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Grzegorz W. Kolodko, TIGER: The world has changed tremendously over the lasteh8s.
That is basically due to the ongoing globalizatithrg historical process of liberalization and the
simultaneous integration of markets for goods, tedgind (with a certain delay and to a limited
extent) labor, as well as technologies and know;hioio one integrated world markett is
believed that at least to a certain degree thiatgrieange is due to the influence of the so-called
Washington Consensus. Yet there has never beeneactinsensus for the required set of
structural reforms and development policy — andstoe not in Washington D.C. There had been
a concept of policy proposed and, by and largeeajren how to tackle the issue of the structural
crisis of Latin American economies. This proposakwpresented by Professor John Williamson
and the name of “Washington Consensus” was coiyeldirh. Had he had the foresight at that
time — that is in 1989 — and had registered thellettual property right for the notion of
“Washington Consensus”, he would be by now not éehyous but also a rich man. However, he
has certainly become a famous man because indeetbtitept of Washington Consensus has
made an incredible career during last decade dadf.a

And it is still very often referred to; for good bad reasons. As it happens, there has been a
great deal of misunderstandings and mispercepwbnghat originally the author had in mind
while presenting his train of though, first in 1988d later, in several other pagefsonetheless,
it is a fact that later the policies based on tlalye Washington Consensus — or its
misinterpretation, as for instance it was the ¢aseany post-socialist economies in transition to
a market — were widely executed in different paftshe world, and not only in Latin America
(for which this policy advice had been developedha first place). The attempts to use the
Washington Consensus were indeed very strong inhiWwgi®n, DC, especially among the
experts of the International Monetary Fund. ThetBreWoods organizations — and indeed the
whole of D.C. — were taken by big surprise whengbst-socialist transition started in Poland in
1989 and was followed shortly by all East Centratdpe and, since 1991, by the former Soviet
Union. “Washington” was not ready for this emergittallenge. Whatvasready at that time,
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was the Washington Consensus and, hence, it was takvantage of for the purpose for which it
wasnot designed initially. Unfortunately, the economidgost-socialist countries have paid for
this misfortune dearly, since the early Washing@wnsensus was not suitable for the post-
socialist challenge due to the specific featurthebe countri€s

Of crucial importance here was the lack of proparkeat institutions which should only be
gradually built during the transitién The Washington Consensus was not giving enough
attention to the institutional aspect of developtmmiicy. It was also not concerned enough with
the social consequences of vast liberalization empld privatization in the post-socialist
economies. Therefore, the policies based on answmplified interpretation of the early
Washington Consensus, as in the case of Polandsaleal shock therapy were quite
unsuccessful, and in the first half of the 1990RKkussia, were rather a failure. In Poland only
later — during the years of the implementationhaf program known as “Strategy for Poland” in
1994-7 — the situation had improved. But it wasyvauch due to policies which wenet based
on the Washington Consensus. Much more attentidrbban given to the institutional building
and equitable growth. The government was also mudre involved in policy making,
exercising proper industrial and trade policiesichiiwere so much irrationally hated and ignored
by naive neo-liberalism. Unfortunately, later —1897-2002 — the economic policy pendulum
had shifted again in the wrong direction which lgiouthe rate of GDPer capitagrowth from
as high as 7.5% in the second quarter of 1997 rteeager 0.2% in the fourth quarter of 2001.
Only later, after subsequent policy change in 2a62, economy started to gain momentum
again, this time due to the program known as “RuBlinance Reform” (see the chart).
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From Shock without Therapy to Therapy without shocls...
Rate of GDP growth and rate of unemployment (19904D5)
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What must be stressed, however, is the fact thaanic underperformance, as it was the
case in Poland in the early and then again inatee1990s isiot to be blamed on the Washington
Consensus, but on the naive and short-sighted terignetation of this concept by Polish neo-
liberals who were at the time of shock without #mr and overcooling (1998-2001) in charge of
economic policy.

Yet, as we know, the Washington Consensus was @@elinitially to serve another purpose
and not the case of post-socialist transformafidre Consensus itself has evolved over the last
15 or so years. And now again we have an oppoytuailearn from the author of this policy
design — John Williamson — what has worked and aiy what has not worked and why. He is
presenting his views in a subsequent — already 18 — Distinguished Lecture
(www.tiger.edu.pl/english/publikacje/dist.nfmhosted by the Leon kminski Academy of
Entrepreneurship and Managemem/SPiZ (www.kozminski.edu.pl and Transformation,
Integration and Globalization Economic Reseaf¢tGER (www.tiger.edu.pl. The title of the
lecture is “Differing Interpretations of the Wasgion Consensus”.

Professor John Williamson, who he still holds hrgigh citizenship, has been involved since
the beginning (1981), with the Institute for Intational Economics located in Washington D.C.,
recently as a Senior Fellow. He is a graduate efLitndon School of Economics and Princeton
University. In 1996-9 he was on leave from theitogt to serve as Chief Economist for the
South Asia Region of the World Bank. In 2001 hesedras Project Director for the UN High-
Level Panel on Financing for Development (the Zedianel). His publications have mainly
been concerned with international monetary ississt recent major publications (all by
Institute for International Economics) are “Delivey on Debt Relief: From IMF Gold to a New
Aid Architecture” (2002, with Nancy Birdsall), “Adér the Washington Consensus: Restarting
Growth and Reform in Latin America” (2003, jointhgited with Pedro Pablo Kuczynski)), and
“Dollar Adjustment: How Far? Against What?” (joipttdited with C. Fred Bergsten).




The contribution of John Williamson to developmenbnomics is significant and should be
appreciated. It goes without saying that we haaenked a lot from his research. But true learning
calls not only for reading the scholarly papers academic books, but also — and sometimes first
of all — adopting the theories developed elsewhetée local or regional context. That is true as
much for East Central Europe as for Latin Amerammuch for South Asia as for Sub-Saharan
Africa. Learning implies also a permanent discussitoday we have another chance to discuss
the issues of our joint concern and the case of\Whashington Consensus with Professor
Williamson himself.

John Williamson: Thank you very much. The Washington Consensusestdéife as a list of ten
policy prescriptions that were widely held in Wasiton to be desirable in most of the countries
of Latin America as of 1989. The criticism that xpected was that | had made a list of
“motherhood and apple pie” propositions that nsoaable person would object to. In fact, the
first major criticism of which | became aware istlby calling this the “Washington” consensus |
was implying that the credit for identifying thd@ems needed to modernize the Latin economies
belonged to Washington rather than the local reéssnwho had in some cases risked their
careers to implement a reform agenda that had 8eesloped in response to local needs. This
was not, of course, my intention, as a perusal pfaccount of the pioneering “Big Bang” in
Bolivia in 1985 will surely attest (Williamson 1996h. 9). Incidentally, | have argued that the
Polish Big Bang was inspired by that reform progmini985 that was home made high in the
Andes (Williamson 1992), with Jeff Sachs as traission mechanism rather than inventor.

However, the term “Washington Consensus” quicklgaped the control of its originator.
Before | was aware of what had happened it had m@zhized into meaning a set of market-
fundamentalist propositions of universal validitgat a group of evil empire-builders in
Washington were conspiring to impose on those pErthe world that were in no position to
resist. | believe it is this alternative versioattimany critics love to hate. Meanwhile at least on
alternative meaning became well established in ejsagcording to which the Washington
consensus refers to the set of policies that a@menended to their clients by the Bretton Woods
institutions.

What | propose to do today is to contrast theseetineanings of the term. Since | am not a
market fundamentalist, | do not propose to deféredmiany questionable propositions that | have
read as implied by the Washington consensus irfdhis. My objection to the arguments of this
school is purely semantic: | believe that somethihg is called a Washington consensus ought
to command (or have commanded) a consensus amang s@nificant set of actors in
Washington, and | do not believe that this has eeen true of these beliefs except in the wilder
imagination of Joseph Stiglitz. So far as the BreftVoods institutions are concerned, | believe
that there are two important ways in which the eethey gave—or at least that the IMF gave—
went off the rails in the 1990s. So far as my owrsion of the concept is concerned, | will argue
that the propositions it contained were far froitetm the context in which they were advanced,
and that they describe a broadly sensible if ssljomcomplete reform agenda.

Let me emphasize that | do not believe it makesesém augment the Washington Consensus
by seeking to create a comprehensive list of @&lgblicy reforms that countries should seek to
implement, if only because a good reform programdseto take account of the specificities of
the national situation and will therefore not be same everywhere. On the other hand, | do
believe it is worthwhile to seek to identify, and debate, the broad thrust of policies that
countries are normally well advised to pursue, &mdiry to ensure that the international
community encourages countries to adopt policiesistent with that thrust.



1. The Market-Fundamentalist Version

This version consists of critics’ beliefs about #& of policies that the international financial
institutions (IFIs), or more specifically the IMBre seeking to impose on their clients. These
beliefs vary somewhat by critic, but the most emingitic (the only one to have won a Nobel
Prize) is surely Joe Stiglitz, so it seems reaslentibtake him as a spokesman for this view. In
his bookGlobalization and its Disconten{Stiglitz 2002), he tells us (p. 53) that the thpallars
of the Washington consensus “were” fiscal austefiyvatization, and market liberalization.
These policies “were based on a simplistic modekthef market economy, the competitive
equilibrium model, in which Adam Smith’s invisibleand works, and works perfectly. Because
in this model there is no need for government—thafree unfettered, ‘liberal’ markets work
perfectly—the Washington Consensus policies areetoms referred to as ‘neo-liberal’, based
on ‘market fundamentalism’, a resuscitation of taessez-faire policies that were popular in
some circles in the nineteenth century” (p. 74)rébwer, “most countries [...] have followed the
Washington Consensus advice that fees should begertiafor education (p. 76). And later
“...Washington Consensus policies emphasized a mirgtmale for government...” (p. 92).

None of the paragraphs from which the above fowtafions are taken contains a citation
supporting the opinion expressed. There are noamfes to speeches of the Managing Director
of the Fund or his Deputy, to publications of memsbaf the Fund staff, or, with one exception,
to specific instances where the Fund followed pedialong the lines described. The exception
concerns the charge that the IMF urged countriebaoge fees for education, where the action of
President Museveni of Uganda in abolishing scheekfis asserted to be contrary to the advice
contained in the Washington Consensus. But evemthere is no demonstration that any of the
IFIs were opposing the abolition of school fees.fdnt, it is true that the IFIs pushed cost
recovery in primary education in the early 1980&isTwas a terrible policy, but it was
progressively abandoned in the years followingatimirable UNICEF repodjustment with a
Human FacegCornia, Jolly and Stewart 1987). By 1989, the M/®&ank (at least) was actively
promoting additional public expenditure on primaducation, to a point where 1 felt justified in
including this as a part of my second heading @ ¢higinal statement of the Washington
Consensus. To my knowledge no one has ever suggisteits inclusion was a mistake. (What
many of us have urged, as a way of improving incalis&ibution, is the introduction of much
more substantial cost recoverytartiary education: see, for example, Kuczynski and Wilsam
2003.)

If one reads Sebastian Mallaby’s detailed and ilhating account of the way in which
primary school fees were abolished in Uganda (Nd&ll2004, ch. 8), one may note three
interesting things that are somewhat at variandtle 8tiglitz’s account:

» The World Bank was unpopular with the Ugandan gowent prior to the abolition of
school fees because it was pushing expendituredanagion rather than on rural road
building.

» President Museveni came to promise the abolitioprohary school fees as a result of
learning on the campaign trail that this was whetgbe wanted, not because of his
personal convictions.

» The substantial additional expenditure needed|fdl ihis election pledge was financed by
the World Bank.



My objection to these critics of the Washington semsus is not a desire to defend the policies
they object to, most of which merit criticism, lattheir aspersion that the policies they criticize
ever commanded any sort of a consensus in Washingtois surely possible to identify
individuals in Washington who really believe theed markets work near perfectly, or that the
role of the state should be minimized, or that tigyeg countries should impose charges for
primary education, but these are not, and havernlegen, consensus views. To debate this
version of the Washington Consensus is to addressa@& man. Serious intellectual discussion
should be directed at more substantive targets.

2. The Policies Pursued by the Bretton Woods Institions

Let us therefore examine another version of theniagon Consensus, which interprets it as
the set of economic policies advocated for develpgiountries in general by the IFIs, primarily
the IMF and World Bank. Dani Rodrik (2002) has pdad a convenient summary of what he
conceived this to consist of in the year 1999 (3eble 1). The original ten points were
augmented with a further ten, with a heavy emphasisinstitutional reforms and some
recognition of the social dimension. This is alse tlavor of the eligibility requirements for the
Millennium Challenge Account, which is the prindipgtempt of the Bush administration to help
low-income countries.

Insofar as | was a good reporter of the Washingtmene, there was a close correspondence
between my original version of the Washington Cosss and this concept in the early 1990s.
However, | fear that | allowed wishful thinking tdoud my judgment of what commanded a
consensus in one respect, which concerns exchamg@alicy: | doubt whether even at that time
the overwhelming bulk of Washington opinion woullve endorsed a competitive exchange rate
(which implies an intermediate exchange rate reglegicated to limiting misalignments), rather
than one or other of the two poles (free floatimgl dirm fixity, both of which are prone to
generate misalignments). But views evolve, andraliyuthe policies advocated by the Bretton
Woods institutions have changed somewhat over ti@mme of these changes, such as the
growing emphasis on the importance of building csafistitutions and combating bribery, are
ones that | would endorse (see Kuczynski and Wilian 2003). On the other hand, there are
two respects in which the Bretton Woods institusiermore particularly the IMF—came during
the 1990s to espouse views that | thought were uided. One again concerns exchange-rate
policy, where the IMF’s advocacy of the bipolarwjehat countries should either fix or float but
not adopt an intermediate regime (see the “augrdémersion of the Washington Consensus,
particularly item 17), grew stronger. In the mid-1990s a further diegrge emerged, as the IMF
and the US Treasury often pressed middle-incomentdes to dismember capital controls
rapidly. | believed at the time that this was pteywith fire, and after the Asian crisis this view
is no longer sacrilegious, at least within the fFighose position can reasonably be summarized
a la Rodrik as favoring “prudent” opening of theital account.

Let me elaborate for a few moments on these twizisms of the policies that were pursued
by the IMF in the 1990s. | regard myself as verycma disciple of Bela Balassa in believing that
export growth is key to igniting a general growtlogess and that a competitive exchange rate is

® Items 5 and 17 of Rodrik’s list strike me as cadictory, rather than that the latter elaboratetherformer.

® However, to judge from its insistence that alhtsral free trade agreements between the UnitedsSamd other
countries, including Chile and Singapore, emaseutheir ability to use capital controls in the figuthe U.S.
Treasury continues to believe in rapid capital aotdiberalization.



key to export growth, or at least to the growttnof-traditional export5.If one worries about
having an exchange rate sufficiently competitivantduce a rapid growth in exports, then one
will be driven to support some form or other ofeimbediate exchange-rate regime, since both
fixed and floating rates imply governmental acqoéese in whatever real exchange rate happens
to result from market forces. But in fact most ofaskington, like most of the economics
profession, seems content with one or other optilar positions: indeed, only a couple of years
ago it seemed to be commonly believed that supmpinything else was a mark of mental
imbecility.

While | fear that my version of the Washington €emsus was bad reporting of the
Washington scene, | still think it was thoroughtinarable as a prescription for development. |
do not believe that the Washington institutions tler economics profession, did a service to
development by their infatuation with the bipolariugion. Let me add that | do not equate
export-led growth with running a big trade (or @ntraccount) surplus as is assumed by Dooley,
Folkerts-Landau, and Garber (2003). When the ctraeonount surplus is used to accumulate
reserves larger than are likely to be needed td loffaa crisis, it leads to a waste of resources
that will decrease rather than increase intertealpwelfare. To suggest that China would not
benefit by ending this waste of resources is tonclthat it could not stimulate demand by
domestic policy adjustments. If | believed thatwduld hesitate to call the Chinese model a
success story.

| never believed that the policy of rapid capisgicount liberalization was wise, but | felt
increasingly isolated in holding this view in Wasdfion until the late 1990s. In fact Stanley
Fischer, in his comment on my original paper wisiéeving as Chief Economist of the World
Bank, queried my judgment that at that time theras wittle consensus in favor such
liberalization. He asserted that there was in f&obng sentiment in Washington in favor of
liberalizing the capital account. Whether or notwees correct on that in 1989, it was certainly
widely perceived to be true by the mid-1990s, whischer himself—who had expressed
reservations about the wisdom of such liberalizaiio 1989—being perceived as strongly in
favor of it in the position he then held of Firsefiuty Managing Director of the IMFAlong
with the bipolar exchange rate regime, this seenmsd to be one of the key respects in which the
second concept of the Washington Consensus—as diineerttional wisdom of the Bretton
Woods institutions—came to differ from my originksét. | believe that in both cases my
formulation was a much better prescription for depment than the advice proffered by the
Bretton Woods institutions, or at least by the INIRold premature capital account liberalization
to have been primarily responsible for the catgdteoof the Asian crisis that overtook the tigers
in 1997 and interrupted the East Asian miracle (#dkamson 2004).

3. The Original Version

"I have attempted to formalize these ideas in @nmepaper (Williamson 2003). The basic idea is sk what
exchange rate will maximize the growth rate, gitleat a more competitive rate will promote investimeat will
also curtail the resources available for investngsimce the current account deficit will be lowek)different (also
important) question is whether the government comisgolicy weapons that would allow it to achielve growth-
maximizing exchange rate.

8 See Fischer (1997) or his contribution to Fisosterl. (1998) for expositions of his position ag tfime. These
statements suggest considerable enthusiasm fogdak though qualified by caution about the potgntianger
posed by increased vulnerability of the economgwings in market sentiment.



My original version listed ten policies about whicthought there was general agreement in
Washington on the need for most countries in LAtimerica to reform (as of 1989):

1.Budget deficits should be small enough to be fiedneithout recourse to the inflation tax.

2.Public expenditure should be redirected from padity sensitive areas that receive more
resources than their economic return can justifiyatdl neglected fields with high
economic returns and the potential to improve inealistribution, such as primary health
and education, and infrastructure.

3.Tax reform so as to broaden the tax base and agfimahtax rates.

4.Financial liberalization, involving an ultimate elsfive of market-determined interest rates.

5.The exchange rate should be unified and at a fy@&tiently competitive to induce a rapid
growth in non-traditional exports.

6.Quantitative trade restrictions should be rapidiplaced by tariffs, and these should be
progressively reduced until a uniform low rate 6ftd 20 percent is achieved.

7.Barriers impeding the entry of foreign direct intrasnt should be abolished.

8.State-owned enterprises should be privatized.

9.Regulations that impede the entry of new firmsastnict competition should be abolished.

10.The legal system should provide secure propertytsigiithout excessive costs, and make
these available to the informal sector.

All these reforms seem to me to be broadly destatblough | would readily concede that
some of them could have been more felicitously esged. For example, | certainly believe that
countries benefit by maintaining disciplined (oftealled “austere”) fiscal policies, but I
recognize that the criterion | originally suggestetiat the deficit be small enough to be financed
without recourse to the inflation tax—is too narrdivmay have been appropriate to the Latin
America of the 1980s, in which most governments rihtl have the option of borrowing their
way to catastrophe, but the criterion needs toefieed to rule out adverse debt dynamics in the
world of today. It also failed to acknowledge tmepbrtance of designing fiscal policy to be
counter-cyclical, at least to the extent of allogvithe automatic fiscal stabilizers to operate.
However, | propose today to restrict significantntoents to the three items on this list that seem
to have proved the most controversial: items 4affoial liberalization), 8 (privatization), and 9
(deregulation).

3.1 Financial Liberalization

My initial formulation of this was exclusively iretms of interest rate policy, whereas there
are other important aspects of financial liberdiaa (Williamson and Mahar 1998), of which the
most important is devolution of the right to alleea@redit from the state to individual financial
institutions (notably banks). In subsequent predents | corrected this, but that still left two
important inadequacies in my treatment:

« | failed to add an important caveat: a system wibanmeks allocate credit demands much
stronger prudential supervision than is needed &hanks simply provide credit to those
whom the government chooses. Because of asymnietmfoamation, uncertainty, the
temptations posed by the opportunities of insidending, and the pressure for
governments to bail out a bank that fails, a banmeeds to held accountable to an
informed supervisor who can judge whether he isosimg a judicious combination of
risk and return. | omitted acknowledgment of th@gnp despite the fact that a principal
lesson drawn from the collapse of the pioneeringttial liberalizations in the Southern



Cone of South America at the end of the 1970s Waséed to accompany liberalization
by strong supervision.

| did not specify that | had in mind solely domesfinancial liberalization, and not the

abolition of all capital controls. (I thought thasas evident from the fact that item 7 on my
list was restricted to urging the liberalizationiofvard FDI, but apparently some people
read the call for financial liberalization as indlng capital account liberalization. As
already stressed, | favor a European pace for Boetalization, where it took 30 years
odd, rather than the forced march that many emegrgionomies adopted in the 1990s.)

So much for mea culpas. What remains is to explaity | favor domestic financial
liberalization, accompanied by strong prudentigdesuision. The theoretical case for financial
liberalization was first made by McKinnon (1973)darBhaw (1973), who argued that
liberalization would lead to higher interest ra@msd therefore more savings, and a market
incentive to weigh risk against return and therefionproved allocation of investment. Evidence
has not supported the first of those argumentswhdch there is actually a simple theoretical
explanation: an income effect works in the oppoditection to the substitution effect on which
the prediction is based, and apparently the twoodreoughly equal strength. However, the
evidence (reviewed in Williamson and Mahar 1998prajly supports the contention that
investment allocation is improved when it is maade loy bureaucrats but by bankers aiming to
maximize profits (provided they are effectively stmined to limit moral hazard by supervisors).
That is quite enough to justify a policy of seekanfjberalized financial system.

Unfortunately the empirical evidence also indicatest there is a third systematic effect of
financial liberalization, which is to increase tha@nerability of the system to crisis. Limiting ¢hi
danger is one of the compelling arguments for iingastrong prudential supervision as a key
complement to liberalization. That is not to claimat better supervision is the only thing that is
needed to control the risk of financial collapséijali also needs macroeconomic prudence and
arguably a willingness to limit an economy’s expesto the ebb and flow of international capital
flows. But it does imply a need for caution in @irecess of liberalization.

3.2 Privatization

There are parts of the world where privatizationars intensely unpopular policy, but to
economists there is a bit of a mystery as to wiapgears to be so widely disliked. The majority
of economic studies have concluded that privatratias been fairly regularly beneficial in some
dimensions (such as increasing efficiency and ektgnaccess to services) while its impact has
been very unsystematic in others (such as emplolymed income distribution, which have
worsened in some cases but improved in others).eSointhe studies have led to surprising
conclusions. I think in particular of Galiani, Gerf and Schargrodsky (2002), who compared the
performance in terms of infant mortality (whichpemarily caused by waterborne diseases) of
Argentinean municipalities that had and had notatized their water supply systems in the
1990s. Infant mortality proved to have fallen mdyg,a statistically significant margin, in those
municipalities where privatization had occurredeGould not really be surprised by this when
one reflects that privatization has typically beesompanied by an extension of coverage, that it
is the poor who lacked coverage before, and tregetlwho lack coverage pay through the nose
for private supplies of water that are trucked in.

A quite different benefit of privatization is thatreduces the power of the state and thus
contributes to a more pluralist society. This i$ adig issue in most market economies, where
only those who want a minimalist state worry abubut | imagine that it was seen as an



important issue in many economies in transition nitee transition began. On a recent visit to
Nigeria | learned that it is also seen as an ingmirissue there by a part of civil society that
would generally be considered left-wing.

My own guess of the explanation of the paradox ghiatization is unpopular even though
the evidence of its economic effects is predomigapositive is that it reflects dislike of the
process through which many privatizations have mecu In many casesthe process of
privatization involved an arbitrary transfer of Wa often to “insiders” or “cronies” at the
expense of the general public. Even if the puhlicrobt in fact lose much, or even gained, in net
terms, many people are far more concerned withiloigional issues than economists, with their
willingness to dismiss anything that is “only” atisfer as therefore unimportant, concede.

The conclusion | draw from these reflections ist tpaivatization remains a desirable
objective, but that more attention needs to be paithe way in which it is achieved than has
often been the case in the past. There needs nwbe attention to ensuring that privatization is,
and is seen to be, squeaky clean. If that restthmpace at which it is carried out, so be it. The
objective should not be “privatize as fast as yan’c(as Kolodko (1998) once claimed the
Washington Consensus demanded), but to privatizenay that will increase efficiency without
concentrating wealth.

3.4 Deregulation

This term may have suggested that | was urgingath@ition of regulations designed to
protect health, or consumer safety, or transpareorcfinancial probity, or the prices charged by
a monopolist, or the environment, or any of theiad/of other causes that the state has found it
necessary to safeguard in a modern economy. Thesnatamy intention, as | have emphasized
on several occasions subsequently. Rather, théateguthat | had in mind is that which limits
entry and exit, and what activities people or firrman engage in, and therefore limits
competition. So in a US context one is talking alitbe deregulation of airlines or trucking, and
in a German context one would be speaking of refaimits on shop opening hours or labor
market regulations, and in an Indian context omekthof the 1980s’ deregulation of the trucking
industry or the continuing need to abolish smadlksindustry reservation.

Kuczynski and Williamson (2003) argued that the imagent need of this type in Latin
America today is the need to relax restrictionshie labor market. About half the labor force in
many Latin American countries is in the informattee, where it receives absolutely no social
protection, while the other half benefits by aseteasures that are appropriate (if at all) only i
a high-income economy. We argued that it would hehmpreferable if restrictions on firing
(which discourage hiring) were eased, and legatiywdated social benefits were restricted to the
core measures (like health insurance, some so@irnemne in the event of unemployment, and a
pension in old age). But while this may be preflzain the well-known sense that the efficiency
gains would be large enough to allow the winnersoimpensate the losers and leave a net gain to

° Russia was the outstanding case where privatizgtiovided a mechanism for transferring assets fisaction of

their true value to a privileged group of insiddvkany other economies in transition witnessed shingtsimilar,

even where voucher schemes were intended to emgineé&le distribution of ownership of socializedteprises.
(Poland’s policy of rapid small privatization butm@aore measured pace of privatizing large enterpriggoears to
have served it relatively well and provided mosttaf benefits while avoiding the worst costs.) Manyatizations
in Latin America and elsewhere in the developingldidhave, certainly in public perception, been redriby

corruption. Even Margaret Thatcher provided windfadnuses to those who first bought shares in tized

enterprises by selling privatized enterprises offiéss than the market thought they were worth.
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society, it is unlikely that compensation would fact be paid, and therefore a large part of
society would lose. To achieve these changes ildviherefore be necessary either to devise a
set of measures providing for compensation, andentise political will to implement them, or
else tglgight a political battle to defeat the poi& losers. My own preference is for the former
course:.

4. The Significance of the Washington Consensus

| am still, therefore, prepared to defend evenrtiuee controversial parts of what | wrote in
1989. | have never contended that the Washingtoms€uwus constituted a complete reform
program, and will elaborate on what | believe tontissing shortly. But first | want to explain
why | believe that the changes in policy celebratethe Washington consensus were important,
and why it is potentially dangerous to launch &samn “the Washington Consensus” (without, at
least, specifying carefully what one means by téim).

In the years following World War Two economic pg@lisvas based on very different
approaches to those that are normal today. In smspects, such as the employment of
Keynesian anti-cyclical policies, one can argud thaas more enlightened. Indeed, one might
argue that the prevailing policy regime of the timmaking light of inflation and focusing
instead on output stabilization, giving a leadintgrto the state, and in developing countries also
import-substituting industrialization—was quite dpt the circumstances of the time. But times
change. The OECD countries were reasonably prompdognizing the challenge of inflation,
and in perceiving that the restoration of the geveector and the almost-inevitable degeneration
of the public sector in the absence of competifikessures meant that it was no longer efficient
to assign such a large role to the public sectbe East Asian countries also kept up with the
times, by maintaining macroeconomic discipline,tating their private sectors, and replacing
import substitution by an outward-oriented regimethe 1960s or 1970s. In my view these
changes, not industrial policy, basically explaimmEast Asia had a miracle.

Other parts of the developing world hung on to d¢ihé policy paradigm long after it had
ceased to be effective. The first scattered inainatof change occurred in the late 1970s (Sri
Lanka, the Southern Cone of South America, andjghcstarting from an extremely dirigiste
base, China), and a few other countries (like M@xod Bolivia, and in a moderate way India)
began reforms in the mid-1980s. But it was onlyh@a late 1980s that reform swelled to a flood.
One country after another in Latin America respahttethe debt crisis and the lost decade by
seeking to restore macroeconomic discipline, lillrg the trade regime and financial system,
welcoming FDI, and cutting subsidies to state-oweetdrprises that sold middle-class goods for
less than the cost of production. South Asia maéas changes, albeit more cautiously, and
with the emphasis on microeconomic liberalizati@her than macroeconomic stabilization.
Most dramatically of all, the formerly communisturdries began the transition. In Africa, it is
only now that there appears to be any widespreagted® jump on the bandwagon of reform.
This is not to say that the IFIs did not try to lpusrican countries in that direction, but one may
doubt whether external pressure in the absenasdajenous political will is likely to accomplish
much.

10 The Institute for International Economics has dbnted to devising measures to compensate Americakers
adversely affected by trade liberalization (seetzde 2001, ch.7), which is an example of the sérindiative
needed.
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The Washington Consensus was composed in ordeivéo agframework to a conference
whose purpose was to assess how far this polioymehad gone in Latin America. It therefore
aimed to summarize the principal agreed elementleothrust for policy reform at that time, at
least as they applied to Latin America. (Had | bagning to provide a comparable summary for
some other part of the world, there would surelyehlaeen a lot of overlap. But there would also
have been certain differences—for example, had dnbendeavoring to produce something
similar for the economies in transition, | hope ¢udd have included building the institutional
infrastructure of a market economy.) The reformdbedned in the Washington Consensus may
seem a bit trite viewed from an OECD perspectiesaose we long since took these things for
granted and have to some extent put most of themeathe political fray, but until they are
achieved they are matters of the highest momentigaagine a Polish audience will find easy to
understand).

5. Whither Reform?

One of my problems in talking about the WashingBmmsensus has always been that when |
drew it up | was fundamentally aiming to summatize reforms that were widely agreed to be
desirable. Since | actually shared the view thiatha reforms on the list were desirable, it was
easy to construe this as what | thought the refagenda ought to consist of. That is not in fact
the case, for there may be—and actually are—sordéi@uhl reforms that | would wish to see
pursued, but that | did not include in the WashangConsensus because | did not think they were
consensual. The obvious case in point is reformséng to improve income distribution.

Several years ago the Institute for Internationebribmics tasked a group of economists,
primarily Latin Americans, with producing a reforagenda for the present decade (Kuczynski
and Williamson 2003). In my summary of this volurhelassified the new reform agenda that
emerged from the deliberations of the group intor fbig themes: crisis-proofing; continuing
(and, where necessary, correcting) the “first-geti@n” liberalizing reforms that constituted the
core of the Washington Consensus; complementing thigh “second-generation” (institutional)
reforms; and broadening the reform agenda to imcludoncern with income distribution.

Crisis proofing the economies of the region iste head of the agenda because it is the
repeated crises of recent years that have hadadelvastating effect on growth (as they did in
East Asia). In the first half of the 1990s, wher tbnly big crisis was the “tequila crisis”
(Mexico’s forced abandonment of its exchange-ratedbat the end of 1994), performance was
not brilliant but neither was it desperately baaflation was brought under control, per capita
growth was an unspectacular but distinctly posiv percent per year, and poverty fell. It was
in the subsequent 5 years, with a succession sé<that started in East Asia but then moved on
via Russia to infect Latin American countries likegentina, Brazil, Ecuador, Uruguay, and
Venezuela, that per capita growth turned negatja@neand poverty increased once more.

It is therefore natural to suggest that an object¥ the highest priority should be that of
reducing the vulnerability of the countries of tiegion to crises. It is true that Latin America has
been chronically crisis-prone practically sincadhieved independence, but that does not mean
that the ill is incurable. Some of the actions thie needed to curb volatility, like moving from
an export profile dependent on a few primary comitreglto a diversified industrial base, are
inherently long-term. But the core ones could bpl@mented in the space of less than a business
cycle:

» Achieve budget surpluses in times of prosperityasoto provide scope for stabilizing

deficits to emerge by operation of the automatbiizers in bad times.
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Make sure that sub-national governments are sutgdtard budget constraints, and define
their entitlement to transfers from the central ggovwnent as a proportion ofational
public expenditureather thartax revenugso that they cannot undermine an anti-cyclical
policy run by the central government.

Accumulate reserves and build a stabilization fuviten exports (particularly those of
cyclically unstable primary commaodities) are strong

Adopt a sufficiently flexible exchange rate regitoeallow external competitiveness to be
improved through currency depreciation when thera sudden stop to capital inflows or
other balance of payments difficulties emerge, tutwhat is possible (e.g. by using
measures like capital inflow taxes) to avoid teiading to overvaluation if capital inflows
threaten to become excessive.

Except in countries that have close relations whth United States in terms of both trade
and financial flows, where full dollarization makesense, aim to minimize use of the
dollar both as an asset in terms of which residaontd savings and in terms of which
loans are contracted. Unless and until this aspiras achieved, make banks insure risks
that they incur in lending in dollars to the noaelable sector.

Complement a flexible exchange rate with a moneparicy focused on targeting a low
rate of inflation.

Increase domestic saving so that investment canwithout undue dependence on capital
imports. This will involve a further strengtheniong structural fiscal positions, and it can
also be promoted by completing the process of pansform that has already been
started in many countries.

One idea we endorsed is for some regional bodyeteldp an analogy to the Maastricht
criteria for fiscal discipline in the European UnioThese should be more sophisticated than
Maastricht’'s nominal limits of a 3 percent of GDBpcon the non-cyclically adjusted budget
deficit and a 60 percent cap on the public debt/GBifib, and should instead aim to build
pressure for a consistent anti-cyclical policy. Emample, the growth of government expenditure
might be capped at the estimated trend rate of tirofvthe economy, while tax revenue could be
required to grow at least in line with nominal GDR.government that wished to enlarge
government expenditure, or cut taxes, by more thas allowed would be expected to
demonstrate to its peers in the regional monitodrganization that its plans did not prejudice
the maintenance of fiscal discipline. Hopefully gieers would not tolerate any chicanery of
“supply-side economics” that might be presentethém to rationalize fiscal lapses. Where there
is a convincing need for higher public expendittings needs to be financed soundly, if necessary
by raising taxes.

Of course, we do not argue that Latin America sthdnd content with the growth that would
result simply from crisis-proofing the regional eomies. The region also needs a faster rate of
growth than it achieved in the first half of thed08, before the crises started erupting. Although
a lot was done in the last decade and a half tdeimgnt what are now referred to as “first-
generation” reforms (the sort of reforms | includedthe Washington Consensus), and the
evidence says that these did indeed serve to aatelmther than retard the growth rate, the
process is still incomplete in several dimensidterhaps the most egregious omission has been
to fail to make the labor market more flexible. Tieason for this is not difficult to comprehend,
insofar as those who think they are beneficiariethe status quo—those who have unionized
formal-sector jobs—constitute an interest groug thasufficiently powerful politically to deter
potential reformers, and sufficiently underpriviegeconomically to evoke public sympathy.
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Nevertheless, the rigidity in the labor market ¢iiakes a major obstacle to an expansion of
employment in the formal economy. This does not jogpede faster growth, but it does so
primarily at the cost of some of the poorest memloéisociety, namely those who are denied the
opportunity to move out of the informal economy auhieve even the most basic elements of
the social wage (health insurance, a pension, gafdg against unemployment).

Is there therefore a dilemma in choosing betweem ititerests of organized labor in
maintaining the rigidities of the labor market ahe interests of those in the informal sector? A
crude program focused on nothing but rolling bdek henefits that labor has won over the years,
from severance payments to the social wage toigegsirs on hours worked to prohibitions on
what children (for example) are allowed to do, vabuldeed pose such a dilemma. But it is
possible to envisage ways of restoring flexibilityat would not prejudice the interests of
organized labor (as has been achieved over th&lagears in the Netherlands). For example,
severance payments can be replaced by a systemdiwidual accounts. The social wage can be
modified to forms that give the individual workedaect stake in the payments made on his or
her behalf (for example, by adopting defined-cdmition rather than defined-benefit pension
schemes, which also benefits workers by allowingmgreater portability of pensions). Existing
workers can be grandfathered (if they so desirg layn no means all of them would) in
arrangements allowing for more flexible working auNot all regulations, certainly not those
limiting child labor, deserve to be scrapped. Amghiovements in labor market information, skill
certification, and occupational training systemsldomprove the functioning of the labor market
SO as to raise productivity and reduce the wasde rdsults from mismatches between demand
and supply. It is in fact possible to design a paogthat would liberalize the labor market and
that enlightened trade unionists would recognizeomsistent with their interests.

But it would be wrong to give the impression tha bnly task at this juncture in history is to
complete first-generation reforms. The major thefsievelopment economics in the 1990s was
recognition of the crucial role of institutions permitting an economy to function effectively.
The importance of institutional reforms in complertileg first-generation reforms in Latin
America was first emphasized by Moisés Naim (1994)p dubbed these “second-generation
reforms™. An important role for the state in nurturing itstions is perfectly consistent with
mainstream economics, which posits a crucial rofetlie state in creating and maintaining the
institutional infrastructure of a market economy, providing public goods, in internalizing
externalities, and, depending on political views,correcting income distribution. (Note that
none of these roles serve to rationalize a govenhmesponsibility for running steel mills or
electricity generators or banks.)

Second-generation reforms have sometimes beerrguicas politically boring esoterica like
creating budget offices or Securities and Exchabgmmissions. Our book argues that in fact
they are liable to involve political confrontatiovith some of society’s most potent and heavily
entrenched interest groups, such as the judiciady mublic school teachers. The judiciary in
Latin America are notorious for ignoring economansiderations, for example by over-riding
creditor rights to the point where creditors arkige@ant to lend. Or, worse still, they are so
corrupt that judges have to be paid to permit maoelye recovered. Similarly, many teachers’
unions have been captured by small groups withtipaliagendas unrelated to the teaching
profession. The answer, it is argued, is not ttatd a campaign to “break the unions”, but rather

1 Some may argue that this is a misnomer, inasmsaleeently functioning institutions may be a pratiton for
certain liberalizing reforms, which implies thaetbecond generation ought to precede the first!
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to seek to professionalize teaching so that teacwdl want their unions to become positive
partners for reform.

One institutional reform that we think would be astake is introduction of an industrial
policy, meaning by this a program that requires es@overnment agency to “pick winners” (to
help companies that are judged likely to be ableawtribute something special to the national
economy). There is little reason to think that istthal policies were the key ingredient of success
in East Asia (see Noland and Pack 2003); whils true that several East Asian countries had
some form or other of industrial policy at somegstaf their development, it is also true that one
of the most successful of those economies, namelygH<ong, never did. It is difficult to
explain the success of a group of countries by samg that one of them conspicuously lacked:
one needs to search for the common features ot thoantries, like their high saving rates,
outward orientation, macroeconomic stability, wetkic, and strong educational systems. This is
not to say that an industrial policy would neceigdre a disaster, because in a country with
strong private firms one can expect these to ignusguided government pressures (such as the
attempt of the Japanese MITI to rationalize theadape car industry by telling Honda not to
make cars). But government has more useful thingdot than issue advice that can only be
defended by arguing that firms are free to ignare i

Specifically, while government should stay out aikimg business decisions, and leave those
to the people who stand to gain if the decisionderare good ones and lose if they are not, it has
an important role in creating a business-friendhwie@nment. This is partly the good old-
fashioned business of providing decent infrastmacta stable and predictable macroeconomic,
legal, and political environment, and a strong hamasource base. But it also includes the
modern task of building a national innovation sgst® promote the diffusion of technological
information and fund pre-competitive research, afl s providing tax incentives for R&D and
encouraging venture capital, and may extend towgaging the growth of industrial clusters.

In addition to reforming the judiciary, teachersdahe civil service, and building up national
innovation systems, second-generation reforms teeddress two major economic areas. One
involves modernizing the institutions of a markebmomy. Unlike the economies in transition,
which had the challenging task of creating suchrdrastructure from scratch, Latin America
already had the essential features of a marketosepin place when the present wave of reform
started in the late 1980s. Nonetheless, there afeiehcies in terms of property rights
(particularly the lack of property rights in thefarmal sector to which Hernando de Soto has
repeatedly drawn attention) and, in many countbaskruptcy laws.

The other major need for institutional reform igtie financial sector. What is needed here, in
addition to the strengthening of prudential supmaovi, is a whole series of apparently minor
changes like improving transparency, upgrading @actamcy, strengthening the rights of
minority creditors, facilitating the recovery ofsa$s pledged as collateral, and developing credit
registries. While such reforms may appear minofast they are of fundamental importance—
but quite difficult to implement.

The final major thrust of the book concerns incadistribution, a topic of major importance
in Latin America, which has the most unequal disttions in the world. The starting point is
recognition that there are two ways through whiobrpgpeople can become less poor. One is by
an increase in the size of the economic pie frorithvlbveryone in society draws their income.
The other is by redistribution of a given-sized, ge that the rich get a smaller proportion and
the poor get a bigger proportion. In most caseabst effective way to give the poor a bigger
proportion is to equalize opportunities by payingrenattention to the social agenda.
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The evidence says pretty clearly that growth béséie poor, even if nothing is consciously
done to make it “pro-poor growth”. Benefits do kitee down. One influential analysis concluded
that the poor typically benefit more or less ingwdion to what they already have (Dollar and
Kraay 2000), although others have concluded thatethsticity of low incomes with respect to
aggregate growth is significantly less than ones{&oand Székely 2002). But even if the poor do
benefit in as great a proportion as others, théynet gain an awful lot from economic growth if
they have very little to start with, as is the caBrost everywhere in Latin America. Since most
people believe that improving the lot of the poaatimrs more than securing an equal income
gain to the rich, there is an abstract case foplsapenting the gains from growth by a measure
of income redistribution. And since a country whtre poor receive a very small proportion of
income needs to reallocate a relatively small pathe income of the rich in order to make a big
dent in poverty, that case applies in spades tm lfaherica.

Arthur Okun (1975) described the trade-off betwées level of income and its equitable
distribution as “the big trade-off”. If society weeefficiently organized, then we would be on the
efficiency/equity frontier, where any gain in equwould have to be paid for by a reduction in
the level of income. If, for example, we tried &distribute income from rich to poor through
higher taxes and increased welfare benefits, themetwould be a cost in terms of the
disincentive effects of high marginal tax ratesu@dg effort and therefore income. In practice
most societies are usually operating somewhereirwitie efficient frontier so that there are
opportunities for win-win solutions, and obvioustpe wants to identify and exploit these
wherever one can. But it is also true that themisntellectual justification for arguing thahly
win-win solutions deserve to be considered. Onagdmeeds to be aware of the potential cost in
terms of efficiency (or growth) of actions to impeoincome distribution, but in a highly unequal
region like Latin America opportunities for makilagge distributive gains for modest efficiency
costs deserve to be seized.

Progressive taxes are the classic instrument fdistrdouting income. One of the more
questionable aspects of the reforms of the pasiddem Latin America has been the form that
tax reform has tended to take, with a shift inltheden of taxation from income taxes (which are
typically at least mildly progressive) to consuroptitaxes (which are usually at least mildly
regressive). While the tax reforms that have oetlihvave been useful in developing a broader
tax base, it is time to consider reversing the @secof shifting from direct to indirect taxation,
including recently the growth of taxes on checkrpayts. In particular, one needs an effort to
increase direct tax collections. For incentive oeagsone wants to avoid increasing the marginal
tax rate on earned income, which suggests thahptteto collect more from direct taxes should
be focused on the following three elements:

» The development of property taxation as a majoemee source (it is the most natural
revenue source for the sub-national governmentsuhiat are being spawned by the
process of decentralization that has become sol@gpu

» The elimination of tax loopholes, which not onlyhdacrease revenue but can also simplify
tax obligations and thus aid enforcement.

» Better tax collection, particularly of the incomareed on flight capital parked abroad,
which will require the signing of tax informatioha&ing arrangements with at least the
principal havens for capital flight.

Any increase in tax revenue then needs to be déwotespending on basic social services,

including a social safety net as well as educatiad health, so that the net effect will be a
significant impact in terms of reducing inequaligrticularly by expanding opportunities for the
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poor. But it may be a mistake to limit the beneétlusively to the poor, because at least in
some circumstances it is only a middle-class stak@ublic spending that gives the extra
spending a chance of being politically sustainal#le.the same time, it must always be
remembered that spreading expenditures more bréadyglude the non-poor inevitably reduces
the anti-poverty impact of a given level of expéuac.

With the best will in the world, however, whatashievable through the tax system is limited,
in part by the fact that one of the things that eyoms good at buying is advice on how to
minimize a tax bill. Really significant improvemsnh distribution will come only by remedying
the fundamental weakness that causes poverty, viditiat too many people lack the assets that
enable them to work their way out of poverty. Tlasib principle of a market economy is that
people exchange like value for like value. Hencenter to earn a decent living the poor must
have the opportunity to offer something that otheasmt and will pay to buy: those who have
nothing worthwhile to offer because they have neetssare unable to earn a decent living. The
solution is not to abolish the market economy, Wwhi@s tried in the communist countries for 70
years and proved a disastrous dead end, but tdlggveoor access to assets that will enable them
to make and sell things that others will pay to.bLlyat means:

» Education. There is no hope unless the poor geé tnoman capital than they have had in
the past. Latin America has made some progressnproving education in the last
decade, but it is still lagging on a world scale.

* Titling programs to provide property rights to ti’ormal sector and allow Hernando de
Soto’s “mystery of capital” to be unlocked (de Saao0).

* Land reform. The Brazilian program of recent yetyshelp peasants buy land from
latifundia landlords provides a model. Landlords do not téelr vital interests to be
threatened and therefore they do not resort teesrmeasures to thwart the program.
Property rights are respected. The peasants geirtopgies but not handouts, which
seems to be what they want.

» Microcredit. Organizations to supply microcredie apreading, but they still serve only
about 2 million of Latin America’s 200 million paofhe biggest obstacle to an expanded
program consists of the very high real interestgdhat have been common in the region.
These high interest rates mean either that micddicpeograms have a substantial fiscal
cost and create an incentive to divert funds to ldes poor (if interest rates are
subsidized), or (otherwise) that they do not conmeych benefit to the borrowers. We
expect our macro program to reduce market inteetss and thus facilitate the spread of
microcredit.

Mechanisms like these are becoming increasingliisteabecause of the strengthening of
civil society, which is one of the most positivertds in the region. They will nonetheless take
time to produce a social revolution, for the veagic reason that they rely on the creation of new
assets, and it takes time to produce new assetsuBlike populist programs, they do have the
potential to produce a real social revolution gyhare pursued steadfastly. And they could do so
without jeopardizing the interests of the rich, ghwolding out the hope that these traditionally
fragmented societies might finally begin to develeal social cohesion.

6. Concluding Remarks

The term “Washington Consensus” has been usedrin diferent ways, and the negative
connotations of one of those usages are suffigiesttbng as to have led one observer who was

17



sympathetic to the original concept to descritssia damaged brand name (Naim 2002). Despite
that, the revolution in thought on the right wayctinduct economic policy that it was originally
coined to describe is important. The problem wiih YWashington Consensus in that sense of the
term is not that it contains anything much thamisguided, but that it described an incomplete
reform agenda. | have tried to sketch what needsetadded to my original statement of the
Washington Consensus to make a reform agenda for America today. If much of it applies to
Poland as well, that is a bonus.

Grzegorz W. Kolodko, TIGER: Thank you very much Professor Williamson. Thereénee for
guestions now.

Krzysztof Kalicki, LKAEM: | believe, | have a very provocative question. Whatrong with
the policy of the United States or Europe in thatert of Washington Consensus? | am asking
about huge volatility of exchange rate of US dolad euro. Many people say, we have no
fundamental exchange rates any longer, we haveexggctations. What do you think about it?
The second question is whether you share the opihiat there is a surplus of liquidity coming
to the world economy from one or two sources. Wlratthe consequences of this situation for
the world economy?

Ryszard Michalski, Foreign Trade Research Institute As for me, Professor, | would like to
ask you about your opinion on the tax policy. la Buropean Union we have now a fierce debate
over the flat taxation, over the tax competitiomuyhave mentioned in your lecture several times
the tax issue, but yet rather vaguely. So, if yould be so kind to extend your opinion about it.

Grzegorz W. Kolodko, TIGER: | have two points and would like to listen to yaamments.
First, you mentioned briefly at the end of yourgametation the meaning of the institutions. Our
criticism here in this town, in this country, inighpart of the world economy was especially
towards the interpretation of the Washington Cossenbeing given by the Bretton Woods
institutions, which was somehow different from wiati had in mind, as you explained it today
and in your papers. The criticism was that this w@d of the institutional building aspect, which
was the biggest challenge for the transition ecaeasnMisinterpretation of the early Consensus
did caused much more harm than good at the eaalyesdf the post-socialist transformation.
How would you react to this issue?

The second issue is as follows. If we take a Idathe greatest success of the last 15 years in
the world economy, this is India and this is, fio$tall, China — together more than 2 billion
people. More than 300 million people have beenrtak& of poverty or above the poverty line,
and by all means it has been done by executingdgheies which were not based on Washington
Consensus as seen by the Bretton Woods institutespecially the IMF orthodoxy. How would
you comment on that and how would you say it wasvent for the challenge of these two
emerging markets?

John Williamson: First of all, the question of the United States @&hd exchange rates.

Volatility is a fact of life and | think it is goopto continue as long as we continue insisting on
having an unstructured floating exchange rate regoithe sort that in fact we have. | have
actually heard a senior policy maker in the Uni&tdtes, who argued that it was improper to
think about what exchange rate ought to be - tHameuro rate or something of that sort. The
argument was that if the market decides what ddffotas should be and capital flows determine
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what exchange rates should be, this is not a bssiokgovernments and the governments have
no business thinking about such things, and pufficials like Jean-Claude Trichet should not
get upset and say rude things if euro gets pusbed kevel that some German or French
manufactures find unattractive. That is the worl lwe in. That is not how | personally would
think the world ought to be organized. | am noygathizer of a freely floating exchange rate. |
think that when exchange rates become far too gtosrfar too weak at times and so, at least
intervention designed to stabilize rates with sdrasic notion of where they ought to be seems to
me to make a lot of sense. That is however notitireinant view and | do not expect to see a big
change in that direction.

Secondly, excess liquidity in the world. It seerasgoloxical that there are lots of symptoms of
excess liquidity like house-price booms in a numbgicountries, and yet there isn’'t strong
growth or strong inflationary pressures on thoseg# that one usually associates with excess
liquidity. | agree with your observation, but | amat sure that | have anything very useful to say
about what the appropriate policy reaction is. riedhas a house-price boom and one is not
having other types of boom, then | would searchpfaicy instruments which might be able to
address that, maybe a taxation of houses or matigagme increasing or thing like that.

On the question of the tax policy in the EuropEaion, we recently had Martin Wolf visiting
the Institute of International Economics in Washamgand one of the interesting things that he
said was that the only way in which we can see e@mmple of the race to the bottom being
instigated by globalization is in terms of taxatidrhere are some countries not very far away
from here, which have introduced a zero tax ratearporate profits. One does begin to wonder
whether things like that do not damage a tax resemuwhether there ought not to be some
restraint. |1 guess that one would not want to makepossible to change the average level of
taxation if one introduced some restraint heravduld be framed in terms of not more than X
percent different to the average tax rate — thabimething of that sort that | think you may have
to move towards in a longer term.

On the question on institutions and the transjtioactually agree with you, certainly in that
aspect that the big weakness in the early stagd#isedtfransition was that there was far to little
emphasis on building institutions. | also thinkttlitais something that we would handle very
differently nowadays; partly because of the oveeatblution of the economic thought and the
fact that the institution building does occupy muggher profile today than it did at the time
when the transition started. To what extent can bokl the Bretton Woods Institutions
responsible for that? They certainly were not poghhat agenda at the time - that is absolutely
true, but there weren’t many other people who vperghing it either. | think fairly early it began
to be recognized that it was not just a mattehefrnacroeconomic stabilization; that there were
some pretty big microeconomic changes that we rmieadavell. | guess the criticism that | would
make, | am not sure to what extent of the Bretoroti¢oinstitutions, is that certainly there were
some economists who argued that if you privatized sort of automatic way, it would lead to
emerging institutions for the market economy, amat there were no reason to think in advance
about the form that those institutions should taldon’t think that is realistic and if that is wtha
you were fighting then | think you were basicalight.

On China and India, it is very interesting thatuyote China and India as examples of
countries that didn’t follow the Washington Conaed remember last September being told by
two Chinese leaders, that the reason for theiresgcwas that they had followed the Washington
Consensus, so it depends what you mean by the YWpshiConsensus, | guess. Certainly they
did not liberalize the capital account and asddrio argue today, | did not regard that as a big
mistake. The changes that they made were all irditeetion of liberalizing. They did not do

19



much in a way of privatization, they were takingithtime over that. | do not think | am
enormously worried about it. Personally, | wouldjs for more rapid privatization than they
have done, but | do not think it would be appragrieo have an international institution that
attempts to force them to privatize more rapidlyl the changes they have done have been
towards opening up, towards liberalizing. China baen better on the macro discipline than
India, which nowadays has a massive budget dedicit0% of GNP, which is, to my mind,
asking for trouble. Although so far they are a dopthat has never defaulted on their debt and
therefore, even though they would have a debt t® @&dio of 80% so far they find it easy to go
on selling public debt. A crisis will come one dapugh, if they do not think their policies over.

Grzegorz W. Kolodko, TIGER: Thank you very much professor Williamson for visgtius and
presenting the lecture. The lecture will be pulddghn a hard copy and will also be available
soon on out TIGER website for further concernsml sure the debate must continue so maybe
we will produce in a forthcoming future another @apn the Washington Consensus with the
“Warsaw touch” because we have been debating e ifor a long period of time. Thank you
again for coming and being today with us.
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Table 1: Rodrik's Augmented Washington Consensus

The Original Washington Consensus

The Augmented Washington Consensus

The original list plus:

Fiscal discipline

*Reorientation of public expenditures
*Tax reform

eFinancial liberalization

*Unified and competitive exchange rates
*Trade liberalization

*Openness to DFI

*Privatization

*Deregulation

*Secure property rights

eLegal/political reform

*Regulatory institutions

*Anti-corruption

eLabor market flexibility

*WTO agreements

*Financial codes and standards
*“Prudent” capital-account opening
*Non-intermediate exchange rate regime
*Social safety nets

*Poverty reduction

[%2)

Source: Rodrik (2002).
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