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Russia has gotten the worst of all possible worlds—an enormous
decline in output and an enormous increase in inequality. And the
prognosis for the future is bleak: extremes of inequality impede
growth, particularly when they lead to social and political instabiliry.

HOW MISGUIDED POLICIES LED TO THE
FAILURES OF TRANSITION

We have already seen some of the ways that the Washington consen-
sus policies contributed to the failures: privatization done the wrong
way had not led to increased efficiency or growth but to asset strip-
ping and decline. We have seen how the problems were compounded
by interactions between reforms, as well as their pace and sequenc-
ing: capital market liberalization and privatization made it easier to
take money out of the country; privatization before a legal infrastruc-
ture was in place enhanced the ability and incentive for asset strip-
ping rather than reinvesting in the country’s future. A full descripuon
of what went on, and a full analysis of the ways in which IMF pro-
grams contributed to the decline of the country, is a book in itself.
Here, I want to sketch three examples. In each case, defenders of the
IMF will say that things would have been worse, but for their pro-
grams. In some cases—such as the absence of competition policies—
the IMF will insist that such policies were part of the program, but,
alas, Russia did not implement them. Such a defense is ingenuous:
with dozens of conditions, everything was in the IMF program. Russia
knew, however, that when it came to the inevitable charade in which
IMF would threaten to cut off aid, Russia would bargain hard, an
agreement (not often fulfilled) would be reached, and the money
spigot opened up again. What was important were the monetary tar-
gets, the budget deficits, and the pace of privatization—the number
of firms that had been turned over to the private sector, never mind
how. Almost everything clse was secondary; much—Ilike competinion
policy—was virtually window-dressing, a defense against critics who
said they were leaving out important ingredients to a successtul tran-
sition strategy. As | repeatedly pushed for stronger competition poli-
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cles, those inside Russta who agreed with me, who were trying to
establish 4 rrue muarket economy, who were trying to create an effec-
tve competiton authoriry, repeatedly thanked me.

Deciding whae to emphasize, establishing priorities, is not easy.
Textbook economics often provides insufficient guidance. Economic
cheory savs that tor markets to work well, there must be both compe-
ation amd private property. If reform was easy, one would wave a
magic wand and have both. The IMF chose to emphasize privatiza-
tion, giving short shrift to competition. The choice was perhaps not
surprising: corporate and financial interests often oppose competi-
rion policies, tor these policies restrict their ability to make profits.
The consequences of IMF's mistake here were far more serious
than just high prices: privatized firms sought to establish monopo-
lies and cartels, to enhance their profits, undisciplined by effective
antitrust policies. And as so often happens, the profits of monopoly
prove especially alluring to those who are willing to resort to
mafialike techniques either to obtain market dominance or to
entorce collusion.

Inflation

Earlier we saw how the rapid liberalization at the beginning had led
to the burst of inflation. The sad part of Russia’s story was that each
mistake was followed by another, which compounded the conse-
quences,

Having set off the rapid inflation through abrupt price liberaliza-
tion in 1992, it was necessary for the IMF and the Yeltsin regime to
contain it. But balance has never been the strong suit of the IMF and
its excessive zeal led to excessively high interest rates. There is little
evidence that lowering inflation below a moderate level increases
growth. The most successful countries, like Poland, ignored the IMF’s
pressure and maintained inflation at around 20 percent through the
critical years of adjustment. IMF star pupils, like the Czech Repub-
lic, which pushed inflation down to 2 percent, saw their economy
stagnate. There are some good reasons to believe that excessive zeal in
fighting inflation can dampen real economic growth. The high inter-
est rate clearly stified new investment. Many of the new, privatized
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firms, even those who began withour an eye to looting them, saw
that they could not expand and switched to asset stripping. The IMF-
driven high interest rates led to an overvaluation of the exchange
rate, making imports cheap and exports difhcult. No wonder then
that any visitor to Moscow after 1992 could see the stores filled with
imported clothing and other goods, but would be hard-pressed to
find much with a “Made in Russia” label. And this was true even five
years after the transition began.

The tight monetary policies also contributed to the use of barter.
With a shortage of money, workers were paid in kind—with what-
ever it was that the factory produced or had available, from toilet
paper to shoes. While the flea markets that were established every-
where throughout the country as workers tried to get cash to buy
the bare necessities of life gave a semblance of entrepreneurial activ-
ity, they masked huge inefficiencies. High rates of inflation are costly
to an economy because they interfere with the workings of the price
system. But barter is every bit as destructive to the effective workings
of the price system, and the excesses of monetary stringency simply
substituted one set of inefficiencies for a possibly even worse set.

Privatization

The IMF told Russia to privatize as fast as possible; how privadzation
was done was viewed as secondary. Much of the failure of which ]
wrote earlier—both the decline in incomes and the increase in
inequality—can be directly linked to this mistake. In a World Bank
review of the ten-year history of transition economies, it became
apparent that privatization, in the absence of the institutional infra-
structure (like corporate governance), had no positive effect on
growth.!? The Washington Consensus had again just gotten it wrong.
It 15 easy to see the links between the way privatization was done and
the failures.

For instance, in Russia and other countries, the lack of laws ensur-
Ing good corporate governance meant that those who could get
control of a corporation had an incennve to steal assets from the
minority shareholders; and managers had similar incentives vis-3-vis
sharcholders. Why expend energy in creating wealth when it was so
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much easter o steal 10?2 Other aspects of the privatization process, as
we have seen, enhanced the incentives as well as opportunities for
corporate thett. Privatizavon in Russia turned over large national
enterprises, tvpically to their old managers. Those insiders knew how
uncertatn and dithicule was the road ahead. Even if they were predis-
posed to do so, they dared not wait tor the creation of capital markets
and the hosts of other changes that would be required for them to
reap the tull value ot any mnvestments and restructuring. They focused
vn what they could get out of the firm in the next few years, and all
too often, this was maxiniized by stripping assets.

Privatization was also supposed to eliminate the role of the state in
the economy; but those who assumed thart had a far too naive view of
the role of the state in the modern economy. It exercises its influence
in a mvriad of ways at a myriad of levels. Privatization did reduce the
power of the central government, but that devolution left the local
and regional governments with far wider discretion. A city like, say,
St. Petersburg, or an oblast (regional government) like Novgorod,
could use a host of regulatory and tax measures to extort “rents” from
firms that operated in their jurisdiction. In advanced industrial coun-
tries there is a rule of law which keeps local and state governments
from abusing their potential powers; not so in Russia. In advanced
industrial countries, competition among communities makes each
trv to make itself more attractive to investors. But in a world in
which high interest rates and an overall depression make such invest-
ments unlikely in any case, local governments spent little time creat-
ing attracuve “environments for investment” and focused instead on
seeing how much they could extract from existing enterprises—just
as the owners and managers of newly privatized firms themselves
did. And when these privatized firms operated across many jurisdic-
tions, authorities in one district reasoned that they had better take
what they could grab before others took their own bites out of assets.
And this only reinforced the incentive of managers to grab whatever
they could as quickly as possible. After all, the firms would be left
destitute in any case. [t was a race to the bottom. There were incen-
tives for asset stripping at every level.

Just as the radical “shock therapy” reformers claim that the problem

with liberalization was not that it was too slow, but that it was not fast
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enough, so too with privatization. While the Czech Republic, for
example, was praised by the IMF even as it faltered, it became clear
that the country’s rhetoric had outpaced its performance: it had left
the banks in state hands. If a government privatizes corporations, but
leaves banks in the state hands, or without effective regulation, that
government does not create the hard budget constraints that lead to
efficiency, but rather an alternative, less transparent way of subsidizing
firms—and an open invitation to corruption. Critics of Czech priva-
tization claim the problem was not that privatization was too rapid,
but that it was too slow. But no country has succeeded in privauzing
everything, overnight, well, and it is likely that were a government to
try to do instantaneous privatizaton, there would be a mess. The task
is too difficult, the incentives for malfeasance too high. The failures of
the rapid privatization strategies were predictable—and predicted.

Not only did privatization, as it was imposed in Russia (as well as
in far too many of its former Soviet bloc dependencies), not con-
tribute to the economic success of the country; it undermined confi-
dence in government, in democracy, and in reform. The result of
giving away its rich natural resources before it had in place a system
to collect natural resource taxes was that a few friends and associates
of Yeltsin became billionaires, but the country was unable to pay pen-
sioners their $15 a month pension.

The most egregious example of bad privatization was the loans-
for-share program. In 1995, the government, instead of turning to
the Central Bank for needed funds, turned to private banks. Many of
these private banks belonged to friends of the government who had
been given bank charters. In an environment with underregulated
banks, the charters were effectively a license to print money, to make
loans either to themselves or their friends or to the government. As a
condition of the loan, the government purt up shares of its own enter-
prises as collateral. Then—surprisel—the government defaulted on
its loans; the private banks took over the companies in what might be
viewed as a sham sale (though the government did go through a cha-
rade of having “auctions”); and a few oligarchs became instant bil-
lionaires. These privatizations had no political legitimacy. And, as
noted previously, the fact that they had no legitimacy made it even
more imperative that the oligarchs take their funds quickly out of the
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country—betore a new government that might try to reverse the
privanzations or undermine their position canie to power.

Those who benetited trom the largesse of the state, or more accu-
rately from Yelwsin's largesse, worked hard to ensure Yeltsin's reelec-
tion. lronically, while there was always a presumption that part of
Yelsins wiveaway went to finance his campaign, some critics think
that the oligarchs were far too smart to use their money to pay for
the clection campaign; there was plenty of government slush funds
that could be used. The oligarchs provided Yeltsin with something
that was tar more valuable—modern campaign management tech-
niques and positive treatment by the TV nerworks they controlled.

The loans-tor-share scheme constituted the final stage of the
enrichment of the oligarchs, the small band of people (some of
whom owed their origins, reportedly at least, partly to mafialike con-
nections) who came to dominate not just the economic but the
political lite of the country. At one point, they claimed to control 50
percent of the country’s wealth! Defenders of the oligarchs liken
them to America’s robber barons, the Harrimans and Rockefellers.
Bat there is a big difference berween the activities of such figures in
nineteenth-century capitalism, even those carving out railway and
mining baronies in America’s Wild West, and the Russian oligarchy’s
explottation ot Russia, what has been called the Wild East. America’s
robber barons created wealth, even as they accumulated fortunes.
Thev left a country much richer, even if they got a big slice of the
larger pie, Russia’s oligarchs stole assets, stripped them, leaving their
country much poorer. The enterprises were left on the verge of
bankruprey, while the oligarch’s bank accounts were enriched.

The Social Context

The othicials who applied Washington Consensus policies failed to
appreciate the social context of the transition economies. This was
especially problematic, given what had happened during the years of
communism.

Market cconomies entail a host of economic relationships—
exchanges. Many of these exchanges involve matters of trust. An
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individual lends another money, trusting that he will be repaid. Back-
ing up this trust is a legal system. If individuals do not live up to their
contractual obligations, they can be forced to do so. If an individual
steals property from another, he can be brought to court. But in
countries with mature market economies and adequate institutional
infrastructures, individuals and corporations resort only occasionally
to htigation.

Economists often refer to the glue that holds society together as
“social capital” Random violence and Mafia capitalism are often
cited as reflections of the erosion of social capital, but in some of the
countries of the former Soviet Union that 1 visited, one could see
everywhere, in more subtle ways, direct manifestations of the erosion
of social capital. It is not just a question of the misbehavior of a few
managers; it is an almost anarchic theft by all from all. For instance,
the landscape in Kazakhstan is dotted with greenhouses—missing
their glass. Of course, without the glass, they fail to function. In the
early days of the transition, there was so littde confidence in the
future that each individual took what he could: each believed that
others would take the glass out of the greenhouse—in which case
the greenhouse (and their livelihood) would be destroyed. But if the
greenhouse was, in any case, fated to be destroyed, it made sense for
each to take what he could—even if the value of the glass was small.

The way in which transition proceeded in Russia served to erode
this social capital. One got wealthy not by working hard or by invest-
ing, but by using political connections to get state property on the
cheap in privatizations, The social contract, which bound cinzens
together with their government, was broken, as pensioners saw the
government giving away valuable state assets, but claiming that it had
no money to pay their pensions.

The IMFY focus on macroeconomics—and in particular on infla-
tion—Iled it to shunt aside issues of poverty, inequality, and social cap-
ttal. When confronted about this myopia of focus, it would say,
“Inflation is especially hard on the poor.” But its policy framework
was not designed to minimize the impact on the poor. And by ignor-
ing the impacts of its policics on the poor and on social capital, the
IMF actually impeded miacrocconomic success. The erosion of social
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capital created an environment that was not conducive to invest-
ment. The Russtan government’s (and the IMF’s) lack of attention to
4 minimal satety net slowed down the process of restructuring, as
even hardheaded plant managers often found it difficult to fire work-
ers, knowiny there was little standing between their fired workers
and extreme hardship, if not starvation.

Shock Therapy

The great debate over reform strategy in Russia centered on the pace
ot retorm. Who was right, in the end—the “shock therapists” or the
“gradualists”? Economic theory, which focuses on equilibrium and
idealized models, has less to say about dynamics, the order, timing,
and pacing of reforms, than one would like—though IMF econo-
mists often tried to convince client countries otherwise, The debaters
resorted to metaphors to convince others of the merits of their side.
The rapid reformers said, “You can’ cross a chasm in two leaps,”
while the gradualists argued that it took nine months to make a baby,
and talked about crossing the river by feeling the stones. In some
cases, what separated the two views was more a difference in per-
spective than reality. [ was present at a seminar in Hungary where
one participant said, “We must have rapid reform! It must be accom-
plished in five years.” Another said, ““We should have gradual reform.
[t will take us five years.”” Much of the debate was more about the
manner of reform than the speed.

We have already encountered two of the essential critiques of the
gradualists: “Haste makes waste”—it is hard to design good reforms
well; and sequencing matters. There are, for instance, important pre-
requisites for a successful mass privatization, and creating these
prerequisites takes time.!> Russia’s peculiar pattern of reforms
demonstrates that incentives do matter, but that Russia’s kind of
ersatz capitalism did not provide the incentives for wealth creation
and economic growth but rather for asset stripping. Instead of a

smoothly working market economy, the quick transition led to a dis-
orderly Wild East.
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The Bolshevik Approach to Market Reform

Had the radical reformers looked beyond their narrow focus on eco-

nomics, they would have found that history shows that most of the

experiments in radical reform were beset by problems. This is true

from the French Revolution in 1789, to the Paris Commune of
1871, to the Bolshevik Revolution in Russia in 1917, and to China's
Cultural Revolution of the 1960s and 1970s. It i1s easy to understand
the forces giving rise to each of these revolutions, but each produced
its own Robespierre, its own political leaders who were either cor-
rupted by the revolution or took it to extremes. By contrast, the suc-
cessful American “Revolution” was not a true revolution in society; it
was a revolutionary change in political structures, but it represented an
evolutionary change in the structure of society. The radical reformers
in Russia were trying simultaneously for a revolution in the eco-
nomic regime and in the structure of society. The saddest comrmen-
tary is that, in the end, they failed in both: a market economy in
which many old party apparatchiks had simply been vested with
enhanced powers to run and profit from the enterprises they for-
merly managed, in which former KGB officials sall held the levers of
power. There was one new dimension: a few new oligarchs, able and
willing to exert immense political and economic power.

In effect, the radical reformers employed Bolshevik strategies—
though they were reading from different texts. The Bolsheviks tried
to impose communism on a reluctant country in the years following
1917. They argued that the way to build socialism was for an elite
cadre to “lead” (often a euphemism for “force” ) the masses into the
correct path, which was not necessarily the path the masses wanted
or thought best. In the “new” post-Communist revolution in Russia,
an elite, spearheaded by international bureaucrats, similarly attempted
to force rapid change on a reluctant population.

Those who advocated the Bolshevik approach not only seemed to
ignore the history of such radical reforms but also postulated that
political processes would work in ways for which history provided
no evidence. For instance, economists such as Andrei Shleifer, who
recognized the importance of the institutional infrastructure for a
market economy, believed that privatization, no matter how imple-
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mented, would lead to a political demand for the institutions that
ZOVETH private property,

Shleiters argument can be thought of as an (unwarranted) exten-
sion ot Coase’s theorem. The economist Ronald H. Coase, who was
awarded a Nobel Prize tor his work, argued that in order to achieve
etticiency. well-detined property rights are essential. Even if one dis-
tributed assets to someone who did not know how to manage them
well, 1n a society with well-defined property rights that person
would have an incentive to sell to someone who could manage the
assets etficiently. That is why, advocates of rapid privatization argued,
one didn't really need to pay close attention to how privatization was
accomplished. It is now recognized that the conditions under which
Coase'’s conjecture is valid are highly restrictive!*—and certainly
weren't satisfied in Russia as it embarked on its transition.

Shleiter and company, however, took Coase’s ideas further than
Coase himself would have done. They believed that political
processes were governed in the same way as economic processes. If a
group with vested interests in property could be created, it would
demand the establishment of an institutional infrastructure necessary
to make a market economy work, and its demands would be
reflected in the political process. Unfortunately, the long history of
political reforms suggests that the distribution of income does matter.
[t has been the middle class that has demanded the reforms that are
otten referred to as “the rule of law” The very wealthy usually do far
better for themselves behind closed doors, bargaining special favors
and privileges. Certainly it has not been demands from the Rocke-
tellers and the Bill Gates of the world that have led to strong compe-
tution policies. Today, in Russia, we do not see demands for strong
compettion policy forthcoming from the oligarchs, the new monop-
olists. Demands for the rule of law have come from these oligarchs,
who obtained their wealth through behind-the-scenes special deals
within the Kremlin, only as they have seen their special influence on
Russia’s rulers wane.

Demands for an open media, free from concentration in the hands
of a few, came from the oligarchs, who sought to control the media
in order to maintain their power—but only when the government
sought to use its power to deprive them of theirs. In most democratic
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and developed countries such concentrations of economic power
would not long be tolerated by a middle class forced to pay monop-
oly prices. Americans have long been concerned with the dangers of
concentration of media power, and concentratons of power in the
United States on a scale comparable to that in Russia today would be
unacceptable. Yet U.S. and IMF officials paid little attention to the
dangers posed by the concentration of media power; rather, they
focused on the rapidity of privanzation, a sign that the privatizaton
process was proceeding apace. And they took comfort, indeed even
pride, in the fact that the concentrated private media was being used,
and used effectively, to keep their friends Boris Yelwin and the so-
called reformers in power.

One of the reasons that it is important to have an active and crin-
cal media is to ensure that the decisions that get made reflect not just
the interests of a few but the general interest of society. It was essen-
tial for the continuation of the Communist system that there not be
public scrutiny. One of the problems with the failure to create an
effective, independent, and competitive media in Russia was that the
policies—such as the loans-for-share scheme—were not subjected to
the public critique that they deserved. Even in the West, however, the
critical decisions about Russian policy, both at the international eco-
nomic institutions and in the U.S. Treasury, went on largely behind
closed doors. Neither the taxpayers in the West, to whom these insti-
tutions were supposed to be accountable, nor the Russian people,
who paid the ultimate price, knew much about what was going on at
the time. Only now are we wrestling with the question of “Who lost
Russia?”"—-and why. The answers, as we are beginning to see, are not

edifying.



CHAPTER 6

UNFAIR. FAIR TRADE
LAWS AND OTHER
MISCHIEF

HE IMF 15 a political institution. The 1998 bailout was

dictated by a concern to maintain Boris Yeltsin in power,

though on the basis of all the principles which should have
vuided lending, it made little sense. The quiet acquiescence, if not
outright support, to the corrupt loans-for-share privatization was
partially based on the fact that the corruption too was for good pur-
pose—to get Yeltsin reelected.! IMF policies in these areas were
inextricably linked to the political judgments of the Clinton admin-
1stration’s Treasury.

Within the administration as a whole, there were, in fact, misgiv-
ings about Treasury’s strategy. After the defeat of the reformers in
December 1993, Strobe Talbott, at the time in charge of Russia pol-
iy {later to become deputy secretary of state), expressed the wide-
spread apprehensive view of the shock therapy strategy: Had there
been too much shock and too little therapy? We at the Council of
Economic Advisers felt strongly that the United States was giving
bad advice to Russia and using taxpayers’ money to induce them to
accept 1t. But Treasury claimed Russian economic policy as its own
turf; turned aside any attempts to have an open dialogue, either

within government or outside; and stood stubbornly by its commit-
ment to shock therapy and rapid privatization.

166
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Political judgments as much as economics lay behind the stances
of the people at the Treasury. They worried about the imminent dan-
ger of backsliding into communism. The gradualists worried that the
real danger was the failure of shock therapy: increasing poverty and
falling incomes would undermine support for market reforms. Again,
the gradualists proved right. The Moldova elections in February
2000, in which the old Communists got 70 percent of the seats in
the Duma, were perhaps the most extreme case, but disillusionment
with radical reform and shock therapy is now common among the
economies in transition.? Seeing the transition as the last round in
the battle between good and evil, between markets and communism,
led to one further problem: the IMF and U.S. Treasury treated most
of the ex-Communists with disdain and distrust, except for a few
chosen ones who became their allies. There were, of course, some
die-hard Communists, but some, perhaps many of those who had
served in the Communist governments, were far from true believers.
Instead, they were pragmatists who wanted to get ahead in the sys-
tem. If the system required that they join the Communist Party, that
did not seem an overly excessive price to pay. Many were as happy as
anyone else to see the end of the Communist domination and the
restoration of democratic processes. If these people carried over any-
thing from their Communist days, it was a belief that the state bore a
responsibility for taking care of those in need, and a belief in a more
egalitarian society.

In fact, many of these ex-Communists became what, in European
terms, are called Social Democrats of various persuasions. In Ameri-
can political terms they nught range anywhere from the old New
Deal Democrats to the more recent New Democrats, though most
would have been closer to the former than the latter. It was ironic
that the Democratic Clinton administration, seemingly embracing
views highly consonant with these Social Democrats, would so often
ally itself in the economies in transition with reformers who leaned
to the right, the disciples of Milton Friediman and of radical market
reforms, who paid too little attention to the social and distributional
consequences of policy.

In Russia, there was no one but ex-Commnunists to be dealt with.



108 GlOBALIZATION AND ITS ID)ISCONTENTS

‘elesin himselt was an ex-Communist—a candidate member of the
Policburo. In Russia, the Communists were never really ousted from
power. Almost all of Russias retormers were well-connected ex-
Communists. At one time, it seemed the fault line would lie berween
those who were closely connected to the KGB and Gosplan—the
centers of political and economic control under the old regime—and
everyone clse. The “good guys” were the apparatchiks who had run
businesses. like Viktor Chernomyrdin, the head of Gazprom, who
succeeded Gaidar as prime minister, practical men with whom we
could deal. While somie of these “practical men” were ready to steal as
much of the state’s wealth for themselves and their friends as they
could get away with, they were clearly no left-wing ideologues.
While (mistaken or not) judgments about who would likely lead
Russia into the promised land of free markets may have guided deci-
sions about whom the United States (and the IMF) should ally itself
with in the early days of the transition, by 2000 a hard pragmatism
had set in. It there had been idealism in the beginning, the failings of
Yeltsin and manv of those around him had led to cynicism. Putin was
embraced with seeming warmth by the Bush admuinistration as
someone we could work with, his KGB credentials of little moment.
[t had waken a long time for us finally to stop judging people by
whether they were or were not Communists during the old
regime—or even by what they did under the old regime. If mistaken
ideology may have blinded us in dealing with emerging leaders and
parties in Eastern Europe, as well as the design of economic policies,
mistaken political judgments played no less a role in Russia. Many of
those with whom we allied ourselves were less interested in creating
the kind of market economy that has worked so well in the West than
in enriching themselves.

As nme went on, and the problems with the reform strategy and
the Yelesin government became clearer, the reactions of people both
in the IMF and the U.S. Treasury proved not unlike those of officials
earlier inside the U.S. government as the failures of the Vietnam War
became clearer: to ignore the facts, to deny the reality, to suppress the
discussion, to throw more and more good money after bad. Russia
was about to “turn a corner”; growth was about to occur; the next
loan would enable Russia finally to get going; Russia had now
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shown that it would live up to the conditions of the loan agreements;
and so on and so forth. As the prospects of success looked increas-
ingly bleak, as the crisis looked increasingly around stll another cor-
ner, the rhetoric changed: the emphasis switched from confidence in
Yeltsin to fearing the threat of the alternative.

The sense of anxiety was palpable. I received a call one day from
the office of a very senior adviser to the Russian government. He
wanted to organize a brainstorming session in Russia on what the
country might do to get itself going. The best that the IMF had been
able to provide in years of advice was stabilization; it had nothing to
offer in the way of growth. And it was clear that stabilization—at least
as presented by the IMF—did not lead to growth. When the IMF
and the U.S. Treasury got wind of this, they leaped into action. Trea-
sury (reportedly at the most senior level) called the president of the
Bank and 1 was ordered not to go. But, while Treasury would like to
think of the World Bank as its own property, other countries ¢an,
when carefully orchestrated, outflank even the U.S. Treasury secre-
tary. And so it happened here: with the appropriate calls and letters
from Russia, [ proceeded to Russia to do what the Russians had
asked—to open a discussion unfettered by either IMF ideology or
U.S. Treasury’s special interests.

My visit was fascinating. The breadth of the discussions was
impressive. There were a number of bright people struggling to cratt
a strategy for economic growth. They knew the numbers—but to
them the decline in Russia was not just a matter of statistics. Many
people 1 talked to recognized the importance of what had been left
out of, or given insufficient attention in, the IMF programs. They
knew that growth requires more than stabilization, privatizanon, and
liberalization. They worried that the pressure from the IMF for rapid
privatization, which they were still feeling, would lead to still more
problems. Some recognized the importance of creating strong com-
petition policies, and bemoaned the lack of support that they were
receiving. But what struck me most was the incongruity between the
spirit in Washington and in Moscow. In Moscow, there was (at the
time) a healthy policy debate. Many were concerned, for instance,
that the high exchange rate was suppressing growth-—and they were
right. Others worried that a devaluation would set off inflation-—and
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they too were right. These are complicated matters, and in democra-
cies, they need to be debated and discussed. Russia was trying to do
thue, tr\'i.ng to open up the discussion to different voices. It was Wash-
ipton—or more accurately, the IMF and the U. S. Treasury—that
were atraid ot democracy, that wanted to suppress debate. I could not
bur note. and teel sad about, the 1rony.

As the evidence of the failures mounted, and as it became increas-
inglv clear that the United States had been backing a weak horse, the
U.S. administration tried even harder to clamp down on criticisms
and public discussion. Treasury tried to eliminate discussions from
within the Bank with the press, to be sure that only their interpreta-
tions of what was going on would be heard. Yet it was remarkable
how, even as evidence on possible corruption unfolded in U.S. news-
papers, the Treasury Department hardly wavered in its strategy.

For manv, the loans-for-share privatization scheme discussed in
chapter 3 (in which a few oligarchs got control of a vast portion of
the countrvs rich natural resources) became the critical point at
which the United States should have spoken out. Within Russia, the
United States was not unjustly perceived as having allied itself with
corruption. In what would have been perceived as a public display of
support, Depury Treasury Secretary Lawrence Summers invited to his
house Anatoly Chubais, who had been in charge of privatization,
who organized the loans-for-share scam, and who not surprisingly
has become one of the least popular public officials in all Russia. The
U.S. Treasury and the IMF entered into the political life of Russia. By
siding so firmly for so long with those at the helm when the huge
inequality was created through this corrupt privatization process, the
United States, the IMFE and the international community have indeli-
bly associated themselves with policies that, at best, promoted the
interests of the wealthy at the expense of the average Russian.

When US. and European newspapers finally exposed the corrup-
tion publicly, Treasury’s condemnation had a hollow and disingenu-
ous ring. The reality is that the Duma’s inspector general brought
these charges to Washington long before the news stories broke.
Within the World Bank, [ was urged not to meet with him, lest we

give credence to his charges. If the extent of corruption was not
known, it was because ears and eyes were covered.
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WHAT SHOULD HAVE BEEN DONE

The West's long-term interests would have been far better served had
we stayed out of close involvement with particular leaders, and pro-
vided broad-based support to democratic processes. This could have
been done by supporting young and emerging leaders in Moscow
and in the provinces who were against corruption and who were try-
Ing to create a true democracy.

I wish there had been an open debate about America’s Russian
strategy at the beginning of the Clinton administration, a debate
more reflective of the discussion going on in the outside world. |
believe that if Clinton had been confronted with the arguments, he
would have adopted a more balanced approach. He would have been
more sensitive to the concerns of the poor, and more aware of the
importance of political processes than the people at Treasury. But as is
so often the case, the president was never given a chance to hear the
full range of issues and views. Treasury viewed the issue as too impor-
tant to let the president have an important role in making the deci-
sions. Perhaps because of the lack of interest from the American
people, Clinton himself did not feel that this issue was important
enough for him to demand an accounting in greater detail.

U.S. INTERESTS AND RUSSIAN REFORM

There are many in Russia (and elsewhere) who believe the failed
policies were not just accidental: the failures were deliberate,
intended to eviscerate Russia, to remove it as a threat for the indefi-
nite future. This rather conspiratorial view credits those at the IMF
and the U.S. Treasury with both greater malevolence and greater wis-
dom than I think they had. I believe that they actually thought the
policies they were advocating would succeed. They believed that a
strong Russian economy and a stable Russian reform-oriented gov-
ernment were in the interests of both the United States and global

peace.

But the policies were not totally altruistic. U.S. economic inter-
csts—or more accurately, U.S. tinancial and commercial market tnter-
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ests—were reflected in the policies. For instance, the July 1998
bailout was just as much a bailout of Western banks that stood to lose
billions of dollars (and eventually did lose billions) as it was a bailout
of Russia. But 1 was nor just Wall Street’s direct interests that influ-
enced policv: it was the ideology that prevailed in the financial com-
muniey. For instance, Wall Street regards inflation as the worst thing
in the world: 1t erodes the real value of what is owed to creditors,
which leads to increases in interest rates, which in turn lead to
declines in bond prices. To tinanciers, unemployment is far less of a
concern. For Wall Street, nothing could be more sacrosanct than pri-
vate property; no wonder then the emphasis on privatization. Their
commniitment to competition is far less passionate—after all, it is the
current U.S. secretary of the Treasury, Paul O’Neill, who engineered
the global aluminum cartel and has worked to suppress competition
with the global steel market. And notions of social capital and politi-
cal participacton niay not even appear on their radar screen; they feel
far more comfortable with an independent central bank than one
whose actions are more directly under the control of political
processes. (In the case of Russia, there was a certain irony in this
stance; in the aftermath of the 1998 crisis, it was Russia’s independent
central banker that threatened to push a more inflationary policy
than the IMF—and some members of the government—wanted, and
1t was the independence of the Central Bank that partly accounted
for 1ts ability to ignore charges of corruption.)

Broader special economic interests in the United States affected
policies in ways that conflicted with broader national interests and
made the country look more than a little hypocritical. The United
States supports free trade, but all too often, when a poor country does
manage to find a commodity it can export to the United States,
domestic American protectionist interests are galvanized. This mix of
labor and business interests uses the many trade laws—officially
reterred to as “fair crade laws.” but known outside the United States
as “unfair fair trade laws”—to construct barbed-wire barriers to
imports. These laws allow a company that believes a foreign rival is
selling a product below cost to request that the government impose
special tariffs to protect it. Selling products below cost is called
dumping, and the duties are called dumping duties. Often, however,
the U.S. government determines costs on the basis of little evidence,
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and in ways which make little sense. To most economists, the dump-
ing duties are simply naked protectionism. Why, they ask, would a
rational firm sell goods below cost?

The Aluminum Case

During my term in government, perhaps the most grievous instance
of US. special interests interfering in trade—and the reform
process—occurred in early 1994, just after the price of aluminum
plummeted. In response to the fall in price, U.S. aluminum producers
accused Russia of dumping aluminum. Any economic analysis of the
situation showed clearly that Russia was not dumping. Russia was
simply selling aluminum at the international price, which was low-
ered both because of a global slowdown in demand occasioned by
slower global growth and because of the cutback in Russian alu-
minum use for military planes. Moreover, new soda can designs used
substantially less aluminum chan before, and this also led to a decline
in the demand. As | saw the price of aluminum plummet, 1 kneéw the
industry would soon be appealing to the government for some form
of relief, either new subsidies or new protection from foreign com-
petition. But even | was surprised at the proposal made by the head
of Alcoa, Paul O’Neill: a global aluminum cartel. Cartels work by
restricting output, thereby raising prices. O'Neill’s interest was no
surprise to me; what did surprise me was the idea that the U.S. gov-
ernment would not only condone a cartel but actually play a pivotal
role in setting one up. He also raised the specter of using the
antidumping laws if the cartel was not created. These laws allow the
United States to impose special duties on goods that are sold at
below a “fair market value,” and particularly when they are sold
below the cost of production. The issue, of course, was not whether
Russia was or was not dumping. Russia was selling its aluminum at
international prices. Given the excess capacity in its industry and the
low price of Russian electricity, much if not all of what it was selling
on international markets was being sold above its costs of production.

However, the way the dumping laws are typically implemented,

countries can be charged with dumping even when they were—

from an economic point of view—not dumping. The U.S. estimates

costs of production using a peculiar methodology, which, if applied
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to American tirms, would probably conclude that most American
tirms were dumping as well; but worse, the Department of Com-
merce, which acts simultaneously as judge, jury, and prosecutor, esti-
mates costs based on whae 1t calls BIA, best informaton available,
which 1s cypically that provided by the American firms trying to keep
out the toreign competition. In the case of Russia and the other for-
mer Comumunist countries, it often estimates costs by looking at costs
in a comparable country. In one case, Poland was charged with
dumping golf carts: the supposedly “comparable” country was Canada.
[n the case of aluminum, had dumping charges been brought, there
was a reasonable chance that sufficientdy high duties would be
imposed so that Russia would not be able to sell its aluminum in the
United States. [t might be able to sell its aluminum elsewhere (unless
other countries tollowed the U.S. lead), in which case international
aluminum prices would have continued to have been depressed. For
Alcoa, a global cartel was thus preferable: it offered a better chance of
gettng the high prices that Alcoa wanted.

[ opposed the cartel. What makes market economies work is com-
petition. Cartels are illegal inside the United States, and they should
be illegal globally. The Council of Economic Advisers had become a
strong ally of the Anutrust Division of the U.S. Justice Department in
pushing tfor strong enforcement of competition laws. For the United
States now to help create a global cartel was a violation of every
principle. Here, however, more was at stake. Russia was struggling to
create a market economy. The cartel would hurt Russia, by restricting
its sales of one of the few goods that it could market internationally.
And creating the cartel would be teaching Russia the wrong lesson
about how market economies work.

On a quick trip to Russia, I talked to Gaidar, then the first deputy
prime minister in charge of economics; he and [ both knew that
Russia was not dumping—in the sense in which that word would be
used by economists—but we both knew how the U.S. laws work.
Were dumping charges brought, there was a good chance that dump-
ing duties would be levied. Nonetheless, he knew how bad a cartel
would be for Russia, both economically and in terms of the impact
on the reforms he was trying to put into place. He agreed that we
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should resist as strongly as we could. He was willing to face the risk
of the imposition of dumping duties.?

I worked hard to convince those in the National Economic
Council that it would be a mistake to support O’Neill’s idea, and |
made great progress. But in a heated subcabinet meeting, a decision
was made to support the creation of an international cartel. People in
the Council of Economic Advisers and the Department of Justice
were livid. Ann Bingaman, the assistant attorney general for antitruse,
put the cabinet on notice that there might have been a violation of
the antitrust laws in the presence of the subcabinet. Reformers
within the Russian government were adamantly opposed to the
establishment of the cartel and had communicated their feelings
directly to me. They knew that the quantitative restrictions that the
cartel would impose would give more power back to the old-line
ministries. With a cartel, each country would be given certain quotas,
amounts of aluminum they could produce or export. The ministries
would control who got the quotas. This was the kind of system with
which they were familiar, the kind of system that they loved. I wor-
ried that the excess profits generated by the trade restrictions would
give rise to a further source of corruption. We did not fully grasp that
in the new Mafiaized Russia, it would also give rise to a bloodbath in
the struggle over who got the quotas.

While I had managed to convince almost everyone of the dangers
of the cartel solution, two voices dominated. The State Department,
with its close connections to the old-line state ministries, supported
the establishment of a cartel. The State Department prized order
above all else, and cartels do provide order. The old-line ministries, of
course, were never convinced that this movement to prices and mar-
kets made sense in the first place, and the experience with aluminum
simply served to confirm their views. Rubin, at that time head of the
National Economic Council, played a decisive role, siding with State.
At least for a while, the cartel did work. Prices were raised. The prot-
its of Alcoa and other producers were enhanced. The American con-
sumers—and consumers throughout the world—lost, and indeed. the
basic principles of economics, which teach the value of competitive
markets, show that the losses to consumers outweigh the gains to
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producers. But in the case at point, niore was at issue: we were trying
to teach Russia about market economics. They learned a lesson, but
tt was the wrong lesson, a lesson that was to cost them dearly over the
succeeding vears: the way to do well in market economics was to go
to the government! We did not intend to teach crony-capitalism 101,
and they probably did not need to take crony-capitalism 101 from us;
thev probably could have learned all thac was required on their own.
But we unwittingly provided them with a bad example.?

National Security for Sale

The aluminum case was not the first, nor would it be the last
instance, where special interests donunated over the national and
global goal of a successtul transicion. At the end of the Bush adminis-
tration and the beginning of the Clinton administration, a historical
“swords to plowshares” agreement was made between Russia and the
United States. A U.S. government enterprise called the United States
Enrichment Corporation (USEC) would buy Russian uranium from
deactivated nuclear warheads and bring it to the United States. The
uranium would be de-enriched so that it could no longer be used for
nuclear weapons, and would then be used in nuclear power plants.
The sale would provide Russia with needed cash, which it could use
to better keep its nuclear material under control.

Unbelievable as it may seem, the fair trade laws were again
invoked. to impede this transfer. The American uranium producers
argued that Russia was dumping uranium on U.S. markets. Just as in
the case of aluminum, there was no economic validity to this charge.
However, the U.S. unfair fair trade laws are not written on the basis
of economic principles. They exist solely to protect American indus-
tries adversely aftfected by imports.

When the U.S. government’s import of uranium for purposes of
disarmament was challenged by American uranium producers under
the fair trade laws, it became clear that a change in these laws was
needed. The Department of Commerce and the U.S. Trade Repre-
sentative were—with high-level coaxing—finally persuaded to pro-
pose changes in the laws to Congress. Congress turned the proposals
down. It has remained unclear to me whether Commerce and the
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U.S. Trade Representative sabotaged efforts at getting a change in the
laws by presenting the proposal to Congress in a way that made the
outcome inevitable, or whether they fought against a Congress
which always has taken a strong protectionist stand.

Equally striking was what happened next, in the mid-1990s. Much
to the embarrassment of the Reagan and Bush administrations, the
United States was far behind in the sweepstakes on privanzation in
the 1980s. Margaret Thatcher had privatized billions, while the
United States had privatized only a $2 million helium plant in Texas.
The difterence, of course, was that Thatcher had far more and far
larger nationalized industries that she could privatize. At last privan-
zation advocates in the United States thought of something that few
others would, or could, privatize: USEC, which not only enriches
uranium for nuclear reactors but also for atomic bombs. The privaa-
zation was beset by problems. USEC had been entrusted with bring-
ing in the enriched uranium from Russia; as a private firm, this was a
kind of monopoly power that would not have passed scrutny’of the
antitrust authorities. Worse still, we at the Council of Economic
Advisers had analyzed the incentives of a privatized USEC, and had
shown convincingly that it had every incentive to keep the Russian
uranium out of the United States. This was a real concern: there were
major worries about nuclear proliferation—about nuclear material
getting into the hands of a rogue state or a terrorist organizaton—
and having a weakened Russia with enriched uranium to sell to any-
one willing to pay was hardly a pretty picture. USEC adamantly
denied that it would ever act counter to broader U.S. interests, and
affirmed that it would always bring in Russian uranium as fast as the
Russians were willing to sell; but the very week that it made these
protestations, I got hold of a secret agreement between USEC and
the Russian agency. The Russians had offered to triple their deliver-
ies, and USEC had not only turned them down but paid a handsome
amount tn what could only be termed “hush money” to keep the
offer (and USEC’ refusal) secret. One might have thought that this
itself would have been enough to stop the privatization, but not so:
the U.S. Treasury was as adamant about privatization at home as it
was in Russia.

Interestingly, this, America’s onlv major privatzation of the
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decade, has been beset with problems almost as bad as those that have
betallen privatization elsewhere, so much so that bipartisan bills have
been mtroduced mnto Congress to renationalize the enterprise. Our
torecasts that the privatizatton would interfere with the importation
ot the enriched uranium from Russia proved all too prescient,
lndeed. at one point, it looked as if all exports to the United States
might be held up. In the end, USEC asked for huge subsidies to con-
unuwe with the importation. The rosy economic picture painted by
USEC (and the U.S. Treasury) proved false, and investors became
angry as they saw share prices plummet. There was nervousness about
a tirm with bare financial viability in charge of our nation’s produc-
tion ot enriched uranium. Within a couple of years of privatization,
questions were being raised about whether Treasury could, with a
straight tace, give the financial certification required by the law for
USEC to continue to operate.

LESSONS FOR RUSSIA

Russia had a crash course in market economics, and we were the
teachers. And what a peculiar course it was. On the one hand, they
were given large doses of free market, textbook economics. On the
other hand, what they saw in practice from their teachers departed
markedly from this ideal. They were told that trade liberalization was
necessary for a successful market economy, yet when they tried to
export aluminum and uranium (and other commodities as well) to
the United States, they found the door shut. Evidently, America had
succeeded without trade liberalization; or, as it is sometimes put,
“trade is good, but imports are bad.” They were told that competi-
tion is vital (though not much emphasis was put on this), yet the U.S,
government was at the center of creating a global cartel in alu-
minum, and gave the monopoly rights to import enriched uranium
to the U.S. monopoly producer. They were told to privatize rapidly
and honestly, yet the one attempt at privatization by the United
States took years and years, and in the end its integrity was ques-
tioned. The United States lectured everyone, especially in the after-
math of the East Asia crisis, about crony capitalism and its dangers. Yet
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issues of the use of influence appeared front and center not ondy in
the instances described in this chapter but in the bailout of Long
Term Capital Management described in the last.

If the West’s preaching is not taken seriously everywhere, we
should understand why. It is not just past injuries, such as the unfair
trade treaties referred to in earlier chapters. It is what we are doing
today. Others look not only at what we say, but also at what we do. It
is not always a pretty picture.



CHAPTER 7

BETTER ROADS
TO THE MARKET

s THE FAILURES of the radical reform strategies in Russia
and elsewhere have become increasingly evident, those who
pushed them claim that they had no choices. But there were
alternative strategies available. This was brought home forcefully at a
meeting in Prague in September 2000, when former government
offictals from a1 number of the Eastern European countries—both
those that were experiencing success and those whose performance
was disappointing—reappraised their experiences. The government
ot the Czech Republic headed by Vaclav Klaus initially got high
marks from the IMF because of its policy of rapid privatization; but
its management of the overall transition process resulted in a GDP
that. by the end of the 1990s, was lower than the countrys 1989
level. Othicials in his government said they had no choice in the poli-
cies adopted. But this contention was challenged by speakers from
the Czech Republic and those from the other countries. There were
alternatives: other countries made different choices—and there is a
clear link between the different choices and the different outcomes.
Poland and China employed alternative strategies to those advo-
cated by the Washington Consensus. Poland is the most successful of
the Eastern European countries; China has experienced the fastest
rate of growth of any major cconomy in the world over the past
twenty years. Poland started with “shock therapy” to bring hyperin-
flation down to more moderate levels, and its initial and limited use
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of this measure has led many to think that this was one of the shock
therapy transitions. But that is totally wrong. Poland quickly realized
that shock therapy was appropriate for bringing down hyperinfla-
tion, but was inappropriate for societal change. It pursued a gradualist
policy of privatization, while simultaneously building up the basic
institutions of a market economy, such as banks that actually lend,
and a legal system that could enforce contracts and process bankrupt-
cies fairly. It recognized that without those insttutions, a market
economy cannot function. (In contrast to Poland, the Czech Repub-
lic privatized corporations before it privatized the banks. The state
banks continued to lend to the privadzed corporations; easy money
flowed to those favored by the state, and privatized entdes were not
subjected to rigorous budgetary constraint, which allowed them to
put off real restructuring.) Poland’s former deputy premier and
finance minister, Grzegorz W. Kolodko, has argued that the success of
his nation was due to its explicit rejection of the doctrines of the
Washington Consensus.! The country did not do what the IMF rec-
ommended—it did not engage in rapid privatization, and it did not
put reducing inflation to lower and lower levels over all other macro-
economic concerns. But it did emphasize some things to which the
IMF had paid insufficient attendon—such as the importance of
democratic support for the reforms, which entailed trying to keep
unemployment low, providing benefits for those who were unem-
ployed and adjusting pensions for inflation, and creating the institu-
tional infrastructure required to make a market economy function.
The gradual process of privatization allowed restructuring to take
place prior to privatization, and the large firms could be reonganized
into smaller units. A new, vibrant small enterprise sector was thus cre-
ated, headed by young managers willing to invest for their future.?
Similarly, China’s success over the past decade stands in marked
contrast to Russia’s failure. While China grew at an average rate of
over 10 percent in the 1990s, Russia declined at an average annual
rate of 5.6 percent. By the end of the decade, real incomes (so-called
purchasing power) in China were comparable to those in Russia.
Whereas China’s transition has entailed the largest reducton in
poverty in history in such a short time span (from 358 million in
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1990 to 208 mullon m 1997, using China’s admictedly lower poverty
staddard of 8t o2 dav), Russia’s transition has entailed one of the
largest mcreases 1 poverty in history in such a short span of time
outside of war and tamine).

Uhe contrast betwween China's strategy and that of Russia could
not be clearer. and 1t began trom the very first moves along the path
to transition. China’s retorms began in agriculture, with the move-
ment trom the commune (collective) system of production in agri-
culture to the “individual responsibility” system—eflectively, partial
privanzation. It was not complete privatization: individuals could not
buv and sell land treely; but the gains in output showed how much
could be gained trom even parual and limited reforms. This was an
enormous achievement, involving hundreds of mullions of workers,
accomplished in a tew years. But it was done in a way that engen-
dered widespread support: a successful trial in one province, followed
bv crials in several others, equally successful. The evidence was so
compelling that the central government did not have to force this
change; it was willingly accepted. But the Chinese leadership recog-
nized that they could not rest on their laurels, and the reforms had to
extend to the entire economy.

Ac this juncture, they called upon several American advisers,
including Kenneth Arrow and myself. Arrow had been awarded the
Nobe! Prize partly for his work on the foundations of a market
econonty; he had provided the mathematic underpinnings that
explained why, and when, market economies work. He had also done
path-breaking work on dynamics, on how economies changed. But
unlike those transition gurus who marched into Russia armed with
textbook e¢conomics, Arrow recognized the limitations of these text-
book models. He and I each stressed the importance of competition,
of creating the institutional infrastructure for a market economy. Pri-
vatization was secondary. The most challenging questions that were
posed by the Chinese were questions of dynamics, and especially
how to move from distorted prices to market prices. The Chinese
came up with an ingenious solution: a two-tier price system in
which what a firm produced under the old quotas (what 1t was
required to produce under the old command-and-control system) is
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priced using old prices, but anything produced in excess of the old
quota is priced using free market prices. The system allowed full
incentives at the margin—which, as economists are well aware, is
where they matter—but avoided the huge redistributions that would
have occurred if the new prices were instantaneously to prevail over
the entire output. It allowed the market to “grope” for the undis-
torted prices, a process that is not always smooth, with minimal dis-
turbance. Most important, the Chinese gradualist approach avoided
the pitfall of rampant inflation that had marked the shock therapies
of Russia and the other countries under IMF tutelage, and all the
dire consequences that followed, including the wiping out of savings
accounts. As soon as it had accomplished its purpose, the two-tier
price system was abandoned.

In the meanwhile, China unleashed a process of creative destruc-
tion: of eliminating the old economy by creating a new one. Millions
of new enterprises were created by the townships and villages, which
had been freed from the responsibility of managing agriculture and
could turn their attention elsewhere. At the same time, the Chinese
government invited foreign firms into the country, to participate in
joint ventures. And foreign firms came in droves—China became the
largest recipient of foreign direct investment among the emerging
markets, and number eight in the world, below only the United
States, Belgium, United Kingdom, Sweden, Germany, the Nether-
lands, and France.? By the end of the decade, its ranking was even
higher. It set out, simultaneously, to create the “institutional infra-
structure”—an effective securities and exchange commission, bank
regulations, and safety nets. As safety nets were put into place and
new jobs were created, it began the task of restructuring the old
state-owned enterprises, downsizing them as well as the government
bureaucracies. In a short span of a couple of years, it privatized much
of the housing stock. The tasks are far from over, the future far from
clear, but this much is undisputed: the vast majority ot Chinese liv2
far better today than they did twenty years ago.

The “transition” from the authoritarianism of the ruling Commu-
nist Party in China, however, is a more difticult problem. Economic
growth and development do not automatically confer personal free-
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dom and civil righes. The interplay between politics and economics is
complex. Fitty vears ago, there was a widespread view that there was
a trade-ott berween growth and democracy. Russia, it was thought,
might be able to grow taster than America, but it paid a high price.
We now know that the Russians gave up their freedom but did not
gain economically. There are cases of successful reforms done under
dictatorship—Pinochet in Chile is one example. But the cases of dic-
tatorships destroving their economies are even more common.

Stbility is important tor growth and anyone familiar with China’s
historv realizes that the fear of instability runs deep in this nation of
over | billion people. Ultmately, growth and prosperity, widely
shared. are necessary, it not sufficient, for long-run stability. The
democracies of the West have, in turn, shown that free markets (often
disciplined by governments) succeed in bringing growth and pros-
perity in a climate of individual freedom. As valid as these precepts
are tor the past, they are likely to be even more so for the New
Economues of the future.

[n 1ts quest for both stability and growth, China put creating com-
petition, new enterprises and jobs, before privatization and restruc-
turing existing enterprises. While China recognized the importance
ot macrostabilization, it never confused ends with means, and it never
took fighting infladon to an extreme. It recognized that if it was to
maintain social stability, it had to avoid massive unemp oyment. _]ol?J
creation had to go in .‘ta_r}iquth restructurm”grf\/fany Fits pohc:les
can be interpreted in this light. While China liberalized, it did so
gradually and in ways which ensured that resources that were dis-
placed were redeployed to more efficient uses, not left in fruitless
unemployment. Monetary policy and financial institutions facilitated
the creation of new enterprises and jobs. Some money did go to sup-
port inetficient state enterprises, but China thought that it was more
important, not only politically but also economically, to maintain
social stability, which would be undermined by high unemployment.
Although China did not rapidly privatize its state enterprises, as new
enterprises were created the state ones dwindled in importance, so
much so that twenty years after the transition began, they accounted
tor only 28.2 percent of industrial production. It recognized the dan-
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gers of full capital market liberalization, while it opened iself up o
foreign direct investment.

The contrast between what happened in China and what has hap-
pened in countries like Russia, which bowed to IMF ideology, could
not be starker. In case after case, it seemed that China, a newcomer w
market economies, was more sensitive to the incentive effects of each
of its policy decisions than the IMF was to its.

Township and village public enterprises were central in the early
years of transition. IMF ideology said that because these were public
enterprises, they could not have succeeded. But the IMF was wrong.
The township and village enterprises solved the governance prob-
lem, a problem to which the IMF gave scant attention, but which
underlay many of the failures elsewhere. The townships and villages
channeled their precious funds into wealth creation, and there was
strong competition for success. Those in the townships and villages
could see what was happening to their funds; they knew whether
jobs were being created and incomes increased. Although there may
not have been democracy, there was accountability. New industries in
China were sited in rural areas. This helped to reduce the social
upheaval that inevitably accompanies industrialization. Thus China
built the foundation of a New Economy on existing institutions,
maintaining and enhancing its social capital, while in Russia it
eroded.

The ultimate irony is that many of the countries that have taken a
more gradualist policy have succeeded in making deeper reforms
more rapidly. China’s stock market is larger than Russia’s. Much of
Russia’s agriculture today is managed litde differently than it was a
decade ago, while China managed the transition to the “individual
responsibility system” in less than five years. The contrasts [ have
depicted between Russia on the one hand and China and Poland on
the other could be repeated elsewhere in the economies in transi-
tion. The Czech Republic received accolades early on from the IMF
and the World Bank for its rapid reforms; it later became apparent
that it had created a capital market which did not raise money for
new investment, but allowed a few smart money managers {more
accurately, white-collar criminals—if they did what they did in the
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Czech Republic i the United States, they would be behind bars) to
walk ott wich miullions of dollars of others’ money. As a result of these
and ather mustakes in ies transition, relative to where it was in 1989, the
republic has tallen behind—in spite of its huge advantages in location
and the high level of education of its populace. In contrast, Hungary’s
privatizaton may have gotten off to a slow start, but its firms have been
restructured, and dare now beconung internationally competitive.

Poland and China show that there were alternative strategies. The
political. social, and historical context of each country differs; one
cannot be sure that what worked in these countries would have
worked in Russia, and would have been polinically feasible there. By
the same token, some argue that comparing the successes is unfair,
given the markedly different circumstances. Poland began with a
stronger market tradition than Russia; it even had a private sector
during the Communist era. But China began from a less advanced
position. The presence of entrepreneurs in Poland prior to the transi-
tion might have enabled Poland to undertake a more rapid privatiza-
tion strategy; vet Poland as well as China chose a more gradualist
approach.

Poland is alleged to have had an advantage because it was more
industrialized, China because it was less so. China, according to these
critics, was still in the midst of industrialization and urbanization;
Russia faced the more delicate task of reorienting an already indus-
trialized but moribund economy. But one could argue just the con-
verse: development is not easy, as the rarity of successes clearly
demonstrates. If transition is difficult, and development is difficule, it
1s not obvious why doing both simultaneously should be easy. The
difference between China’s success and Russia’s failure in reforming
agriculture was, if anything, even greater than the two countries’ suc-
cess in reforming industry.

One attribute of the success cases is that they are “homegrown,”
designed by people within each country, sensitive to the needs and
concerns of their country. There was no cookie-cutter approach in
China or Poland or Hungary. These and all the other successful tran-

sitioning countries were pragmatic—they never let ideology and
simple textbook models determine policy.
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Science, even an imprecise science like ccononics, is concerned
with predictions and analyzing causal links. The predictions of the
gradualists were borne out—both in the countries that followed their
strategies, and 1n the shock therapy countries that followed the alter-
native course. By contrast, the predictions of the shock therapists
were not.

In my judgment, the successes in countries that did not follow
IMF prescriptions were no accident. There was a clear link between
the policies pursued and the outcomes, between the successes in
China and Poland and what they did, and the failure in Russia, and
what it did. The outcomes in Russia were, as we have noted, what the
critics of shock therapy predicted—only worse. The outcomes in
China were precisely the opposite of what the IMF would have pre-
dicted—but were totally consonant with what the gradualists had
suggested, only better.

The excuse of the shock therapists that measures called for by
their prescription were never fully implemented is not convincing. In
economics, no prescription is followed precisely, and policies (and
advice) must be predicated on the fact that fallible individuals work-
ing within complex political processes will implement them. If the
IMEF failed to recognize this, that itself is a serious indictment. What is
worse is that many of the failures were foreseen by independent
observers and experts—and ignored.

The criticism of the IMF is not just that its predictions were not
borne out. After all, no one, not even the IMF, could be sure of the
consequences of the far-ranging changes that were entailed by the
transition from communism to a market economy, The criticism is
that the Fund’s vision was too narrow—it focused only on the eco-
nomics—and that it employed a particularly limited economic model.

We now have far more evidence about the reform process than we
did five years ago when the IMF and the World Bank rushed to the
judgment that their strategies were working. 4 Just as marters look
strikingly different today than they did 1n the nid-1990s, so too in
another decade, we may, given outcomes of retorms now underway,
have to revise our judgments. From the current vantage point, how-
ever, some things seem clear. The IMF said that those who engaged
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in shock therapy, while they might feel more pain in the short run,
would be more successful in the long. Hungary, Slovenia, and Poland
have shown that gradualist policies lead to less pain in the short run,
greater social and political stability, and faster growth in the long. In
the race between the tortoise and the hare, it appears that the tortoise
has won again. The radical reformers, whether the star pupils like the
Czech Republic or the slightly unruly ones like Russia, have lost.

THE ROAD TO THE FUTURE

Those who are responsible for the mistakes of the past have had scant
advice for where Russia should go in the future. They repeat the
same mantras—the need to continue with stabilization, privatization,
and liberahization. The problems caused by the past now have forced
them to recognize the need for strong institutions, but they have little
advice to offer on what that means or how it is to be achieved. At
meeting after meeting on Russian policy, [ was struck by the absence
of a strategy either for attacking poverty or enhancing growth.
Indeed, the World Bank discussed scaling back on its programs in the
rural sector. This made sense for the Bank, given the problems that its
previous programs in this area had caused, but it made no sense for
Russia, given that this was where much of the country’s poverty lay.
The only “growth” strategy proposed was that the country had to
adopt policies that would repatriate the capital that had fled the
country. Those who held this position overlooked that this recom-
mendation could mean making a permanent fixture of the oligarchs,
and the kleptocracy and crony/Mafia capitalism that they repre-
sented. There was no other reason for them to bring their capital
back, when they could earn good returns in the West. Moreover, the
IMF and U.S. Treasury never addressed the fact that they were sup-
porung a system that lacked political legitimacy, where many of those
with wealth had obtained their money by stealth and political con-
nections with a leader—Boris Yeltsin—who too had lost all credibil-
ity and legitimacy. Sadly, for the most part, Russia must treat what has
happened as pillage of national assets, a theft for which the nation can
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never be recompensed. Russia’s objective in the future must be to oy
to stop further pillage, to atoract legitimate investors by creating a rule
of law and, more broadly, an attractive business climate.

The 1998 crisis had one benefit, to which 1 referred earlier: the
devaluadion of the ruble spurred growth, not so much in exports, but
in import substitutes; it showed that the IMF policies had indeed
been stfling the economy, keeping it below its potential. The devalu-
ation, combined with a stroke of luck——the enormous increase in oil
prices in the late 1990s—fueled a recovery, from an admiuedly low
base. There are lasting benefits from this growth spurt; some of the
enterprises that took advantage of the favorable circumstances seem
on the road to new opportunities and continued growth. There are
other positive signs: some of those who took advantage of the system
of ersatz capitalism to become very wealthy are working for a change
in the rules, to make sure that what they did to others cannot be
done to them.There are moves in some quarters for better corporate
governance—some of the oligarchs, while they are not willing to risk
all of their money in Russia, would like to entice others to risk more
of theirs, and know that to do so they have to behave better than
they have in the past. But there are other, less positive signs. Even in
the heyday of very high oil prices, Russia was barely able to make its
budget balance; it should have been putting money aside for the like-
lihood of a “rainy day” when oil prices come down. As this book
goes to press, the recovery is uncertain. Oil prices have come down
from their peak, and as usual, the impacts of devaluation are mostly
felt in the first two years. But at the lower growth rates that are now
emerging, Russia will need another decade or two, or more, just to
catch up to where it was in 1990—unless there are some marked
changes.

Russia has learned many lessons. In the aftermath of communism,
many of its people swung from the old religion of Marx to the new
religion of free markets. The sheen has been taken off this new reli-
gion, and a new pragmatism has settled in.

There are some policies that might make a difference. In cata-
loging what was to be donc. it is natural to begin by thinking about
the mistakes of the past: the lack of attention to the underpinnings of
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1 nurket economv—trom tinancial institutions thar lend to new
enterprises, to laws thar entorce contracts and promote competition,
to an independent and honest judiciary.

Russia must go bevond its focus on macrostabilization and
encourage  economic  growth. Throughout the 1990s, the IMF
tocused on making countries work on getting budgets in order and
controlling the growth of money supplies. Although when con-
ducted m moderation, this stabilization may be a prerequisite to
growth. it is hardly a growth strategy. In fact, the stabilization strategy
has contracted aggregate demand. This decrease in aggregate demand
has interacted with nusgurded restrucruring strategies, to contract
aggregate supply. In 1998, there was an active debate about the role
ot demand and supply. The IMF argued that any increase in aggregate
demand would be inflationary. If this is true, it is a terrible admission
ot tailure. In six years, Russia’s productive capacity had been cut by
more than 40 percent—far deeper than the reduction in defense, a
tar greater loss in capacity than occurs in any but the worst wars. |
knew that the IMF policies had contributed greatly to the reduction
in productive capacity, but [ believed that lack of aggregate demand
still remained a problem. As it turned out, the IMF again proved to
be wrong: when the devaluation occurred, at last domestic producers
could compete with foreign imports, and they were able to meet the
new demands. Production increased. There had indeed been excess
capacity, which IMF policies had left idle for years.

Growth will only succeed if Russia creates an investment-friendly
environment. This entails actions at all levels of government. Good
policies at the natonal level can be undone by bad policies at the
local and regional level. Regulations at all levels can make it difficule
to establish new businesses. Unavailability of land can be an impedi-
ment just as lack of availability of capital can be. Privatization does
little good if local government officials squeeze firms so hard that
they have no incentive to invest. This implies that issues of federalism
have to be attacked head-on. A federalist scructure that provides
compatible incentives at all levels has to be put into place. This will
be difficult. Policies aimed at curtailing abuses at lower levels of gov-

ernment can themselves be abused, to give excessive power to the
center, and deprive local and regional authorities of the capacity to



BETTER ROADS TG THE MARKET 191

devise creative and entrepreneurial growth strategies. Although Rus-
sia has stagnated overall, there has been progress in a few localities—
and there is concern that the Kremlin’s recent attempts at reining in
local authorities will in fact sufle these local initiauves.

But there is one factor essential to establishing 2 good business cli-
mate, something which will prove particularly difficult to achieve
given what has happened over the past decade: political and social
stability. The huge inequality, the enormous poverty, which has been
created over the past decades provides fertile ground for a variety of
movements, from nationalism to populism, some of which may not
only be a threat to Russia’s economic future but to global peace. It
will be difficult—and likely take considerable time—to reverse the
inequality that was created so quickly.

Finally, Russia must collect taxes. Collections should be least diffi-
cult in Russia’s dominant natural resource businesses, since revenues
and output in the natural resources sector are in prindple easily moni-
tored, so taxes should be easy to collect. Russia must put firms on
notice that if taxes are not paid in, say, sixty days, their property will
be seized. If taxes are not paid and the government does seize the
property, it can reprivatize it in a way that has more legitimacy than
the discredited loans-for-share privatization under Yeltsin, On the
other hand, if the businesses do pay their taxes, Russia, the Russian
government, will have the resources to attack some of the important
outstanding problems.

And just as those who owe taxes must pay what they owe, those
who owe money to banks—especially the banks that are now in the
hands of the government as a resule of defaults—must be made to pay
those debts. Again, this may entail an effective renationalization of the
enterprise, a renationalization to be followed by a more legitimate
privatization than had occurred previously.

The success of this agenda is predicated on there being a relatively
honest government interested in improving the common weal. We in
the West should realize this: there is relatively little that we can do to
bring that about. The hubris of those in the Clinton administration
and the IMF that they could “pick™ those to support, push reform
programs that worked, and usher in a new day for Russia, has been
shown for what it was: the arrogant attempt by those who knew little
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ot the country, using a narrow set of economic conceptions, to
change the course of history, an attempt that was doomed to failure.
We can help support the kinds of institutions that are the underpin-
mngey of democractes—building up think tanks, creating space for
public dialogue, supporting independent media, helping to educate a
new generation that understands how democracies work. At the
matronal, regional, and provincial level there are many young officials
who would like to see their country take a different course, and
broad-based support—intellectual as much as financial—could make
a ditference. It the devastation of its middle class represents the
longest-term threat to Russia, then while we cannot fully reverse the
damage cthac has been done, at least we can work to stop its further
eroston.

George Soros has shown that the assistance provided by a single
individual can make a difference; surely the concerted efforts of the
West, it well directed, could do even more. As we forge broader
democranc mreeractions, we should distance ourselves from those that
are alhed to the power structures of the past as well as the newly
emerging power structures of the oligarchs—at least as far as realpoli-
tik will allow. This above all else: We should do no harm. IMF loans to
Russia were harmful. 1t is not only that these loans and the policy
decisions behind them have left the country more indebted and
impoverished, and maintained exchange rates at high levels that
squelched the economy; they were also intended to maintain the
¢XISTING groups in power, as corrupt as it was clear they were, so to
the extent that they succeeded in this deliberate intervention in the
political life of the country, they arguably set back a deeper reform
agenda that went beyond creating a particular, narrow vision of a
market economy to the creation of a vibrant democracy. My conclu-
sion as | sat in the meetings debating the 1998 loan remains as true
today as it was then: If Russia, an oil- and natural resource-rich
country, is able to get its act together, it will not need these loans; and
if it does not, the loans will be of little benefit. It is not money that
Russia needs. It is something else, something the rest of the world
can give; but it will require a very different kind of program.
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DEMOCRATIC ACCOUNTABILITY
AND THE FAILURES

I have painted a bleak picture of Russia in transition: massive paverty,
a few oligarchs, a devastated middle class, a declining populadon, and
disillusionment with market processes. This indictment should be
balanced with a recognition of the achievements. Russia now has a
fragile democracy, far better than the totalitarian regime of the past. It
suffers from a largely captive media—formerly, too much under the
control of a few oligarchs, now too much under the conuol of the
state—but a media that still presents a diversity of viewpoints far
wider than under the state control system of the past. Young, well-
educated, dynamic entrepreneurs, while they too often seek to
migrate to the West rather than face the difficulties of doing business
in Russia or the other former Soviet republics, represent the promise
of a more vibrant private sector in the future.

In the end, Russia and its leaders must be held accountable for
Russia’s recent history and its fate. To a large extent, Russians, at least
a small elite, created their country’s predicament. Russians made the
key decisions—like the loans-for-share privatization. Arguably, the
Russians were far better at manipulating Western insttutions than
the Westerners were at understanding Russia. Senior government
officials, like Anatoly Chubais, have openly admitted how they misled
(or worse, lied to) the IME* They felt they had to, to get the money
they needed.

But we in the West, and our leaders, have played a far from neutral
and not insignificant role. The IMF let itself be misled, because it
wanted to believe that its programs were working, because it wanted
to continue lending, because it wanted to belicve that it was reshap-
ing Russia. And we surely did have some influence on the course of
the country: we gave our imprimatur to those who were in power.

*When Chubais was asked if the Russian government has the right to lie o the
IMF about the true fiscal situation, he literally said: “In such situations, the authori-
ties have to do it. We ought to. The financial institutions understand, despite the fact
that we conned them out of $20 billion, that we had no other way out.” See R. C.
Paddock, “Russia Lied to Get Loans, Savs Aide to Yeltsin," Los Angeles Times, Sep-
tember 9, 1998,
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That the West seemed willing to deal with themi—big time with bil-
lons ot dollars—yave them credibility; the fact that others might not
be able to elicic such support clearly counted against them. Our tacit
support tor the loans-tor-share program may have quieted criticisms;
atter all, the IMF was the expert on transition; it had urged privatiza-
tion as rapidly as possible and the loans-for-share was, if nothing else,
rapid. That it was corrupt was evidently not a source of concern. The
support, the policies—and the billions of dollars of IMF money—
mav not just have enabled the corrupt government with its corrupt
policies to remain in power; they may even have reduced pressure for
more meaningtul reforms.

We have placed our bets on favored leaders and pushed particular
strategtes of transition. Some of those leaders have turned out to be
incompetent, others to have been corrupt, and some both. Some of
those policies have turned out to be wrong, others to have been cor-
rupt, and some both. It makes no sense to say that the policies were
right, and simply not implemented well. Economic policy must be
predicated not on an ideal world but on the world as it is. Policies
must be designed not for how they might be implemented in an
ideal world but for how they will be implemented in the world in
which we lve. Judgment calls were made not to investigate more
promising alternative strategies. Today, just as Russia begins to hold its
leaders accountable for the consequences of their decisions, we too
should hold our leaders accountable.
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its interests is actually not, because the prevalent free market ideology
blurs clear thinking about how best to address an economy’s ills.

Losing Intellectual Coherency:
From Keynes’s IMF to Today’s IMF

There was a certain coherency in Keynes’s (the intellectual godfather
ot the IMF) conception of the Fund and its role. Keynes idendfied a
market taillure—a reason why markets could not be left to them-
selves—that might benefit from collective action. He was concerned
that markets might generate persistent unemployment. He went fur-
ther. He showed why there was a need for global collective action,
because the actions of one country spilled over to others. One coun-
trv's imports are another country’s exports. Cutbacks in imports by
one country, for whatever reason, hurt other countries’ economies.
There was another market failure: he worried that in a severe
downrurn, monetary policy might be ineffective, but that some
countries might not be able to borrow to finance the expenditure
increases or compensate for tax cuts needed to stimulate the econ-
omy. Even if a country was seemingly creditworthy, it might not be
able to get money. Keynes not only identified a set of market failures;
he explained why an institution like the IMF could improve matters:
bv putting pressure on countries to maintain their economy at full
employment, and by providing liquidity for those countries facing
downrurns that could not afford an expansionary increase in govern-
ment expenditures, global aggregate demand could be sustained.
Today, however, market fundamentalists dominate the IMF; they
believe that markets by and large work well and that governments by
and large work badly. We have an obvious problem: a public institu-
tion created to address certain failures in the market but currently
run by economists who have both a high level of confidence in mar-
kets and little confidence in public institutions. The inconsistencies at
the IMF appear particularly troubling when viewed from the per-
spective of the advances in economic theory in the last three decades.
The economics profession has developed a systematic approach to
the market failure theory of governmental action, which attempts to iden-
tify why markets might not work well and why collective action is
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necessary. At the international level, the theory idenafies why indi-
vidual governments might fail to serve global economic welfare, and
how global collective action, concerted action by government
working together, often through international institutions, would
improve things. Developing an intellectually coherent view of inter-
national policy for an international agency such as the IMF thus
requires identifying important instances in which markets maght fail
to work, and analyzing how particular policies might avert or min-
mize the damage done by these failures. It should go further, showing
how the particular interventions are the best way to attack the market
failures, to address problems before they occur, and to remedy them
when they do.

As we have noted, Keynes provided such an analysis, explaining
why countries might not pursue sufficiently expansionary policies on
their own—they would not take into account the benefits it would
bring to other countries. That was why the Fund, in its original con-
ception, was intended to put international pressure on countries to
have more expansionary policies than they would choose of their
own accord. Today, the Fund has reversed course, putung pressure on
countries, particularly developing ones, to implemient more contrac-
tionary policies than these countries would choose of their own
accord. But while seemingly rejecting Keynes's views, today’s IMF
has, in my judgment, not articulated a coherent theory of market fail-
ure that would justify its own existence and provide a rationale for its
particular interventions in the market. As a result, as we have seen, all
too often the IMF forged policies which, in addition to exacerbating
the very problems they sought to address, allowed these problems to
play out over and over again.

A New Role for a New Exchange Rate Regime?

Some thirty years ago, the world switched to a system of flexible
exchange rates. There was a coherent theory behind the switch:
exchange rates, like other prices, should be determined by market
forces. Attempts by government to intervene in the determination of
this price are no more successful than attempts to intervene in the
determination of any other price. Yet, as we have scen, the IMF has



LN GLOBALYZATION AND [Ts DISCONTENTS

recently undertaken massive tnterventions. Billions of dollars were
spent trving to sustain the exchange rates of Brazil and Russia at
unsustamnable levels. The IMF justifies these interventions on the
grounds that somerimes markets exhibit excessive pessimism—they
“overshoot”—and the calmer hand of the international bureaucrat
cant then help sabilize markets. It struck me as curious that an insti-
tution committed to the doctrine that markets work well, if not
pertectly, should decide that this one market—the exchange rate
market—requires such massive intervention. The IMF has never put
torward a good explanation either for why this expensive interven-
tion is desirable in this particular market—or for why it is undesirable
tn other markets.

I agree with the IMF that markets may exhibit excessive pes-
simism. But I also believe that markets may exhibit excessive opti-
mism. and that it is not just in the exchange rate market that these
problemis occur. There is a wider set of imperfections in markets, and
especially capital markets, requiring a wider set of interventions.

For instance, it was excessive exuberance that led to Thailand’s real
estate and stock market bubble, a bubble reinforced, if not created, by
hot speculative money flowing into the country. The exuberance was
followed by excessive pessimism when the flow abruptly reversed. In
tact, this change in the direction of speculative capital was the root
cause of the excessive volatility in exchange rates, [f this is a phenom-
enon comparable to a disease, it makes sense to treat the disease rather
than just its manifestation, exchange rate volatility. But IMF free mar-
ket ideology led the Fund to make it easier for speculative hot
monev to flow into and out of a country. In treating the symptoms
directly. by pouring billions of dollars into the market, the IMF actu-
ally made the underlying disease worse. If speculators only made
money oft cach other, it would be an unattractive game—a highly
risky activity, which on average made a zero return, as the gains by
some were matched by equal losses from others. What makes specula-
tion profitable is the money coming from governments, supported by
the IME When the IMF and the Brazilian government, for instance,
spent some $50) billion maintaining the exchange rate at an overval-
ued level in late 1998, where did the money go? The money doesn't
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disappear into thin air. It goes into somebody’s pocket—much of it
into the pockets of the speculators. Some speculators may win, some
may lose, but speculators as a whole make an amount equal to what
the government loses. In a sense, it is the IMF that keeps the specula-
tors in business.

Contagion

There is another, equally striking example of how the IMF’ lack of a
coherent and reasonably complete theory can lead to policies which
exacerbate the very problems the IMF is supposed to solve. Consider
what happens when the Fund attempts to quarantine “contagion.” In
essence, the Fund argues that it must intervene, and quickly, if it deter-
mines that an ongoing crisis in one country will spill over to others,
that is, the crisis will spread like an infectious, contagious disease.

If contagion is a problem, it is important to understanding the
workings of the mechanism through which it occurs, just as
epidemiologists, in trying hard to contain an infectious disease, work
hard to understand its transmission mechanism. Keynes had a coher-
ent theory; the downturn in one country leads that country to
import less, and this hurts its neighbors. We saw in chapter 4 how the
IME while talking about contagion, took actions in the Asian finan-
cial crisis that actually accelerated transmission of the disease, as it
forced country after country to tghten their belts. The reductions in
incomes led quickly to large reductions in imports, and in the closely
integrated economies of the region, these led to the successive weak-
ening of neighboring countries. As the region imploded, the declin-
ing demand for oil and other commodities led to the collapse of
commodity prices, which wrought havoc in other countries, thou-
sands of miles away, whose economies depended on the export of
those conmumodities.

Meanwhile the IMF clung to fiscal austerity as the anadote, claim-
ing that was essential to restore investor confidence. The East Asian
crisis spread from there to Russia through the collapse of oil prices,
not through any mysterious connection berween “confidence” on
the part of investors, foreign and domestic, in the East Asia Miracle
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economies and the Matia capitalism ot Russia. Because of the lack of
1 coherent and persuasive theory of contagion, the IMF had spread
the disease rather than coneained it

When Is a Trade Deficit a Problem?

Problemns ot coherence plague not only the IMF’s remedies but also
its diagmoses. IMF economists worry a lot about balance of payments
deficics; such deficits are, in their calculus, a sure sign of a problem in
the othng. But in railing against such deficits, they often pay litte
attencion to what the money is actually being used for. If a govern-
ment has a tiscal surplus (as Thailand did in the years before the 1997
crisis), then the balance of payments deficit essentially arises from pri-
rate investment exceeding private savings. If a firm in the private sec-
tor borrows a million dollars at 5 percent interest and invests it in
something that yields a 20 percent return, then it’s not a problem for
it to have borrowed the million dollars. The investment will more
than pay back the borrowing. Of course, even if the firm makes a
mistake 1n judgment, and the returns are 3 percent, or even zero,
there 1s no problem. The borrower then goes into bankruptcy, and
the creditor loses part or all of his loan. This may be a problem for the
creditor, but 1t is not a problem that the country’s government—or
the IMF—need worry about,

A coherent approach would have recognized this. It would have also
recognized that if some country imports more than it exports (i.e., it
has a trade deficit), another country must be exporting more than it
imports (it has a trade surplus). It is an unbreakable law of interna-
tional accounting that the sum of all deficits in the world must add
up to the sum of all surpluses. This means that if China and Japan
insist on having a trade surplus, then some countries must have
deficits. One cannot just inveigh against the deficit countries; the sur-
plus countries are equally at faule. If Japan and China maintain their
surpluses, and Korea converts its deficit into a surplus, the problem of
deficit must appear on somebody else’s doorstep.

Still, large trade deficits can be a problem. They can be a problem
because they imply a country has to borrow year after year. And if
those who are providing the capital change their minds and stop



Tue IMF's OTHER AGCENDA 201

making loans, the country can be in big trouble—a crisis. It 1s spend-
ing more to buy goods from abroad than it gets from selling its goods
abroad. When others refuse to continue to finance the trade gap, the
country will have to adjust quickly. In a few cases, the adjustment can
be made easily: if a country is borrowing heavily to finance a binge
of car buying (as was the case recently in Iceland), then if foreigners
refuse to provide the financing for the cars, the binge stops, and the
trade gap closes. But more typically the adjustment does not work so
smoothly. And problems are even worse if the country has borrowed
short term, so that creditors can demand back now what they have
lent to finance previous years’ deficits, whether they were used to
finance consumption splurges or long-term investments.

Bankruptcy and Moral Hazard

Such crises occur, for instance, when a real estate bubble bursts, as it
did in Thailand. Those who borrowed from abroad to finance their
real estate ventures could not repay their loans. Bankruptcy became
widespread. How the IMF handles bankruptcy represents stll
another arena where the Fund's approach is plagued with intellectual
Inconsistencies.

In standard market economics, if a lender makes a bad loan, he
bears the consequence. The borrower may well go into bankruptcy,
and countries have laws on how such bankruptcies should be worked
out.This is the way market economies are supposed to work. Instead,
repeatedly, the IMF programs provide funds for governments to bail
out Western creditors. The creditors, anticipating an IMF balout,
have weakened incentives to ensure that the borrowers will be able
to repay. This is the infamous moral hazard problem well known in
the insurance industry and, now, in economics. Insurance reduces
your incentive to take care, to be prudent. A bailout in the event of a
crisis is like “free” insurance. If you are a lender, you take less care in
screening your applicants—when you know you will be bailed out it
the loans go sour. Mecanwhile prudent firms that face foreign
exchange volatility can insure against it in complicated but readily
accessible ways. But—as we saw carlier—if borrowers in a country
don’t buy insurance to minimize their risk, or exposure, but they
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know or believe that an IMF bailout is likely, then borrowers are
being encouraged to incur excess risk—and not worry about it. This
1s what happened i the lead-up to the ruble crisis in Russia in 1998.
In that instance, even as the Wall Street creditors were making loans
to Russia, they were letting it be known how large a bailout they
thought was needed and, given Russia’s nuclear status, they believed
Roussia would get.

The IMF tocusing on the symptoms, tries to defend its interven-
tions by saving that without them, the country will default, and as a
result it will not be able to get credit in the future. A coherent
approach would have recognized the fallacy in this argument. If capi-
tal markets work well—certainly, if they worked anywhere near as
well as the IMF market fundamentalists seem to argue—then they
are torward-looking; in assessing what interest rates to charge, they
look at the risk going fonvard. A country that has discharged a heavy
overhang of debt, even by defaulting, 1s in better shape to grow, and
thus more able to repay any additional borrowing. That is part of the
rattonale tor bankruptcy in the first place: the discharge or restruc-
turing of debt allows firms—and countries—to move forward and
grow. Eighteenth-century debtor prisons may have provided strong
incentives for individuals not to go into bankruptcy, but they did not
help debtors get reestablished. Not only were they inhumane, but
they did not enhance overall economic efficiency.

History supports this theoretical analysis. In the most recent
instance, Russia, which had a massive debt default in 1998 and was
widely criticized for not even consulting creditors, was able to bor-
row from the market by 2001 and capital began to flow back to the
country. Likewise, capital started flowing back to South Korea, even
though the nation effectively forced a restructuring of its debt, giving
foreign creditors a choice of rolling over loans or not being repaid.

Consider how the IMF if it had developed a coherent model,
might have approached one of the most difficult problems in East
Asia: whether or not to raise interest rates in the midst of the crisis.
Raising them, of course, would force thousands of firms into bank-
ruptcy. The contention of the IMF was that failing to raise rates
would lead to a collapse of the exchange rate, and the collapse of the
exchange rate would lead to even more bankruptcy. Put aside, for the
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moment, the question of whether raising interest rates (with the
resulting exacerbation of the recession) would lead to a stronger
exchange rate (in real life it did not). Put aside, too, the empirical
question of whether more firms would be hurt by raising interest
rates or the fall in the exchange rate (at least in Thailand, the evi-
dence strongly suggested that the damage from a further fall in the
exchange rate would be smaller). The problem of economic disruption
caused by exchange rate devaluations is caused by the firms that
choose not to buy insurance against the collapse of the exchange
rate. A coherent analysis of the problem would have begun by asking
why the seeming market failure—why do firms not buy the insur-
ance? And any analysis would have suggested that the IMF iself was a
big part of the problem: IMF interventions to support the exchange
rate, as noted above, make it less necessary for firms to buy insurance,
exacerbating in the future the very problem the intervenoon was
supposed to address.

From Bailout to Bail-In

As the IMF’s failures became increasingly evident, it sought new
strategies, but the lack of coherency ensured that its quest for viable
alternatives had litde chance of success. The extensive cridcism of its
bailout strategy induced it to try what some have called a “bail-in”
strategy. The IMF wanted the private sector institutions to be “in” on
any bailouts. It began to insist that before it lent money to a country
in a bailout, there had to be extensive “participation™ by the private
sector lenders; they would have to take a “haircut,” forgiving a sub-
stantial part of the debt that was owed. Not surprisingly, this new
strategy was first tried not on major countries like Brazil and Russia,
but on powerless countries like Ecuador and Romania, too weak to
resist the IME The strategy quickly proved to be both problematic in
conception and flawed in implementation, with highly negatve con-
sequences for the countries targeted for the experiment.

Romania was a particularly mystifying example. It was not threat-
ening a default; it only wanted new money from the IMF to signal
that it was creditworthy, which would help to lower the interest rates
it paid. But new lenders will only lend if they get an interest rate
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comumensurate wich the risk they tace. New lenders cannot be forced
to take a “hatrcut” It the IMF had based its policies on a coherent
theory of well-tunctioning capital markets, it would have realized
this.

Buc there was a more serious problem, which goes to the IMF’s
core mission. The Fund was created to deal with the liquidity crises
caused by the credit markecs occasional irrationality, its refusal to
lend to countries that were in fact creditworthy. Now the IMF was
handing power over its lending policies to the same individuals and
insticucions that precipitated crises. Only if they were willing to lend
could it be willing to lend. These lenders quickly saw the profound
implications of the change, even if the IMF did not. If creditors
retuse (o lend the client country money, or to go along with a settle-
ment, the borrowing country will not be able to get funds—not just
trom the IMF but from the World Bank and other institutions which
made their lending contingent on IMF approval. The creditors sud-
denly had enormous leverage. A twenty-eight-year-old man in the
Bucharest branch of an internaconal private bank, by making a loan
of a few million dollars, had the power to decide whether or not the
IME the World Bank, and the EU would provide Romania with
more than a billion dollars of money. In effect, the Fund had dele-
gated its responsibility for assessing whether to lend to the country to
this twenty-eight-year-old. Not surprisingly, the twenty-eight-year-
old, and other thirty- and thirty-five-year-old bankers in the
branches of the other international banks in Bucharest, quickly
grasped their newly granted bargaining powers. Each time the Fund
lowered the amount of money it demanded that the private banks
put up, the private banks lowered the amount that they were willing
to offer. At one point, Romania appeared to be only $36 million of
private sector loans short to receive the billion-dollar aid package.
The private banks assembling the money required by the IMF
demanded nort only top dollar {high interest rates) but, at least in one
case, some discreet relaxation of Romania’s regulatory rules. This
“regulatory forbearance™ would allow the creditor to do things he
might otherwise not be able to do—to lend more, or to make riskier,
higher interest rate loans—increasing his profits, but increasing the
riskiness of the banking system, and undermining the very reason for
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regulation. Less competent or more corrupt governments nught
have been tempted, but Romania did not accept the offer, partly
because it was not really that desperate for money in the first place.

The issue can be seen another way. The IMF’s decision to make a
loan is supposed to be based on how a country is addressing its fun-
damental macroeconomic problems. Under the *“participatory” strat-
egy, a country could have a perfectly satisfactory set of macropolicies,
but if it could not raise the amount that the IMF said 1t had to raise
from the private banks, it might not be able to receive funds from any
of the sources. The IMF is supposed to have the experuse on these
questions, not the twenty-eight-year-old bank officer in Bucharest.

Eventually, at least in the case of Romania, the failings of the strat-
egy became evident even to the IME and it proceeded to provide
funds to the country even though the private sector had not pro-
vided the amounts the IMF had “insisted” upon.

The Best Defense Is an Offense: Expanding the Role of the
IMF as ““Lender of Last Resort”

In the light of increasing perceptions of the Fund' failures and grow-
ing demands that its scope be cut back, in 1999 the IMF first deputy
manager, Stanley Fischer, proposed that the Fund expand its role to
make it a lender of last resort. Given that the IMF had failed to use
the powers it had well, the proposal to increase its power was quite
bold. It was based on an appealing analogy: Inside countries, central
banks act as a lender of last resort, lending money to banks which are
“solvent but not liquid,” that is, which have a positive net worth, but
which cannot obtain funds from clsewhere. The IMF would perform
the same role for countries. Had the IMF had a coherent view of the
capital market, it would have quickly seen the flaw in the idea.!
Under the perfect market theory, if a business is solvent, it should be
able to borrow money from the market; any firm that is solvent s lig-
uid. Just as IMF economists, who normally seem to have such faith in

markets, believe that they can judge better than the market what the

exchange rate should be, so too do they seem to think that they can

judge better than the market whether the borrowing country is

creditworthy.
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