simply want to know whether a given policy change will create or destroy economic value. Their collective assessment, as reflected in the national stock market index, is more reliable than the judgment of any individual.


But really, how wise is the crowd? Given the turbulence in financial markets since August 2007, it may seem like the height of either arrogance or ignorance to claim that the stock market is a reliable indicator of anything real. From Charles Kindleberger’s classic work on financial crises, Manias, Panics, and Crashes, to the burgeoning field of behavioral economics, there is a lot of evidence that the market does not always reflect the true underlying value of stocks, let alone anything useful about the broader economy.


In his book Irrational Exuberance, Robert Shiller provides a number of examples of large stock price increases that were out of sync and apparently not triggered by any significant economic news. But the observation that stock prices sometimes fluctuate for no apparent reason does not mean that all stock price movements are uninformative. Indeed, Shiller himself candidly states that “some substantial fraction of the volatility in financial markets is probably justified by news about future dividends or earnings.”3


In order to believe that the stock market has something useful to say about economic reforms, you do not have to accept the premise that stock prices are always spot on. All you need to acknowledge is that prices respond to significant revelations about a country’s economy and that this will be the case as long as shareholders (current or prospective) seek to maximize their profits.4 This is not an article of faith but a fact—especially in emerging markets, where the economic changes over the past three decades have been large and unprecedented.


So while it is true that the stock market sometimes gets out of step with the greater economy, competition ensures that the market does respond to major changes in policy, and the market’s response is an objective and reliable, if imperfect, predictor of long-term economic impact.5 Data show, for example, that in a wide range of developing countries shareholders drove up stock valuations fourfold in anticipation of various economic reforms enacted over a period of roughly three decades. Stock markets in the developing world predicted that reforms in those countries would improve their economic performance, and contrary to the increasingly popular view that the reform agenda failed to generate broad-based economic improvements, the markets were generally right.


Stock markets rose throughout the Third World because economic reforms, difficult as they were to implement, would eventually, if sustained, reduce inflation, open countries to the benefits of free trade, and make them more profitable places to do business. This begs the question: did stocks rise simply because the reforms signaled a political triumph of rich over poor that would result in a future redistribution of income from workers to shareholders? The facts indicate that the rise in valuations did more than create wealth for owners of shares. Higher stock prices reduced the cost of capital for firms, making it cheaper for them to invest in factories, equipment, and new technologies. Higher levels of investment increased the productivity, wages, and material well-being of workers in developing countries. In other words, the stock market served as both a useful predictor of whether changes in policy would have positive effects on the lives of people at all levels of society and a conduit through which those effects were actually transmitted. Reviewing developing countries’ historical struggle with economic reform through the lens of their stock exchanges leaves little doubt that governments (in both the First and Third Worlds) in search of a growth strategy should go shopping in the store of market-friendly policies.


Although there is no single path to prosperity and all countries have to find their own way, one common thread leaps out from the evidence: discipline. Governments that adopt and maintain market-friendly reforms can deliver ongoing improvements to the material well-being of their people. Leaders who take shortcuts may produce abundance for a day but ultimately impoverish the masses. Discipline does not reside in the world of command-and-control economies; it also does not embrace extreme forms of laissez-faire capitalism.


Instead, discipline is a sustained commitment to a pragmatic growth strategy, executed with a combination of temperance, vigilance, and flexibility that values the long-term prosperity of the entire population over the short-term enrichment of any particular group of individuals. The optimal blend of policies that makes up the growth strategy differs from place to place, but the various roads to riches—all of them long—are paved with a mix of free markets, judicious regulation, and government provision of public goods like education, infrastructure, and health.


The stock market ultimately rewards disciplined policies that create long-run value, but there are important limitations to what it can teach us. The market is a leading indicator: it provides a forecast about the likely future impact of changes in policy, not an evaluation of the outcomes that actually come to pass. The traditional way of measuring policy effectiveness assesses impact using lagging economic indicators such as growth and inflation that become available only after the policy has been implemented. Since people live on the wages and profits of economic outcomes, not forecasts, is it not better to look directly at whether inflation declined and growth increased after the implementation of reforms?


The truth is that we need both perspectives—before and after—because lagging indicators do not tell us whether reforms failed because of bad policies or lack of discipline. Some economic reforms will even reduce growth in the period immediately following implementation, with turnarounds in performance coming only after years of sustained application. If a country abandons reform because the initial fall in growth proves unpopular with the populace, then it will seem as though the restructuring was bad for the economy when the truth is that growth would have been higher in the long run had the reforms been given a chance to work.


In contrast to lagging indicators, the market’s reaction to the prospect of reform inherently takes into account the impact that market participants expect the policy change to have in both the short run and the long run. Accordingly, the stock market provides a powerful, non-ideological indicator of likely policy effectiveness and an important complement to traditional measures such as growth, inflation, and productivity—all of which we will continue to use throughout the book because they provide important reality checks.


Of course, where stock markets do not exist, we cannot use them to directly predict the impact of changes in policy. Since the former Soviet Union and much of Eastern Europe established stock markets at the same time they implemented their “shock therapy” free-market reforms, countries such as the Czech Republic, Poland, and Russia do not play a direct role in our story here. On the other hand, studying emerging economies for which the appropriate stock market data are available teaches us important lessons about the conditions under which shock therapy is likely to succeed and provides useful information to countries contemplating such an approach to their economic problems, now or in the future.


Replacing wasteful policies with efficient ones creates value for society, but it also produces winners and losers. The issue of how to treat the losers fairly is a multifaceted problem. First, there is the question of fairness within a given country undertaking reform. Efficient policies increase the size of the economic pie, and in principle everyone in the country, from workers to shareholders, can have a larger slice, but this is not a given in all cases. The path to greater efficiency can be painful and uneven. Opening up to free trade is a good example of a reform that raises national living standards over time but may exact a wrenching toll along the way: inefficient industries close, workers lose their jobs, and people must adjust to a different way of life as capital moves to newly profitable sectors of the economy and creates the employment of the future.


The challenge for leadership is to recognize the potential benefits of reform, make the disciplined decisions, and chart a course that allows what is good for the country as a whole to prevail over the preferences of corporations, unions, candidates for public office, or any other group that would forestall national progress to protect its own narrow interests. Where appropriate, it also makes sense to provide a safety net for the losers—both on humanitarian grounds and because ameliorating the unequal impact of change may increase the likelihood of sustaining reforms over time.


Sustaining the benefits of reform also requires attention to issues of fairness in international relations. In an interdependent world, relationships between countries have an impact on policies, and policies between countries affect whether companies make profits and people have jobs. Fairness in the context of international relations is not just about good manners; it’s a matter of good business. Viewed through that lens, the developed world’s treatment of its newly prosperous colleagues around the globe is of particular concern. For the past three decades, developed countries have used their leverage at international institutions like the IMF, the World Bank, and the World Trade Organization (WTO) to lecture the developing world about the good things that would happen to their economies if they reduced inflation, liberalized trade, and privatized state-owned enterprises.


Again, after many fits and starts, and in some cases at great political cost, a number of developing countries found the discipline to implement and sustain key parts of the reform agenda. Because of their newfound commitment to the future, the growth rate of developing countries surged after 1995, and their output now accounts for almost 50 percent of global economic activity. In spite of this fact, the developing world receives short shrift in the realm of international economic relations. The voice and representation of developing countries at multilateral institutions pale in comparison to their contributions to the world economy. The WTO has failed to secure a global trade deal that provides equal access to global markets for emerging countries, and no citizen of the developing world has ever been chosen to lead the IMF or the World Bank. To make matters worse, the challenging economic outlook tempts governments of advanced countries to look inward, to adopt various forms of protectionism, and to pursue growth strategies eerily reminiscent of those they urged developing countries to abandon in the recent past.


Why does this response from the First World and the continued marginalization of the Third World matter so much? For a variety of reasons related to the ways in which developed-country governments pushed the economic reform agenda and now fail to acknowledge the success of their counterparts in the developing world, voters and policymakers in emerging economies are suffering from “reform fatigue.” A recent survey of seventeen Latin American nations found that only 18 percent of respondents thought that a market economy was good for their country.6 Because further reforms are vital for continued and even more rapid growth in the emerging world, all countries—advanced and advancing—will be losers if reform fatigue sets in permanently and begins to spread. Developing-market growth alone cannot save the world economy, but rapidly expanding emerging economies and their burgeoning middle classes will buy more exports from the advanced world, help put its unemployed labor forces back to work, and blow vital wind into the sails of the developed world’s beleaguered economic ship.


Thanks to the steady accumulation of disciplined policy choices by a number of developing countries, a major revision of “Who’s Who in the World Economy” has taken place, with more disruption yet to come. Will officials in Washington, London, Brussels, and beyond embrace this shift, recognize the accomplishments of developing countries, and invite them into a new dialogue about the future of the world economy on terms commensurate with their importance to the global marketplace? Or will leaders of rich nations continue to resist the tide, insisting on a Pyrrhic victory that preserves their economic hegemony even as it undermines their (and everyone else’s) future standard of living? As evidenced by the 2008 collapse of the WTO’s Doha Development Round of negotiations with developing countries and the unrealized gains of potential free trade agreements, everybody loses without cooperation and consensus. Ironically, whether the emerging world continues to make policy choices that will contribute to shared prosperity for all nations hangs critically on whether the First World, now facing its own mountain of challenges, avoids the temptation to see prosperity as a zero-sum game and instead adopts the humility and discipline it needs to internalize the Third World economic lessons that lie in the pages ahead.







PART ONE









CHAPTER 1



MISS MAMA


GROWING UP AS A LITTLE BOY ON THE ISLAND OF JAMAICA IN the early 1970s, I cherished the time I spent on the porch of my grandmother’s simple two-bedroom ranch house in Kingston, the nation’s capital. There, at Three Windy Way in Harbour View, a middle-and working-class neighborhood at the southern edge of the city, I would sit on the brown, speckled tile, leafing through the pages of Encyclopaedia Britannica, reading Bible stories, and poring over back issues of National Geographic for hours on end. As sea breezes stirred the needles of the casuarina trees that lined the front yard and shaded my world from both the sun and the gazes of people passing by on the sidewalk, scents from Grandma’s kitchen—pumpkin soup, baking bread, brown sugar, and lime juice—wafted through the air.


Things only got better as the day progressed and the sun made its arc through the cobalt expanse of the Jamaican afternoon sky. The approach of evening was always my favorite stretch of time—a welcome pause between the heat of day and the fall of darkness. Grandma, finished with her cooking and housework, would come outside and sit with me in the early evening air. Encouraging children to read and dream was what Grandma, a former schoolteacher, did best, and she never missed an opportunity to work with one of her favorite students. Sitting together in the fading light, we lost ourselves in conversation, accompanied by the pulse of chirping crickets, the reverberating reggae beats from a nearby rum shop, and the animated voices of young men playing soccer in the street. These are the sounds of the Caribbean, the lyrical backdrop to Grandma’s outdoor classroom, where I asked question after question about the people and places I had encountered in the day’s reading and my ever-patient teacher shared with me facts and figures about distant lands.


Yet the greatest lesson I learned from my grandmother came not from something she read to me but from something she did for someone else. In Jamaica, as in many developing countries, poverty is never far away. On one occasion, the ambient sounds of those Caribbean evenings gave way to the piercing call of a woman at the front gate: “Mrs. Henry! Mrs. Henry, you deh so? Me beg you mek me come in.”


When poverty calls to you from the gate, you have to make a choice. You can avert your eyes, perhaps even turn your back and harden your resolve not to engage, but poverty will still be there looking at you, even if you don’t have the courage to return its gaze.


“Soon come,” Grandma called out as she lifted her tiny, slightly hunched frame from the chair next to me, walked across the tiles, stepped from porch to carport, and made the thirty-foot journey to the gate. “Good evening, Miss Mama. How are you?”


Miss Mama’s appearance belied her reply, “Me all right so far, Mrs. Henry.” Miss Mama looked anything but “all right” to me as I watched her follow Grandma toward the porch. The closer Miss Mama came to my sacred classroom, the sharper the contrast I discerned between her and my beloved tutor. With bare feet, tattered clothes, matted hair, and a protruding belly seemingly at odds with her thin frame, Miss Mama appeared to be from an entirely different planet than my grandmother, who, with her pressed and starched cotton dress and neatly groomed appearance, was the quintessential schoolteacher and matron of the Anglican Church.


After inviting Miss Mama to sit down next to her (and across from me), Grandma asked Miss Mama if she was hungry. Miss Mama replied, “Yes, Mrs. Henry. Is long time me nah eat you know, maam.” My grandmother disappeared inside, then emerged a few minutes later with a large tumbler of milk and a plate of warm, hard dough bread, dripping with butter. I sat there, watching Miss Mama eat and listening to the exchange—my grandmother asking questions in the Queen’s English, Miss Mama responding in patois.


They continued on for some time—Miss Mama chronicling her tough circumstances, my grandmother offering words of comfort and encouragement—until the last crumbs disappeared from the plate, the milk was drained, and my grandmother sent Miss Mama on her way with the familiar Jamaican benediction, “Walk good.”


I don’t know how Miss Mama got her name, and I don’t know where she came from, but I can picture her today just as I saw her in that first encounter in late 1977 when I was eight years old. Over the next several months, Miss Mama appeared at my grandmother’s front gate with increasing frequency. One day in 1978, following what turned out to be the last time I saw Miss Mama, I asked my grandmother: “Grandma, Miss Mama has a big belly, so why is she always hungry?” My grandmother replied that some people have big bellies not from eating too much but because they never get enough to eat.


For me, economics is all about Miss Mama. I was drawn to the subject because I wanted to help people in developing countries like my native Jamaica help themselves. Feeding the hungry is an act of kindness. Providing the hungry with the means to feed themselves is an act of empowerment that confers dignity as well as nourishment. My grandmother was too old and lacked the technical training to give people like Miss Mama that kind of enabling assistance. I wrote this book because I have no such excuse.


Helping people to help themselves begins with a simple observation. Never in the history of the world has a country sustainably reduced poverty without significantly increasing its population’s average overall standard of living. The gains from economic expansion may not be evenly distributed, so growth alone is not a sufficient condition for development. But it is absolutely necessary. Without growth, life becomes a series of zero-sum struggles directed at preserving one’s share of limited resources. With growth, the pie expands and the politics of distribution no longer involve such stark trade-offs. Because economic expansion provides the most reliable means of enabling the poor to lift themselves out of poverty, the critical question is: what kinds of economic policies lay the foundation for growth?


The economic policy decisions implemented in the months and years ahead will determine whether people eat or starve, live or die—and not just in emerging economies. The financial crisis of 2008–2009 drove record numbers of people in the United States into unemployment, foreclosure, and poverty, to say nothing of the devastating impact of its aftershocks on the economies and people of Europe. Whether in the First World or the Third, there is no place to hide from the power of policy.


As with so many things in life, gaining a useful perspective on the right way to move forward requires a careful look back.


FROM KINGSTON
TO KOREA



At the same time Miss Mama was recounting her hardscrabble life in Kingston in the 1970s, an unprecedented lending boom was under way in the wider developing world. Commercial banks in London, New York, and Tokyo freely lent money to developing-country governments from Manila to Mexico City. National officials used much of that money to fund a strategy for economic growth based on something called “dependency theory,” the dominant intellectual paradigm in the developing world at the time, especially in Latin America.


An intellectual descendant of the Marxist school of thought, dependency theory argued that developing countries—“the periphery”—were poor because of a historically unequal set of power relationships with developed countries—“the center”—that kept the people of the periphery dependent on the center for high-value manufactured goods like cars and refrigerators and relegated them to working in low-value, low-wage industries like bananas and sugar. According to dependency theory, if poor countries wanted to break this cycle of dependency and one day become rich, they needed to abandon the thinking that drove economic policymaking in the capitals of the center and employ an alternative model of economic development.


For instance, instead of relying on international trade and free markets as engines of growth, dependency theory encouraged developing-country governments to pursue a policy of “import substitution.” As the term implies, import substitution called for a country’s manufacturing sector to develop the capability and expertise to produce locally those goods that the country had previously imported from abroad. Because many domestic manufacturers were starting from scratch and thus would be less efficient than their foreign counterparts, import substitution advocated government support for them in the form of financial subsidies plus tariffs and/or outright restrictions on the quantity of foreign imports allowed to enter the country. Proponents of dependency theory believed that import substitution would empower developing countries to change their traditional patterns of trade with developed countries, help them become more self-reliant, and accelerate their path to prosperity. Coming as it did on the heels of the Third World independence movement, dependency theory had particularly strong appeal in Africa, Latin America, and parts of Asia that saw themselves as victims of neocolonialism.


While loans were plentiful in the 1970s, developing countries vigorously pursued import substitution and various other policies inspired by dependency theory. By the beginning of the next decade, however, signs had begun to emerge that all was not well. Investment of the borrowed money in unprofitable domestic industries, rising world interest rates, and a global recession had all combined to substantially reduce the value of the international banks’ loan portfolios in the debtor countries. As the current and future economic prospects of the debtors dimmed, the banks rushed to call in their loans. New lending ground to a standstill, and the short-term payment burden for the debtors became unmanageable.


In the absence of new lending, scarce resources that would normally have funded investment in developing countries were consumed by debt servicing. Countries had to choose between balancing their budgets or continuing to run deficits and financing them by printing money (also known as “monetizing” the deficit). Many countries chose the latter option. As the difference between expenditures and revenues grew, governments, cut off from external creditors, relied ever more heavily on printing money to meet their fiscal shortfalls. As a consequence, prices soared, currencies lost their value, and inflation crises ensued. Under these circumstances, life became particularly miserable for the poor. When faced with inflation, the wealthy can use financial markets to protect their assets, but the poor have limited access to financial services and find it hard to keep inflation from devouring the purchasing power of their already meager income and any savings they might have.


On August 12, 1982, Mexico defaulted on its external debt, marking the start of what came to be known as the “Third World Debt Crisis.” Over the next three years, no fewer than forty countries in Asia, Africa, and Latin America, encompassing roughly 40 percent of the Third World, ran headlong into debt-servicing difficulties. Standards of living tumbled as gross domestic product per capita in the troubled countries contracted by 2.5 percent in 1982, 4.8 percent in 1983, and an average of 1.6 percent per year from 1982 through 1985.1 As incomes fell, social unrest boiled over and protesters took to the streets in Argentina, Bolivia, Brazil, Ecuador, Mexico, and many other countries. Just as the European debt saga today raises fears that a default by Italy or Spain will trigger a repeat of the 2008–2009 financial crisis, in the early 1980s bankers and public officials worried that defaults by large borrowers such as Mexico and Brazil would cause a collapse of the international banking system.


With developing countries teetering near the abyss and threatening to take the advanced nations down with them, global financial stability was certainly on the line. But something even bigger was at stake. The mid-1980s marked the height of the Cold War and the battle of ideas that would shape the future course of the world: Ronald Reagan and Margaret Thatcher against Mikhail Gorbachev and the “Evil Empire,” or the power of markets versus the power of the command economy. In this context, the Third World Debt Crisis presented an opportunity for one of the world’s two great superpowers at the time to exert its intellectual hegemony. On October 8, 1985, US Secretary of the Treasury James A. Baker III gave a speech in Seoul, South Korea, that did just that. Baker’s speech, delivered at the annual meetings of the International Monetary Fund and the World Bank Group, outlined a three-point “Program for Sustained Growth” (known thereafter as “the Baker Plan”). In the words of Baker’s boss, President Reagan, the program was designed to “address problems of debt and declining growth in developing countries.”2


The problem, as Baker outlined it, was low growth and wasteful spending as a result of years of adherence to dependency theory and its philosophy of closed markets and extensive state intervention in the economy. In his view, the only way out was for the countries in question to commit to macroeconomic reforms such as inflation stabilization, trade liberalization, privatization, and freer flows of capital.3 These reforms would pave the road to increased prosperity for developing countries. In return for adopting these reforms, the US Treasury, the International Monetary Fund (IMF), the World Bank, and other multilateral financial institutions pledged to lend developing countries the money they needed to meet their debt obligations, restructure their economies, and renew their relationships with the capital markets.


The Baker Plan did not resolve the debt crisis—that distinction would go to the Brady Plan set forth four years later by Baker’s successor, Nicholas F. Brady. In time, the Brady Plan would consolidate the process of reform, relieve some of the debt burden, and restore developing-country access to private credit markets. But the Baker Plan did send an unambiguous signal with broad ramifications. In calling for stabilization, liberalization, and privatization, Baker delineated in no uncertain terms the intellectual framework that would drive the official US position on economic policy in developing countries for the rest of the Reagan presidency and beyond. The message, to put it mildly, was not well received.


THE WASHINGTON
CONSENSUS FIGHT



In the aftermath of Baker’s speech, policymakers, the general populace, and even economists in developing countries publicly railed against the call for a sea change in their economic policies, accusing the unholy trinity of the US Treasury, the IMF, and the World Bank of forcing a “neocolonial” agenda down the throats of developing nations that had no choice but to succumb to the ideologically driven US demands or else become pariahs of the international capital market. The accusations came in many forms, but all were variations on a basic theme: the international financial orthodoxy pushed Third World governments to adopt policies that hurt the poor and were generally not in the economic interest of anyone except the banks that had lent money to the developing countries.


In 1989 economist John Williamson tried to take the debate out of the ideological realm. In an article titled “What Washington Means by Policy Reform,” he coined the term “Washington Consensus” as a convenient shorthand expression for the set of ten policies, outlined in Baker’s speech, that the US Treasury, the IMF, and the World Bank thought were useful instruments for achieving the economic objectives of high growth, low inflation, sustainable finances, and an equitable distribution of income.




THE TEN ORIGINAL WASHINGTON
CONSENSUS POLICIES


1. Fiscal discipline


2. Reorientation of public expenditures


3. Tax reform


4. Financial liberalization


5. Unified and competitive exchange rates


6. Trade liberalization


7. Openness to foreign direct investment


8. Privatization


9. Deregulation


10. Secure property rights4





Williamson emphasized that irrespective of whatever intellectual worldview Washington wanted to push, the ten policy instruments on the list were not desirable for their own sake. Rather, the essential point was that some subset of the list of instruments would provide the most efficient means for developing countries to achieve the goal of greater and sustainable economic prosperity.


Instead of taking Williamson’s narrow, rather clinical construction in the spirit with which it was offered, however, many interested observers misappropriated the term “Washington Consensus” and used it as shorthand for a broader agenda of small government, elimination of the welfare state, and other political goals outside the realm of economic efficiency. With the fall of the former Soviet Union in the late 1980s, the term “Washington Consensus” became an “ill-suited and temporary substitute for the all-encompassing ideological frameworks that millions of people had come to depend on to shape their opinions about affairs at home and abroad, judge public policies, and even steer some aspects of their daily lives.”5 Given the infusion of the term with ideology and meaning far beyond Williamson’s original technocratic intent, it is not surprising that more than a decade later, in Williamson’s own words, “there are people who cannot utter [‘Washington Consensus’] without foaming at the mouth.”6
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