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Introduction


ON A VISIT to a small Latin American country a few years back, my colleagues and I paid a courtesy visit to the minister of finance. The minister had prepared a detailed PowerPoint presentation on his economy’s recent progress, and as his aide projected one slide after another on the screen, he listed all the reforms that they had undertaken. Trade barriers had been removed, price controls had been lifted, and all public enterprises had been privatized. Fiscal policy was tight, public debt levels low, and inflation nonexistent. Labor markets were as flexible as they come. There were no exchange or capital controls, and the economy was open to foreign investments of all kind. “We have done all the first-generation reforms, all the second-generation reforms, and are now embarking on third-generation reforms,” he said proudly.


Indeed the country and its finance minister had been excellent students of the teaching on development policy emanating from international financial institutions and North American academics. And if there were justice in the world in matters of this kind, the country in question would have been handsomely rewarded with rapid growth and poverty reduction. Alas, not so. The economy was scarcely growing, private investment remained depressed, and largely as a consequence, poverty and inequality were on the rise. What had gone wrong?


Meanwhile, there were a number of other countries—mostly but not exclusively in Asia—that were undergoing more rapid economic development than could have been predicted by even the most optimistic economists. China has grown at rates that strain credulity, and India’s performance, while not as stellar, has confounded those who thought that this country could never progress beyond its “Hindu” rate of economic growth of 3 percent. Clearly, globalization held huge rewards for those who knew how to reap them. What was it that these countries were doing right?


THE PRIMACY OF ECONOMIC GROWTH



These are some of the greatest economic puzzles of our time, and they are the questions around which the chapters in the book revolve. Fascinating and challenging as they are from a scholarly standpoint, their significance runs much deeper. Our ability to answer these questions will help determine the extent to which the world’s poor lift themselves out of destitution, improve their standards of living, achieve better health and education, and attain greater control over their lives. Economic growth is the most powerful instrument for reducing poverty. If you look at a map of the world today and ask where there is the greatest incidence of poverty, the simplest answer is: where there has been the least amount of growth since the onset of modern economic growth around the middle of the eighteenth century. Economic growth can be powerful over much shorter periods of time as well. China’s rapid growth since 1980 has allowed more than 400 million of its citizens to pull themselves above the poverty line.1 Of course, growth is not a panacea, and there are certainly cases where health and social indicators have not improved despite sustained growth over periods of a decade or more. But historically nothing has worked better than economic growth in enabling societies to improve the life chances of their members, including those at the very bottom.


As the vignettes with which I started indicate, these have been interesting times for students of economic growth. Some countries have embarked on rapid growth after years of stagnation; others have collapsed following a period of high growth; yet others have never experienced sustained growth. This book represents my attempt to understand the growth successes and failures of the last few decades and to distill general lessons from this experience. My objective is as much to shine a guiding light on future policies as it is to interpret the past. I aim in these essays to elucidate the nature of the institutional arrangements—national and global—that best support economic development over the longer term.


All of this diverse experience with growth has happened in an era of rapid globalization, during which countries have become increasingly open to forces emanating from outside their borders. The fact that they have responded so differently is evidence enough—if any is needed—that national policy choices are the ultimate determinant of economic growth. At the same time, successful countries are those that have leveraged the forces of globalization to their benefit. China and India would not have done nearly as well without access to relatively open markets for goods and services in the advanced countries. But their success was also due to their governments’ concerted efforts to restructure and diversify their economies. If China and India had nothing other than garments and agricultural products to export, the gains from foreign trade and investment would not have been nearly as large. Understanding how the forces of globalization interact with national economic policies is therefore indispensable as we interpret the past and draw lessons for the future. This helps us rethink global economic governance from a slightly different perspective: instead of asking, “What do countries have to do to live with globalization?” we can ask, “How should the institutions of economic globalization be designed to provide maximal support for national developmental goals?” I devote a good chunk of this book to the latter question.


The chapters that follow cover a wide range of topics—growth, institutions, globalization—but they advance, I think, a unified framework motivated by a number of common predilections and preoccupations. It may be useful to lay out those predilections—some will call them biases—at the outset.


A CREDO OF SORTS



First, this book is strictly grounded in neoclassical economic analysis. At the core of neoclassical economics lies the following methodological predisposition: social phenomena can best be understood by considering them to be an aggregation of purposeful behavior by individuals—in their roles as consumer, producer, investor, politician, and so on—interacting with each other and acting under the constraints that their environment imposes. This I find to be not just a powerful discipline for organizing our thoughts on economic affairs, but the only sensible way of thinking about them. If I often depart from the consensus that “mainstream” economists have reached in matters of development policy, this has less to do with different modes of analysis than with different readings of the evidence and with different evaluations of the “political economy” of developing nations. The economics that the graduate student picks up in the seminar room—abstract as it is and riddled with a wide variety of market failures—admits an almost unlimited range of policy recommendations, depending on the specific assumptions the analyst is prepared to make. As I will argue in the chapters to come, the tendency of many economists to offer advice based on simple rules of thumb, regardless of context (privatize this, liberalize that), is a derogation rather than a proper application of neoclassical economic principles.


Second, I believe in the importance of a careful reading of the empirical evidence. In particular, our prescriptions need to be based on a solid understanding of recent experience. This may seem like a trivial point to emphasize, but it is remarkable how frequently it is overlooked. It is common for policy advisors to recommend growth strategies to countries without having a solid grasp of the ups and downs of their recent economic performance—that is, without understanding the nature of the growth process in that economy. Econometricians are still hard at work looking for the growth-promoting effects of policies that countries in Latin America and elsewhere embraced enthusiastically a quarter century ago. I am not a purist when it comes to the kind of evidence that matters. In particular, I believe in the need for both cross-country regressions and detailed country studies. Any cross-country regression giving results are that not validated by case studies needs to be regarded with suspicion. But any policy conclusion that derives from a case study and flies in the face of cross-national evidence needs to be similarly scrutinized. Ultimately, we need both kinds of evidence to guide our views of how the world works.


Third, I remain a believer in the ability of governments to do good and change their societies for the better. Government has a positive role to play in stimulating economic development beyond enabling markets to function well. This view is to be contrasted with two alternative perspectives. One of these, the public-choice or rent-seeking perspective, thinks of the government as the malign tool of private interests. When the government interferes, it does so only to enrich supporters, cronies, or the intervening bureaucrats themselves. From this perspective, the more we can restrain government action, the better. The second perspective, that of the political-economy school, does not take an ex ante position on whether government is a positive or negative force, but fully endogenizes the behavior of government, and in doing so leaves it with no room to do anything (whether good or bad) that has not already been foreordained by longstanding structural determinants. To adherents of this perspective, the question “What should the government do?” is meaningless—or at least one that they have difficulty dealing with. While both schools have contributed important insights, I believe they underestimate the roles that serendipity and imperfect knowledge play in policy formulation. In the world of public policy, lots of $100 bills are left lying on the sidewalk. The role of economists is to point those out, while that of political leaders is to engineer the bargains that will allow them to be picked up.


Fourth, I believe that appropriate growth policies are almost always context specific. This is not because economics works differently in different settings, but because the environments in which households, firms, and investors operate differ in terms of the opportunities and constraints they present. “You don’t understand; this reform will not work here because our entrepreneurs do not respond to price incentives,” is not a valid argument. “You don’t understand, this reform will not work here because credit constraints prevent our entrepreneurs from taking advantage of profit opportunities” or “because entrepreneurship is highly taxed at the margin” is a valid argument—assuming those borrowing constraints or high taxes can be documented. Learning from other countries is always useful—indeed, it is indispensable. But straightforward borrowing (or rejection) of policies without a full understanding of the context that enabled them to be successful (or led them to be failures) is a recipe for disaster. Once one understands that context, there will always be variations on the original policy (or different policies altogether) that will do a better job of producing the intended effects.


A fifth preoccupation is with prioritization, sequencing, selectivity, and targeting of reforms on the most binding constraints. One of the professional deformations of economists is to see an economy’s problems almost exclusively from the perspective of their own area of specialty. A trade theorist will turn to developing economies and see lack of openness to trade as the key obstacle to growth. A financial market economist will identify imperfections in credit markets and lack of financial depth as the main culprit. A macroeconomist will worry about budget deficits, levels of debt, and inflation. A political-economy specialist will blame weakness in property rights and other institutions. A labor economist will point to labor-market rigidities. Each of them will then advocate a demanding set of institutional and governance reforms targeted at removing the presumed defect. So trade openness will require not just removal of tariffs and quotas on imports, but also improved governance, less corruption, better education, and smoothly functioning labor and credit markets. Financial depth requires prudential supervision and regulation, an open capital account, appropriate macroeconomic management. Macroeconomic stability requires fiscal rules, central bank independence, adherence to international financial codes, and sundry “structural reforms.” Rarely will the advisor ask whether the problem at hand constitutes a truly binding constraint on economic growth, and whether the long list of institutional reforms on offer are well targeted at the economy’s present needs. But governments are constrained by limits on their resources—financial, administrative, human, and political. They have to make choices on which constraints to attack first and what kind of reforms to spend political capital on. What they need is not a laundry list, but an explicitly diagnostic approach that identifies priorities based on local realities.


Finally, modesty. Economists have probably had more influence on policy in recent decades than at any other time in world history. But the sad reality is that their influence in the developing world has run considerably ahead of their actual achievements. Winston Churchill famously quipped that Clement Attlee, his rival and successor as prime minister in 1945, was “a modest man, with much to be modest about.” To turn the quip on its head, economists are an arrogant bunch, with very little to be arrogant about. I hope the reader will agree that the essays in this book are different, for they were written in a spirit of humility. As social scientists, economists have neither the ability of physicists to fully explain the phenomena around us, nor the expertise of physicians to prescribe effective cures when things go wrong. We can be far more useful when we display greater self-awareness of our shortcomings. The emphasis on pragmatism, experimentation, and local knowledge that permeates the essays in the book is grounded in such considerations.


A ROAD MAP OF THE BOOK



The chapters in the book are organized in three parts: growth, institutions, and globalization. Each part includes two substantive chapters plus a shorter piece of synthesis. These essays were written at different times over a period of around six years. All except one (chapter 4) has been published previously. I selected them among my publications not because they are my favorites or are better known, but because they fit well together and are thematically well linked. In preparing them for inclusion in this book, I undertook only some minor updating and edits, mainly to provide for smoother transitions across the chapters and eliminate repetition.


Part A of the book focuses on economic growth: why have some countries grown more rapidly than others, and what we can learn from this experience as we design growth strategies going forward? Chapter 1 offers a broad review of the evidence and presents two key arguments. One is that neoclassical economic analysis is a lot more flexible than its practitioners in the policy domain have generally given it credit for. In particular, first-order economic principles—protection of property rights, market-based competition, appropriate incentives, sound money, and so on—do not map into unique policy packages. Reformers have substantial room for creatively packaging these principles into institutional designs that are sensitive to local opportunities and constraints. Successful countries are those that have used this room wisely. The second argument is that igniting economic growth and sustaining it are somewhat different enterprises. The former generally requires a limited range of (often unconventional) reforms that need not overly tax the institutional capacity of the economy (as discussed in chapter 2). The latter challenge is in many ways harder, as it requires constructing over the longer term a sound institutional underpinning to endow the economy with resilience to shocks and maintain productive dynamism (see chapter 4 and chapter 5). Ignoring the distinction between these two tasks leaves reformers saddled with impossibly ambitious, undifferentiated, and impractical policy agendas.


Chapter 2 (coauthored with Ricardo Hausmann and Andres Velasco) focuses on igniting economic growth. It presents a framework for identifying “binding constraints” on growth, so that reform strategies can focus on areas with the biggest immediate impact. The diagnostics revolve around a decision tree. Starting from the very top, growth can be constrained by inadequate social returns, by a large wedge between social and private returns (lack of appropriability), or by poor access to finance. Economies suffering from each of these different constraints throw out different signals. For example, a finance-constrained economy is one where real interest rates are high, current account deficits are large, and investment is highly responsive to exogenous foreign inflows (e.g., remittances). The diagnostic analysis begins by trying to identify which of these areas presents a more serious constraint, and then moves one level down. For instance, if low social returns are identified as the constraint, the next question turns on whether the reasons for that have to do with poor geography, low human capital, or inadequate infrastructure. The analysis continues in fractal fashion at successively finer levels of resolution until the list of binding constraints is narrowed to a set small enough to be amenable to policy. The chapter discusses the application of this approach to three Latin American countries: El Salvador, Brazil, and Dominican Republic.


Chapter 3 is a shorter, synthetic essay that pulls the key themes in the previous two chapters together and lays out a broad vision for formulating growth strategies. It emphasizes three steps in the process. The first step consists of an analysis of growth diagnostics, along the lines discussed in the previous chapter. The second step involves policy design, where the objective is to remove the identified constraint(s) with targeted, imaginative policies that are cognizant of the local realities. The third step is an ongoing one, requiring the institutionalization of the diagnostic and policy design activities, with the goals of strengthening the institutional infrastructure of the economy and maintaining productive vitality.


This provides a transition to part B of the book, which focuses on institutions specifically. The first chapter in this part (chapter 4) picks up the theme of productive vitality and asks: what kind of institutions best enable developing economies to diversify their productive structures so that they can sustain economic growth in the longer run? The hallmark of development is structural change—the process of pulling the economy’s resources from traditional low-productivity activities to modern high-productivity activities. This is far from an automatic process, and requires more than well-functioning markets. It is the responsibility of industrial policy to stimulate investments and entrepreneurship in new activities, especially those in which the economy may end up having comparative advantage. The usual argument against industrial policy is that governments can never pick winners. I show that this is the wrong way of thinking what industrial policy does. Appropriately structured, industrial policy is a process of strategic collaboration between the private and public sectors, where the objectives are to identify blockages and obstacles to new investments and to design appropriate policies in response. The chapter describes the institutional features that such an industrial policy regime needs to have.


The focus of chapter 5 is the full gamut of market-supporting institutions that ensure economic prosperity in the long run. The chapter opens with a typology of institutions that allow markets to perform adequately. While we can identify in broad terms institutional prerequisites, I argue that there is no unique mapping between markets and the nonmarket institutions that underpin them. The chapter emphasizes the importance of “local knowledge,” and advances the view that a strategy of institution building must not overemphasize best-practice “blueprints” at the expense of experimentation. The question is, how do we design such institutions sensitive to local knowledge and needs? I argue that participatory political systems are the most effective mechanism for processing and aggregating local knowledge. In effect, democracy is a metainstitution for building good institutions. I end the chapter with a range of evidence that shows that participatory democracies enable higher-quality growth.


Chapter 6 concludes part B by providing a guided tour of some of the key issues and controversies spawned by the huge outpouring of literature on institutions in recent years. If we focus on institutions—the rules of the game in a society—as the fundamental determinant of long-run growth, does that mean that economic policies themselves have little role to play? If it is true that colonial history has had a big hand in shaping today’s institutional outcomes, does that mean that patterns of development are historically determined? If institutions “trump” geography as a deep determinant of incomes, does that mean that geography is of no consequence? If property rights are critical, does that imply that developing countries should adopt the property rights regimes that prevail in the United States or Europe? I argue in this chapter that the answers to each of these questions is no.


Part C of the book is devoted to globalization. In chapter 7, I identify the central dilemma of the world economy as the tension between the global nature of many of today’s markets in goods, capital, and services, and the national nature of almost all of the institutions that underpin and support them. The needs of efficiency, equity, and legitimacy cannot all be met. If we want to advance economic globalization, we need to give up either on the nation-state or on democracy. If we want to retain the nation-state, we need to give up on either deep economic integration or mass democracy. And if we want to deepen democracy, we must sacrifice either the nation-state or deep integration. But the overall message of the chapter is not a pessimistic one. Our challenge is not markedly different from that confronted by the designers of Bretton Woods system in the aftermath World War II. By designing appropriate institutions of global economic governance—incorporating mechanisms of escape clauses and opt-outs—we can retain much of the benefit of economic globalization while endowing national democracies with the space they need to address domestic objectives.


Chapter 8 works out the implications of this line of reasoning for the international trade regime in particular. I argue that a World Trade Organization whose primary goal was to enable countries to grow out of poverty, rather than maximize the volume of trade, would look different from the WTO we have. In view of how open the global trade regime is currently, the big bucks in terms of growth are no longer in pushing for further increases in market access for developing countries in rich-country markets. The real challenge going forward is to how to make the tightening web of global trade regulations compatible with developmental needs. Connecting with the arguments made earlier in the book, a desirable trade regime would be one that provided much greater policy space to developing countries to pursue domestically crafted growth strategies, possibly including “unorthodox” policies such as export subsidies, trade protection, weak patent rules, and investment performance requirements. It should be possible to design institutional safeguards to ensure that such policy space does not deteriorate into crass protectionism, and the chapter discusses what such safeguards might look like. Under this new vision, the role of the WTO would be to regulate the interface between different national regulatory regimes rather than to narrow the differences among them. Developing countries would no longer short-change themselves by engaging in a game of reciprocal market access instead of ensuring that they have access to the full range of policy tools they need.


Chapter 9 is a short final essay that brings together some of the book’s main themes of the relationship between economic growth and globalization. It ends with a proposal that was somewhat tongue-in-cheek when first formulated. If global trade negotiators are serious about making globalization work for developing countries, they should drop everything else on their agenda and focus on a temporary work permit program that allows unskilled workers from poor nations to take up employment (for periods of three to five years at a time) in rich countries. If globalization has an unexplored frontier, it is that of labor mobility. Nothing else promises as big a welfare bang for developing country workers as a relaxation of the restrictions on their international mobility. Remarkably, this pie-in-the-sky proposal has entered policy discussions. Ideas do matter.


A FINAL WORD



Making a book out of a collection of one’s previously published essays requires a certain hubris, which sits ill at ease with the spirit of humility that I claimed marks the essays themselves. I can say in my defense that this is not the first time I have attempted an effort of this kind. But previously, each time I put a table of contents together, I found that the book did not hang together. This time seemed different. Important themes—important in the sense that I still believe in them and feel the need to get them across—thread through the essays and connect different parts of the volume together. I will leave it to reviewers to judge whether the proverbial whole is greater than the sum of the parts. But I do hope that even the reader who has encountered some of these essays before will find new nuggets in rereading them in the context of the entire collection.




1The poverty line here refers to the one-dollar-a-day benchmark. See Chen and Ravallion 2004.









PART A


Economic Growth







1


Fifty Years of Growth (and Lack Thereof): An Interpretation


REAL per capita income in the developing world grew at an average rate of 2.1 percent per annum during the four and a half decades between 1960 and 2004.1 This is a high growth rate by almost any standard. At this pace incomes double every 33 years, allowing each generation to enjoy a level of living standards that is twice as high as the previous generation’s. To provide some historical perspective on this performance, it is worth noting that Britain’s per capita GDP grew at a mere 1.3 percent per annum during its period of economic supremacy in the middle of the nineteenth century (1820–70) and that the United States grew at only 1.8 percent during the half century before World War I when it overtook Britain as the world’s economic leader (Maddison 2001, table B-22, 265). Moreover, with few exceptions, economic growth in the last few decades has been accompanied by significant improvements in social indicators such as literacy, infant mortality, and life expectation.2 So on balance the recent growth record looks quite impressive.


However, since the rich countries themselves grew at a very rapid clip of 2.5 percent during the period 1960–2004, few developing countries consistently managed to close the economic gap between them and the advanced nations. As figure 1.1 indicates, the countries of East and Southeast Asia constitute the sole exception. Excluding China, this region experienced pretty consistent per capita GDP growth of 3.7 percent over 1960–2004. Despite the Asian financial crisis of 1997–98 (which shows as a slight dip in figure 1.1), countries such as South Korea, Thailand, and Malaysia ended the century with productivity levels that stood significantly closer to those enjoyed in the advanced countries.


[image: ]


Fig. 1.1. GDP per capita by country groupings (in 2000 US$) Source: World Bank, World Development Indicators.


Elsewhere, the pattern of economic performance has varied greatly across different time periods. China has been a major success story since the late 1970s, experiencing a stupendous growth rate of 8.0 percent since 1978. Less spectacularly, India has roughly doubled its growth rate since the early 1980s, pulling South Asia’s growth rate up to 3.3 percent in 1980–2000 from 1.1 percent in 1960–1980. The experience in other parts of the world was the mirror image of these Asian growth take-offs. Latin America and sub-Saharan Africa both experienced robust economic growth prior to the late 1970s and early 1980s—2.9 percent and 2.2 percent respectively—but then lost ground subsequently in dramatic fashion. Latin America’s growth rate collapsed in the “lost decade” of the 1980s, and has remained anemic despite some recovery in the 1990s. Africa’s economic decline, which began in the second half of the 1970s, continued throughout much of the 1990s and has been aggravated by the onset of HIV/AIDS and other public-health challenges. Measures of total factor productivity run parallel to these trends in per capita output (see, for example, Bosworth and Collins 2003).


Hence the aggregate picture hides tremendous variety in growth performance, both geographically and temporally. We have high-growth countries and low-growth countries; countries that have grown rapidly throughout, and countries that have experienced growth spurts for a decade or two; countries that took off around 1980 and countries whose growth collapsed around 1980.


This chapter is devoted to the question, what do we learn about growth strategies from this rich and diverse experience? By growth strategies I refer to economic policies and institutional arrangements aimed at achieving economic convergence with the living standards prevailing in advanced countries. My emphasis will be less on the relationship between specific policies and economic growth—the stock-in-trade of cross-national growth empirics—and more on developing a broad understanding of the contours of successful strategies. Hence my account harks back to an earlier generation of studies that distilled operational lessons from the observed growth experience, such as Albert Hirschman’s The Strategy of Economic Development (1958), Alexander Gerschenkron’s Economic Backwardness in Historical Perspective (1962), and Walt Rostow’s The Stages of Economic Growth (1965). This chapter follows an unashamedly inductive approach in this tradition.


A key theme in these works, as well as in the present analysis, is that growth-promoting policies tend to be context specific. We are able to make only a limited number of generalizations on the effects on growth, say, of liberalizing the trade regime, opening up the financial system, or building more schools. As I will stress throughout this book, the experience of the last two decades has frustrated the expectations of policy advisors who thought we had a good fix on the policies that promote growth. And despite a voluminous literature, cross-national growth regressions ultimately do not provide us with much reliable and unambiguous evidence on such operational matters.3 An alternative approach, the one I adopt here, is to shift our focus to a higher level of generality and to examine the broad design principles of successful growth strategies. This entails zooming away from the individual building blocks and concentrating on how they are put together.


The chapter revolves around two key arguments. One is that neoclassical economic analysis is a lot more flexible than its practitioners in the policy domain have generally given it credit for. In particular, first-order economic principles—protection of property rights, contract enforcement, market-based competition, appropriate incentives, sound money, debt sustainability—do not map into unique policy packages. Good institutions are those that deliver these first-order principles effectively. There is no unique correspondence between the functions that good institutions perform and the form that such institutions take. Reformers have substantial room for creatively packaging these principles into institutional designs that are sensitive to local constraints and take advantage of local opportunities. Successful countries are those that have used this room wisely.


The second argument is that igniting economic growth and sustaining it are somewhat different enterprises. The former generally requires a limited range of (often unconventional) reforms that need not overly tax the institutional capacity of the economy. The latter challenge is in many ways harder, as it requires constructing a sound institutional underpinning to maintain productive dynamism and endow the economy with resilience to shocks over the longer term. The good news is that this institutional infrastructure does not have to be constructed overnight. Ignoring the distinction between these two tasks—starting and sustaining growth—leaves reformers saddled with impossibly ambitious, undifferentiated, and impractical policy agendas.


The plan for the chapter is as follows. The next section sets the stage by evaluating the standard recipes for economic growth in light of recent economic performance. The third section develops the argument that sound economic principles do not map into unique institutional arrangements and reform strategies. The fourth section reinterprets recent growth experience using the conceptual framework of the previous section. The fifth section discusses a two-pronged growth strategy that differentiates between the challenges of igniting growth and the challenges of sustaining it. Concluding remarks are presented in the final section.


WHAT WE KNOW THAT (POSSIBLY) AIN’T SO



Development policy has always been subject to fads and fashions. During the 1950s and 1960s, “big push,” planning, and import-substitution were the rallying cries of economic reformers in poor nations. These ideas lost ground during the 1970s to more market-oriented views that emphasized the role of the price system and an outward orientation.4 By the late 1980s a remarkable convergence of views had developed around a set of policy principles that John Williamson (1990) infelicitously termed the “Washington Consensus.” These principles remain at the heart of conventional understanding of a desirable policy framework for economic growth, even though they have been greatly embellished and expanded in the years since.


The left panel in table 1.1 shows Williamson’s original list, which focused on fiscal discipline, “competitive” currencies, trade and financial liberalization, privatization and deregulation. These were perceived to be the key elements of what Krugman (1995, 29) has called the “Victorian virtue in economic policy,” namely “free markets and sound money.”


TABLE 1.1
Rules of Good Behavior for Promoting Economic Growth
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Toward the end of the 1990s, this list was augmented in the thinking of multilateral agencies and policy economists with a series of so-called second-generation reforms that were more institutional in nature and targeted at problems of “good governance.” A complete inventory of these Washington Consensus–plus reforms would take too much space, and in any case the precise listing differs from source to source. 5 I have shown a representative sample of 10 items (to preserve the symmetry with the original Washington Consensus) in the right panel of table 1.1. They range from anticorruption and corporate governance to “flexible” labor markets and social safety nets.


The perceived need for second-generation reforms arose from a combination of sources. First, there was growing recognition that market-oriented policies might be inadequate without more serious institutional transformation, in areas ranging from the bureaucracy to labor markets. For example, trade liberalization will not reallocate an economy’s resources appropriately if the labor markets are “rigid” or insufficiently “flexible.” Second, there was a concern that financial liberalization might lead to crises and excessive volatility in the absence of a more carefully delineated macroeconomic framework and improved prudential regulation. Hence arose the focus on nonintermediate exchange-rate regimes, central bank independence, and adherence to international financial codes and standards. Finally, in response to the complaint that the Washington Consensus represented a trickle-down approach to poverty, the policy framework was augmented with social policies and antipoverty programs.


It is probably fair to say that a list along the lines of table 1.1 captures in broad brushstrokes mainstream post–Washington Consensus thinking on the key elements of a growth program. How does such a list fare when held against the light of contemporary growth experience? Imagine that we gave table 1.1 to an intelligent Martian and asked him to match the growth record displayed in figure 1.1 with the expectations that the list generates. How successful would he be in identifying which of the regions adopted the standard policy agenda and which did not?


Consider first the high-performing East Asian countries. Since this region is the only one that has done consistently well since the early 1960s, the Martian would reasonably guess that there is a high degree of correspondence between the region’s policies and the list in table 1.1. But he would be at best half right. South Korea’s and Taiwan’s growth policies, to take two important illustrations, exhibit significant departures from the mainstream consensus. Neither country undertook significant deregulation or liberalization of its trade and financial systems well into the 1980s. Far from privatizing, they both relied heavily on public enterprises. South Korea did not even welcome direct foreign investment. And both countries deployed an extensive set of industrial policies that took the form of directed credit, trade protection, export subsidization, tax incentives, and other nonuniform interventions. Using the minimal scorecard of the original Washington Consensus (left panel of table 1.2), the Martian would award South Korea a grade of 5 (out of 10) and Taiwan perhaps a 6 (Rodrik 1996a).


The gap between the East Asian “model” and the more demanding institutional requirements shown in the right panel of table 1.1 is, if anything, even larger. I provide a schematic comparison between the mainstream “ideal” and the East Asian reality in table 1.2 for a number of different institutional domains, such as corporate governance, financial markets, business-government relationships, and public ownership. Looking at these discrepancies, the Martian might well conclude that South Korea, Taiwan, and (before them) Japan stood little chance to develop. Indeed, so strong were the East Asian anomalies that when the Asian financial crisis of 1997–98 struck, many observers attributed the crisis to the moral hazard, “cronyism,” and other problems created by East Asian–style institutions (see MacLean 1999; Frankel 2000a).


The Martian would also be led astray by China’s boom since the late 1970s and by India’s less phenomenal, but still significant growth pickup since the early 1980s. While both of these countries have transformed their attitudes toward markets and private enterprise during this period, their policy frameworks bear very little resemblance to what is described in table 1.1. India deregulated its policy regime slowly and undertook very little privatization. Its trade regime remained heavily restricted late into the 1990s. China did not even adopt a private property rights regime, and it merely appended a market system to the scaffolding of a planned economy (as discussed further below). It is hardly an exaggeration to say that had the Chinese economy stagnated in the last couple of decades, the Martian would be in a better position to rationalize it using the policy guidance provided in table 1.1 than he is to explain China’s actual performance.6


TABLE 1.2
East Asian Anomalies


[image: ]


The Martian would be puzzled that the region that made the most determined attempt at remaking itself in the image of table 1.1, namely Latin America, has reaped so little growth benefit out of it. Countries such as Mexico, Argentina, Brazil, Colombia, Bolivia, and Peru did more liberalization, deregulation, and privatization in the course of a few years than East Asian countries have done in four decades. Figure 1.2 shows an index of structural reform for these and other Latin American countries, taken from Lora (2001a). The index measures on a scale from 0 to 1 the extent of trade and financial liberalization, tax reform, privatization, and labor-market reform undertaken. The regional average for the index rises steadily from 0.34 in 1985 to 0.58 in 1999. Yet the striking fact from figure 1.1 is that Latin America’s growth rate has remained a fraction of its pre-1980 level. The Martian would be at a loss to explain why growth is now lower given that the quality of Latin America’s policies, as judged by the requirements in table 1.1, have improved so much.7 A similar puzzle, perhaps of a smaller magnitude, arises with respect to Africa, where economic decline persists despite an overall (if less marked) “improvement” in the policy environment.8
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Fig. 1.2. Structural reform index for Latin American Countries Source: Lora 2001a.


The Martian would recognize that the growth record is consistent with some of the higher-order economic principles that inspire the standard policy consensus. A semblance of property rights, sound money, fiscal solvency, market-oriented incentives—these are elements common to all successful growth strategies.9 Where they have been lacking, economic performance has been lackluster at best. But the Martian would also have to conclude that the mapping from our more detailed policy preferences (such as those in table 1.1) to economic success is quite imperfect. He would wonder if we could not do better.


INDETERMINATE MAPPING FROM ECONOMIC PRINCIPLES TO INSTITUTIONAL ARRANGEMENTS



Here is another thought experiment. Imagine a Western economist was invited to Beijing in 1978 in order to advise the Chinese leadership on a reform strategy. What would she recommend, and why?


The economist would recognize that reform must start in the rural areas since the vast majority of the poor live there. An immediate recommendation would be the liberalization of agricultural markets and the abolition of the state order system under which peasants had to make obligatory deliveries of crops at low, state-controlled prices. But since price liberalization alone would be inadequate to generate the appropriate supply incentives under a system of communal land ownership, the economist would also recommend the privatization of land. Next, the economist would have to turn her attention to the broader implications of price liberalization in agriculture. Without access to cheap grains, the state would be left without a source of implicit tax revenue, so tax reform must be on the agenda as well. And in view of the rise of food prices, there must be a way to respond to urban workers’ demand for higher wages. State enterprises in urban areas must be corporatized, so that their managers are in a position to adjust their wages and prices appropriately.


But now there are other problems that need attention. In an essentially closed and noncompetitive economy, price-setting autonomy for large state enterprises entails the exercise of monopoly power. So the economist would likely recommend trade liberalization in order to “import” price discipline from abroad. Openness to trade in turn calls for other complementary reforms. There must be financial sector reform so that financial intermediaries are able to assist domestic enterprises in the inevitable adjustments that are called forth. And, of course, there must be social safety nets in place so that those workers who are temporarily displaced have some income support during the transition.


The story can be embellished by adding other required reforms, but the message ought to be clear. By the time the Western economist is done, the reform agenda she has formulated looks very similar to the Washington Consensus (see table 1.3). The economist’s reasoning is utterly plausible, which underscores the point that the consensus is far from silly: it is the result of systematic thinking about the multiple, often complementary reforms needed to establish property rights, put market incentives to work, and maintain macroeconomic stability. But while this particular reform program represents a logically consistent way of achieving these end goals, it is not the only one that has the potential of doing so. In fact, in view of the administrative and political constraints that such an ambitious agenda is likely to encounter, there may be better ways of getting there.


TABLE 1.3
The Logic of the Washington Consensus and a Chinese Counterfactual
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How can we be sure of this? We know this because China took a very different approach to reform—one that was experimental in nature and relied on a series of policy innovations that departed significantly from Western norms. What is important to realize about these innovations is that in the end they delivered—for a period of a couple of decades at least—the very same goals that the Western economist would have been hoping for: market-oriented incentives, property rights, macroeconomic stability. But they did so in a peculiar fashion that, given the Chinese historical and political context, had numerous advantages.


For example, the Chinese authorities liberalized agriculture only at the margin while keeping the plan system intact. Farmers were allowed to sell surplus crops freely at a market-determined price only after they had fulfilled their obligations to the state under the state order system. As Lau, Qian, and Roland (2000) explain, this ingenious system generated efficiency without creating any losers. In particular, it was a shortcut that neatly solved a conundrum inherent in wholesale liberalization: how to provide microeconomic incentives to producers while insulating the central government from the fiscal consequences of liberalization. As long as state quotas were set below the fully liberalized market outcome (so that transactions were conducted at market prices at the margin) and were not ratcheted up (so that producers did not have to worry about the quotas creeping up as a result of marketed surplus), China’s dual-track reform in effect achieved full allocative efficiency. But it entailed a different inframarginal distribution—one that preserved the income streams of initial claimants. The dual-track approach was eventually employed in other areas as well, such as industrial goods (e.g., coal and steel) and labor markets (employment contracts). Lau et al. (2000) argue that the system was critical to achieve political support for the reform process, maintain its momentum, and minimize adverse social implications.


Another important illustration comes from the area of property rights. Rather than privatize land and industrial assets, the Chinese government implemented novel institutional arrangements such as the household responsibility system (under which land was “assigned” to individual households according to their size) and township and village enterprises (TVEs). The TVEs were the growth engine of China until the mid-1990s (Qian 2003), with their share in industrial value added rising to more than 50 percent by the early 1990s (Lin, Cai, and Li 1996, 180), so they deserve special comment. Formal ownership rights in TVEs were vested not in private hands or in the central government, but in local communities (townships or villages). Local governments were keen to ensure the prosperity of these enterprises, as their equity stake generated revenues directly for them. Qian (2003) argues that in the environment characteristic of China, property rights were effectively more secure under direct local government ownership than they would have been under a private-property-rights legal regime. The efficiency loss caused by the absence of private control rights was probably outweighed by the implicit security guaranteed by local government control. It is difficult to explain otherwise the remarkable boom in investment and entrepreneurship generated by such enterprises.


Qian (2003) discusses other examples of “transitional institutions” China employed to fuel economic growth—fiscal contracts between central and local governments, anonymous banking—and one may expand his list by including arrangements such as special economic zones. The main points to take from this experience are the following. First, China relied on highly unusual, nonstandard institutions. Second, these unorthodox institutions worked precisely because they produced orthodox results, namely market-oriented incentives, property rights, macroeconomic stability, and so on. Third, it is hard to argue, in view of China’s stupendous growth, that a more standard, “best-practice” set of institutional arrangements would have necessarily done better. Of course, it is entirely possible that these Chinese-style institutions will turn out to be dysfunctional in the longer run and therefore in need of reform themselves. My point is simply that they sparked an unprecedented rate of economic growth in a manner that is hard to envisage the mainstream alternatives accomplishing.


China’s experience helps lay out the issues clearly because its institutional innovations and growth performance are both so stark. But the Chinese experience with nonstandard growth policies is hardly unusual; in fact, it is more the rule than the exception. The (other) East Asian anomalies noted previously (table 1.2) can be viewed as part of the same pattern: nonstandard practices in the service of sound economic principles. I summarize a few non-Chinese illustrations in table 1.4.
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