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Thank you very much for the very kind introduction on the

part of both the introducers,

I suppose , I will try to be provocative. - try to provoke
some discussion about the question of economic reform in India
and also elsewhere in the world. An alternative title of the
talk could be economic reform in India and elsewhere or perhaps
it should be elsewhere and India } because what I want to dé is
try to give some background about the economic reforma debate
for developing countries and then give a few country examples of
how a particular kind of reform package has worked, then give
some counter examplés and finally make a few observations about
India. I think, it is probably worthwhile to begin with some
background about the discussion regarding economic reform in
developing countries, especially seen from the United States
and, in. particular, from those institutiona in the United States
that dominate or play a major role in the discussion all over
the world, that is, the Bretton Wooda institutions 1like the

World Bank and the International Mometary Fund. They and the



other actora in Washington DC area in the late '80s arrived at
the doctrine which has come to be called the 'Washington Consen-
sus' which sets out the rules that the developing countries are
supposed to follow in terms of economic reform. I would like to
begin with some observations about the forces which caused the
Washington Consensus to appear. I think, the relevant background
really has to do with the emergence of a general trend towards
neo-liberal economic policy making worldwide that has been grow-
ing in strength over the past one or two decades. What do I mean
by 1liberal? Usage of the word, of course, will be the European
usage meaning that the State should withdraw and not be terribly
active in economy. It is in part a state versus market debate
with markets getting precedence in Washington Consensus. There
are some reasons why this debate may turn in the other direction
in the not too distant future. This liberal trend, again in the
North-in the industrialised world - certainly gained strength
throughout, the '80s and '90g. There are several reasons why that
happened. One, qﬁite obvious for the United States is that since
the early '70s there has essentially been no per capita income
growth. The income instead has baaically stagnated in the United
States for almost 25 yeara, the real wage has fallen, the income
distribution has got worse and certainly there has been growth of
malaise if you like, as a consequence of these economic trends.
May be, this is jus£ a4 Kondrateif cycle and per capita income
growth will once again turn up. May be, thia is not true. Second-
ly, even in the United States and certainly in Europe, the
project of building the welfare state more or less completed

itself by 1970 or 1975 so that by each country's social stand-



ards, and I must say, social standards even in the United States
were lamentably low, but by each country's standards, these days
there is access to health care, access to pensions. The momentum
that was generated by growth of provision of these serGicea has
now disappeared and the only thing left ias to deal with the
bureaucracy which is not necessarily a very satisfying experience
even if you get health care as a consequence.

So, s8low growth and the end of the construction of the
welfare state -combined with the general conservatism of the
economicg profession. In the United States, the people who are
now leaving the scene - the Samuelsons, the Solows and the Tobins
- actually grew up in the depression and enteréd economics be-
cause they wanted to make the world a better place or at least
not have depressions any more. That generation was succeeded by
another generation of young Tories who seem mostly interested in
argui#g that market has its strengths and we should reapect the
market. This sort of generally conservative line of the economics
profession combined with lack of growth basically, I think,
underwrote the ideology of the véry able conservative politicians
who took power in the 1980's,i.e.Reagan and Thatcher, and sort of
helped build neo-liberalism into the intellectual and institu-
tional framework. One can think of other factors. Certainly the
power of finance capital has grown substantially over the past 2§
Years, putting presasure on the banking syatems and policy makers
to respect the prerequisites by financiers as opposed to the
prerequisites of people who would like to produce commodities and

this haa certainly contributed to the liberalisation of capital



markets. Then finally, the failure of socialist, or if you pre-
fer, pseudo-socialist regimes in USSR and Eastern Europe have
also g¢given strength to the neo~liberal cause. All this has come
to the fore as far as developing countries are concerned, in the
creation and . ratification of the 80 called "Washington
Consensus®, which phrase was first used by John Williamson in
about 1989 or '90 and it still retains a good deal of strength in
the thinking about what the developing countries should do to
reform their economies. In particular, these "economic reforms"
basically are supposed to have a certain structure according to
the doctrines of the Washington Conaensus. First, there should be
stabilisation of the economy, and what is meant by satabilismation
is essentially application of a policy package that was designed
almost 40 years ago by the International Monetary Fund and which
is s8till applied quite consistently by that institution when it
is asked by a developing country for a line of credit in response
for conditions on that country's economic policy. The typical
elements of stabilisation are austerity, i.e.fiscal austerity,
meaning that the public sector borrowing requirements should be
reduced, often by cutting back on public inveatment and on social
services. There has to be monitored austerity in the sense that
the remaining fiscal deficit should not be monetised, interest
rates should be increased, etc. There should be devaluation, the
local currency should be weakened to the extent posasible, which
is supposed to promote export growth and cut back imports. There
may well be other relative price shifts as part of the package -
most typically real wage reduction, perhaps shifts in terms of

trade between agriculture and industry. All these relative price



changes plus.. the economic contraction that the policy almost
always entails, will create sghifts in the income distribution.
Basically, these distributionai changes are thought to be a
natural counterpart of the stabilisation attempt. This policy
package is often successful in creating a recession. The reces-
Bion may well improve balance of payments, possibly may or possi-
bly may not affect the inflation rate. In Bo far as the IMF
targets on supportable trade deficit, the package works. One of
the problems would be the recession may prolong itself -which
gives rise to standard accusations that the 'Fund engages in
sbmething which is sometimes called overkill. The adjuétment
element of the policy package - the Washington Consensus package
- essentially says that it is desirable to create allocative
efficiency in the economy. What I mean by allocative efficiency
is the removal of all wedges between pricea for the same good or
commoéity in different markets. This will have varioua implica-
tions. For example, there may be a producer or consumer good
subsidy and then the subsidy driving a wedge between producer
price and consumer price of the good and you will not have allo-
cative efficiency as long as that wedge persists. Or, if there
are foreign trade interventions, tariffs, import quotas, they
create wedges between the relative prices of these gooda in the
international market and relative prices of these gooda in the
home market and these too should be removed. If the government or
nationalised banking syatem is in the business of providing
cheap credit to certain enterprises, (certainiy the case in Korea

for many decadea) this targetted cheap credit represents a wedge



between cost of borrowing for these enterprises and the enter-
priseas elsewhere in the economy. That too is an example of allo-
cative inefficiency. Suppose we get rid of these price distor-
tions, suppose we get the prices right, what happens? There are
two kinds of stories that standard economic theory has produced
in this regard. One is that achieving allocative efficiency is
supposed to lead to productive efficiency. If you have allocative
efficiency, the standard theorems of neofclassical economics that
under standard assumptions, which are rather strong, tell you
that getting allocative efficiency means that since you go to the
economic productive efficiency point, you will be producing as
much as you possibly can. There is really no empirical evidence
in favour of this proposition. It is our prior. Usaually the
empirical evidence provided is that if you raise a certain agri-
cultural price against another agricultural price, then you get a
éwitch in crop mix or something like that. But at an economy wide
level, it is more of an assertion than something that can be
demonstrated. Moreover, if you do the calculations, using stand-
ard neo-classical models, the gains from attaining allocative
efficiency in terms of productive efficiency will be usually
small and you wonder why they put so much effort into it. The
other réason is essentially that although the theorems do not
support it, the assertion is that achieving allocative efficiency
will somehow jump the economy on the path of growth where produc-
tivity growth was substantially higher than it was before and
therefore your overall growth rate will increaze. But that is
more an act of faith 6r a statement of faith than something that

can easily be demonstrated. Perhaps there iz msome historical



evidence against this which I will discusa. Secondly, there is
notion that when the government intervenes in the economy, it
does create room for rents. That is, if I am speeding down the
highway and the traffic policeman pulls me over, threatens to
give me a ticket, that obviously creates the possibility of a
rent for the traffic policeman. He is intervening in the market
in a way threatening a fine. Since an import licence allowas the
owner of quota right to import goods through the world market
cheaply and sell in the home economy at a higher price, there is
rent involved for the holder of the import licence. This rent is
supposed to generate activity called rent seeking and people are
supposed to put a lot of efforts into rent seeking to the detri-
ment of overall economic activity. Therefore, if the State with-
drawa from the economy, there will be fewer rents and economic
efficiency will be heightened. Certainly, there is an element of
rent éreation in any state activity. On the other hand, there is
also rent creation amply generated by the private sector through
monopoly pbsitions and divide and rule tactics, applied in the
labour markets by firms, and dumping. So, the private sector also
obviously generates its own rents but somehow these are neglected
in the standard discuasion. In any case, either because of the
alleged gains in allocative and productive efficiency and/or
because withdrawal of state will reduce rents, then the Washing-
ton Consensus argues very strongly in favour of market liberali-
sation which has a number of aspects. One is financial market
liberalisation, i.e.rates of returns across different financial

activities should be equalised subject to risk. That means,



basically no more subasidised credit. Taxes should be reduced and
rationalised. There should be trade liberalisation. Quotas should
be replaced by tarrifs, tarrifs should then be reduced. May be
there should be capital account liberalisation to facilitate
flows of portfolio and direct foreign investment. Liberalisation
of foreign trade should ideally take place, - liberalisation of
both foreign trade and foreign capital movement should take place
in a regime of weak exchange rates. The labour market should be
deregulated. There should be privatisation, the notion being that
public enterprisea are intrinsically less efficient than private
enterprises and therefore if we privatise public enterprises,
once again we will get efficiency gain. More often than not,
privatisation may bring stabilisation as I will discuss in a
minute. Privatisation may also essentially be a fiscal exercise,
i.e.if you cut taxes, often there are problema of interest rate
on public debt and privatisation is often a recourse to make your
fiscal accounts better, at least for a couple of years.

There are at least'two-queations that one can ask about the
effects for the results of this kind of intervention, application
of this kind of package. The first question is : Has sasomething
like a market friendly adjustment - a stabilisation cum adjust-
ment package-been characteristic of "successful economies®"? That
ig, you can go around the world and point to certain countries
and say, on an average, tpese guys have been doing pretty well.
Have they applied the Washington Consensus package? The other
question is that where it has been applied, has the Washington
Consensus package been successful? That is, there are many econo-

mies these days, in which some elements or elements of this



package have been imposed and one can then ask, how well they are
doing. What I would first like to do is to try to address the
second question, that is, illustrate briefly for a few economies,
what results the Washington Consensus package has genefated and
try to draw a few lessons from their experiences. In this basi-
cally I am drawing on the work of a number of country scholars in.
the network that has been organiged during the last ten years
with the World Institute of Development Economic Research in
Helsinki and is not my judgement so much as judgement of the
people of the countries involved. On the whole, what I will do 1is
give you a mix of favourable and unfavourable and unexpected
consequences of the Washington Consensus package for at least a
few countries - Chile, Argentina, Mexico, Turkey, economies of
sub-Saharan Africa and post socialist economies. It ig important
to recognise that at the level of debate that even if these
thingé have not gone absolutely or perfectly well, the Washington
Consensus people have generally a standard counter argument which
one always has to bear in mind. That counter argument simply
says, "you did not do enough”. Any policy package applied any-~
where in the world, is not going to work the way its designers
thought it would. They will not achieve all the things they
attempted to do and there will be unpleasant surprises. We do not
have perfect foresight and rational expectations and something is
always going to jump up and scare us. The neo-~liberal response to
that is that "you did not go far enough". About the Eastern
Europe and former Soviet Union, for example, since the collapse

in particular in Russia in 1993 or 1994, our newspapers are



filled with people saying that we asked them to 1liberalise but
they did not liberalise quite enough. If they had carried the
whole package through, it would certainly have sudceeded. It is
obviously a Utopian argument and you can never refute a Utopian
argument because Utopia is never achieved for one reason. But the
argument really is Utopian and that explains part of itas power
and you always have a fall back position. It is simple. So it can
appeal to politicians with the mental capacity of Ronald Reagan
and then makes a powerful kind of story. All we can do when
discussing this kind of story is to look at what happened. Let us
talk about Chile from that point of view. Chile is treated as
number one success case of this package. Just to review the
history briefly, Chile is a small country, geographically compli-
cated, which pursued import substitution and industrialisation
very aggressively up until 1970 and everybody agreed that it had
gone much too far. It grew slowly, has a very unequal income
distribution and was essentially an oligarchic country. There was
a brief period between 1970 and 1973 of Popular Front Government
which failed both because it tried to be too expansionary and
because it was destabilised from abroad. The Front Government was
replaced by a very tough military regime under General Pinoche,
which for its own reasons, chose to apply neo-liberal economic
policies very consistently beginning about 1974-75. Chile thus
went throngh a dozen years of neo-~liberal adjustment. There were
two big recessions, real wages weré substantially cut, and there
were periods of overvaluation which I will discuss in a minute.
The policy "finally worked” in 1985. Since 1985, Chile has been

growing very rapidly and the real wage, real level of income
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finally achieved its 1970 level by about 1990-91. Just briefly,
there are a few lessons that one can draw from this experience.
It is certainly true that the neo-liberal policy playéd some role
in the Chile recovery. Particularly, extreme wage cut imposed
substantially helped exporters of raw materials, forestry
products, fish meal and fruits which partially propelled the
export boom since then. However, the State by itself also invest-
ed very heavily in copper. There was heavy public investment.
Moreover, these rapidly growing exports were essentially support-
ed by three previous decades of State intervention. There had
, always been heavy subsidies for afforestation. There had been
public sector efforts put in for technical change, technical
upgrading, new varieties, quality control, etc, of fruita. The
State rationalised production of fish meal. So, the State was
always there. It was not fully the invisible hand story and also
the standard sequencing of the market - friendly policy package
was reversed. That is, the economy did not stabilise until after
adjustment. Inflation was not contained until the export boom
started which provided foreign exchange and enabled stabilisation
to take place. There were several aspects of Chile which differed
substantially from the sort of standard wWashington Consensus
package. These specific aspects of Chile experience also indicate
that straight liberalisation attempts without the public invest-
ment, without draconian wage control, who can say whether or not
it would have worked? It is also a question of how to assess it.
If you had asked the Chilean populace in 1973 and said here 1

have a package. It can take a dozen years.It is going to be very
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painful on the way through and you talk to them in 19%0 looking
backward. Your dozen years were pretty painful but you are fairly
prosperous now. Before - and - after evaluations will differ. I
think, this is something to be borne in mind when cpnsidering
these packages. More generally, the Washingﬁon Consensus package
has now been applied in various countries all over the developing
world for 10-12 years. We are now standing in 1994. The debt
crisis, which provided an entre' to the Bretton Woods institu-
tions to control economic policies in a number of countries,
occurred in 1982. You caﬁ go around, locate countries where the
package has been applied for the last 10-12 years and the results
may not be terribly successful. Economic policy of Bangla Desh
has been essentially under Bretton Woods control since mid-80s.
They are not doing at all well. In Sub-Saharan Africa, the only
success cases are.Tanzania and Ghana but success in these cases
boils down to 1-2 per cent positive growth with a trade deficit
of 15 per cent of GDP and that scarcely has been considered to be
a sustainable situation.

Then Mexico. Mexico is obviously quite central to American
policy concerns for geo~political reasons, for reasons of fear of
migration, etc. The Bretton Woods package has been applied con-
sistently 1in Mexico for 12 years now and at the moment, the
economy has 7 per cent trade deficit, negative growth and it is
not entirely heartening.

Another touted success case in the last 2 - 3 years has been
Argentina. Argentina has been a very difficult econoﬁy for many
decades. 1In 1991, hyperinflation was stabilised by what can be

called heterodox anti-inflation'package which involved implicit

12



price controls by negotiation between the government and big
producers, freezing nominal wages, freezing exchange rate for
dollars (that was written in the Constitution with which it was
going to be tricky when it was to be devalued ) and by a degree
of austerity and fiscal rationalisation. Why did stabilisation in
Argentina stick after so many unsuccessful attempts? One reason
has to go back to the question of increasing financial dominance
of the world economy, which I mentioned before. Argentina opened
its capital account - external capital account -~ exactly at a
time when American interest rates were beginning to go down and
after a period of about 12 years of pretty aggressive capital
flight. Argentinian rich, Latin American rich, generally have got
a atake in the United States. They send their kids to schools.
They go to Miami for shopping. At appropriate time, one gdes to
Huston for triple bypasa surgery. All this takes a certain amount
of méney. Now they are essentially going into international
investment business. With liberalisation of Argentinian capital
market, reduction of US interest rates, you get 3 - 4 per cent in
USA, you get 15 per cent in Argentina. Certainly, it becomes
quite attractive to take your money home. So, there was a strong
substitution effect of the interest rates reduction, and, at the
same time, there was a strong income effect because the govern-
ment had rationalised debt, and government fiscal accounts were
substantially better, when interest rates had gone down and they
had fewer foreign payment obligationa. So ﬁhe money comes home,
it is invested in real estate, various kinds of financial instru-

ments. Pretty good capital gains are made. Part of it goes into
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consunmption. Since 1991, Argentina has been enjoying consumption
led boom. However, with high interest rates and strongly appreci-
ating currency, because there is some residual inflation and the
nominal ethange rate has been pegged to the dollar very solidly,
no investment, it will only be a matter of time. Also, no public
assets are now left to sell. Government sold off the oil company
in August to pay off some unfunded pension obligations. So,
sooner or later, they are going to have to raise taxes. It is not
a very viable situation it would not last. It was very much
successful in the short run. But it was a situation provoked or
resulting naturally from the class structure of Argentine economy
and the Argentine social structure and the particular aspects of
the Bretton Woods package.

I would like to draw that same lesson very briefly from the
experiences of Mexico and Turkey and then go on to Bay a little
bit gbout the first question that I posed - how these policies
have been applied in developing countries, and then I will come
back and say a few words about the case of India,

Mexico lodks like Argentina in most respects except it is
not growing. Moreover, income distribution has become strikingly
worse. Rents, in fact, were created by Mexican privatisation. 1If
you sell off public enterprises, you certainly create possibili-
ties for insgiders to be the purchasers or to make substantial
amount of money out of the sale of activity. The brother of the
President and some of his friends-were prominent ‘in privatisa-
tion, for example, the telephone company, TelMex. It is also maid
that telephones did not work any better after privatisation took

place.
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Turkey was considered to be another success case in the
early '80s and it is a very interesting one because the success
after ten years completely fell apart. Turkey's package in the
*80s was based on subétantial real wage reductions, a shift in
agricultural terms of trade against peasant farmers and a lot of
directed subsidies plus devaluation aimed at stimulating exports.
Internal aggregate demand was cut very sharply by income distri-
bution and at the same time export markets were opened up. There
was second oil shock in 1979 and the Iran-Irag war which created
local markets in steel, cement and the kinds of things which
Turkey could produce rather well after 20 years of industrialisa-
tion. So, they had export led boom till 1986-87. However, the
thing was distributionally unsustainable for two reasons. First,
this wage explosion and shift in the terms of frade have now made
Turkish products very costly. It is not at all clear that the
Turkish producers can participate in international markets.
Secondly, in what was allegedly a liberal regime in mid to late
808, corruption got very substantially worse in Turkey, for
social reasons. Thus, they had a degree of liberalisation but in
the previous Turkish organisation, the bureaucracy, perhaps like
Indian bureaucracy, which was essentially in charge of, among
other things, passing of rents. There was plenty of intervention
in the economy but that intervention went through the hands of
the bureaucracy. The whole import substitution industrialisation
strategy involves creation of rents. The real guestion is how the
rents are to be used, what further actions they will produce. 1In

the Turkish case, there was some success in industrialisation .
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What happened_ under liberalisation is that another political
layer was inserted in charge essentially, of allocation of rents
and distribution of public funds. It came out of the Prime Minis-
ter's office. It was very corrupt. There is now in Turkish press
lot more discussion of corruption than there was before and
allegedly the liberal regime essentially succeeded in making the
situation perhaps a good deal worse.

The counter argument from the neo-classical side would be
that they did not go far enough. As I said before, it is a Dtopi-
an argument but you know we live in real world and they chose to
do this. And the repercussions that occurred were fairly natural.
Finally, they also opened up the cépital markets so that there is
lot of money going back between Istanbul and the financial cen-
tres in Europe. At the moment, they are going-through a lively 6r
exciting financial crisis and it is not clear what the outcome
will be.

Having said this, it is a mixed record, there are some suc-
cesses, sgome failures. Liberalisation certainly did help in
Chile. Other things helped in Chile as well. Argentina and Mexico
have -problems resulting explicitly from liberalisation in that
benefits of ' liberalisation seem to last in some sense for a
while. 1In Turkey, there is some contradiction. Much depends on
the initial conditions, both political and economic. Hence, I do
not think, you can draw any terribly strong lessons. In terms of
the other question, if you look at the successful economies, what
conclusions can you draw? Let me talk very briefly about the East
Asian Buccess cases of South Korea and Taiwan and, may be, for a

few seconds about the Indian case by way of conclusions.
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What characteristics of economic policy formation appear
central to the sort of four decades of very rapid growth in Korea
and Taiwan. It seems to me that one can point to several aspects.
One is that these countries engaged in very aggressive macroeco-
nomic policy aimed at, in particular, promoting capital forma-
tion. They also did that under fairly prudent fiscal policy. What
do I mean by that? It is usefﬁl to distinguish between government
savings and public sector savings which is the difference between
current revenue and current expenditure. On the whole, public
sector savings was kept positive in these economies. On the other
bhand, public sector borrowing reguirement, which is investment
minug savings, was always substantially greater than zero. So
they did engage in inflationary finance in the sense that the
public sector borrowing requirement was substantially high and
that .was targeted, as I mentioned, at capital formation. It is
also fair to say that this aggressive macro economic policy was
pursued in a generally favourable foreign exchange environment.
That is, Korea and Taiwan never really had to worry about the
balance of payments deficit in a serious way. Korea almost went
under in 1982, when the debt crisis hit, but did not and that was
about the scariest episode. But generally both before and after
that episode and certainly in other stabilisation episodes, they
kept investment up. How in spite of this, did they keep invest-
ment up? One aspect is that basically the organisation of the
Korean bureaucracy is powerful, widely supported ‘within the
economy and society and autonomous. Essentially thé bureaucracy

offered the firms a deal. We will give you cheap credit, ample
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protection in the internal market, access to intermediate imports
if you need them, assistance in technology, if you open up your
books to us so that we know what is going on at enterprise level,
80 that we targét all these interventions. If you perform, this
package will continue. If you do not perform, we will cut it off.
We may merge you with your competitor as the Japanese do. That
was basically the deal. This kind of institutional deal is not
\
dissimilar in practice from the close linkages that existed
between German banks and German enterprises which organised in
cartels around the banks. It certainly is not too different from
the strﬁcture in Japan before the war and from the reorganisation
of Japan's industry after the war. I am not talking here about an
Anglo-Saxan kind of capital market where rates of returns are
equilibrated across assets due to the strength of traﬁsactions
between participants in the capital market. You know, it is
insider kind of finance. There should be risks in insider finance
also. This insider finance was characteristic certainly of Korea
and Taiwan and, in different forms, Japan and many European
countries. It is not a part of the package of recommendations
made by Washington Consensus. There was also plenty of local
protection. There was a limited variety of consumer goods avail-
able in the Korean market. This had the implication, if you do
not have very much to buy, you might as well save ﬁoﬁey; no
chance of putting it abroad certainly. Also, protection of
internal market gave Korean enterprises some areas of learning in
terms of new products and new processea.-Thia‘import protection
was coupled with export protection, export subsidy, cheap credit

etc. and, as said, two policies are involved here, orchestrated
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by the bureaucracy - import protection policy and export promo-
tion policy. They were used specifically as two instruments in
different combinations for different sectors and different firms
at different times. The neo-classical Washington Consensus coun-
ter argument to that essentially says that it has cancelled -
import protection was offset by export promotion and yet they
went through all these motions. They should have just 1let the
market rule. They created a noﬁ léve] playing field with import
protection and levelled it off with export promotion. But that is
a real dumb argument. It does not recognise the complexities and
interaction of the two kinds of policies. In fact, nor was compe-
tition promoted within the internal market. Under certain circum-
stances, competition is a good thing. But what was interesting in
Japan and Korea, they had a doctrine of excessive competition,
particularly in sectors subject to economies of scale where very
often you get over-building of capacity. Everybody says, we have
excess capacity now. Then they had to engage in price wars and
cut-backs; somebody creates a big mess and they have another
capacity cycle. Japanese bureaucracy did not just pernit this to
happen. They gave different groups of enterprises in sequence the
possibility of heavy investment. This kind of regulation of
market was certéinly characteristic, all the way through, of
interventions in the East Asian economies. They are not invisible
hand stories. They are not liberal stories. They were very effec-
tive stories, certainly capitalist stories. We are not talking
about socialism in any sense of the word but managed capitalist

market and it was managed very successfully.
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I am no expert on India. I am sure, around this room, every-
body can say more intelligent things than I can about Indian
economy but let me spend, may be five minutes, pointing out some
of the dangers that may arise from liberalised Washington Consen-
sus type economic policies in the Indian context. I think, it is
guite important, there is lot to be said for aggressive macro
eéonomic pelicy. That is, if you grow fairly steadily and fairly
rapidly for a fairly long period of time, particularly if invest-
ment share of GDP is relatively high, this has all kinds of posi-
tive feedbacks. One is Kaldor sort of feedback of growth in
technical progress which has been picked up by the neo-classical
economics in the late '80s under the rubric of the new theory of
growth. It certainly recognises the importance of rapid steady
growth in scale and things like that. Investment is important
because new high-productivity technology is certainly embodied in
the new plants. Well, you can think in terms of ratios, for
exanple, that of debt to exports. Suppose your aggressive macro
policy, in fact, involves increase in debt, in effect, that is
okay as long as you raise denominator along with numerator. Debt
over GDP is stable because both numerator and denominator go up;
debt over export is stable because both numerator and denominator
go up. Obviously, it is easier to raise numerator than the denom-
inator and you have to think in terms of how to achieve the
latter. Nonetheless aggressive policy is important and on the
basis of the inadequate information and knowledge, T suppose that
aggressive macro policy with fairly high level of public invest-
ment probably had fairly good deal to do with 1India's rapid

growth during '80s as compared to the previous period. Of course,
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India went into trouble in 1991 and that illustrates the problems
that appeared as a consequence of rapid growth policy, particu-
larly rapid growth policy which requires foreign inflows. If you
rely on portfolio investment, in particular, Argentine and Mexi-
can stories quite clearly illustrate the problems that are in-
volved in that kind of policy package; that is, you have to main-
tain high interest rates internally to bring money from abroad,
which is not necessarily good for investment. And you may be
driven in the direction of appreciating the exchange rate to
accommodate trade deficit, which is necessafy to bring in capital
inflow, which has been the case in Argentina and Mexico. This has
not happened in India so far. I do not usually have observations
very much in favour of central bankers but I must say that the
enthusiasm for printing rupees to buy capital inflowa which the
central bank had demonstrated over the last couple of years 1is
altogether a heartening policy and I hope they will keep it up.
Nonetheless, there are inflationary risks also in that, something
else to be considered. Another risk, there is the question of how
viable in the world international economy, how sensible is the
policy predicted on large private capital inflows over a period
of 5 - 10 years. Also large private inflows are now coming in.
Porﬁfolio investment has to be accommodated and it poses the risk
that I have just indicated. Direct foreign investment has to be
used. It is striking in the Korean case. For example, Korea and

Taiwan tried to avoid direct foreign investment. They ﬁere after
technology and did a lot of reverse engineering, ailowed lot of

royalty payments to achieve technology. But they allowed a fairy
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limited role for entry of trans-national corporations. Brazil,
during its rapid growth period, say between 1940 or 1950 to 1980,
allowed in large direct foreign investment opening up techﬁology
through joint ventures, essentially unpackaging the mix of at-
tributes that trans-national corporations possess. The unpackag-
ing operatioﬁs are not easy but it is something which Brazil did
very successfully. In so far as India opens its economy to direct
foreign investment, the decision will have to be made : What is
the world financial market going to be like from five to ten
vyears down the road? At the moment, therg is lot of capital
floating around. There is no question whatsoever about ‘that in
the worid market. A lot of it is somewhat speculative. Certainly
in the long sweep of time, there will be another period of great
financial 1liberalisation in the world economy which will have
treaded financial co;lapse'worldwide followed by deregulation of
capitél market. I am not saying that there is going to be the
world financial crash. Certainly, there will be fluctuations and
how one gears one's domestic prices to those fluctuations is a
very open question. Certainly, keeping money in the form of
reserves which can be monetised is not the best way to do that.
It will be nice if they are invested. That is something to be
considered. On the whole, the Indian macro policy has been quite
conservative and prudent and I expect probably it will be contin-
ued to be so in future, perhaps for good reason., Finally, just a
word, well two words, one about coming back to the gquestion of
capital formation and achieving productivity growth. I think,
probably public capital formation is likely to be a fairly big

component of a high investment package because public sector is
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better equipped to provide some kind of capital than private
sector. Also it appears, depending upon which econometrics which
you look at, probably, public investmeht will have crowding in or
at worse a small crowding out effect on private investment so
that even if there is weak crowding out effect, the overall
investment is likely to increase as a consequence of appropriate
public capital formation in infra-structure and sc can certainly
add to productivity growth. Finally, there is the question of
overall strategy of growth and the question about political
coalitions. If you look at the political coalitions, for example,
in Mexico or in Turkey that supported the market friendly Wash-
ington Consensus type policies, the guys that you see as elements
of this political coalition, first of all, certainly not all but
certainly ' many firms, in particular more aggressive and techno-
logically adept firms which in fact are in a position to benefit
from liberalisation. That is, if you have grown up as a dinosaur
under the import substituting industrialisation, you are not
going Fo be very much in favour of liberalisation. On the other
hand, if you are gquick on your feet and likely to make some
money, then certainly you are going to be partisan of Washington
Consensus type package. Certainly, the financial community tends
to be in favour of Washington Consensus type of package because
they are in a position to make money on transactions on the kind
of growth in ingide financial assets that accompany the external
liberalisation. You are likely to get good deal of support from
consumers in the top two or three deciles of income distribution

since they are the ones who are in a position to benefit from the
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wider variety of consumer goods in the market, better availabili-
ty of, essentially access to - the kind of consumption basket
that is characteristic of industrialised economies. This kind of
coalition can be a very powerful one. There is no question about
that. One has to ask about people who are being left out and
certainly about working class, traditional proletarianised -
unionised working class. Of course, peasantry was left out of the
Turkish liberalisation. Political consensus, ultimately col-
lapsed, they came back and caused wage explosion and reverse
shift in agricultural terms of trade which had substantially
destabilised their economy. Mexico is a fairly large country of
about 90 million people, the size of the biggest 1Indian State.
Mexican population is certainly divided on ethnic and class
lines. Ethnically, you can distinguish European emigrants on the
one hand and the Indian population on the other. Geographically,
it ié a diverse country. The Mexican revolution, for example,
never really arrived in the South, in the States of Mohacca and
Choapas. What happens in Mexico after 12 years of Bretton Woods
policies? Aa I indicated, there is overall slow growth but cer-
tainly the essentially white upper one or two deciles of income
distribution, essentially in Mexico city, had benefitted very
substantially from the kind of policies that have been pursued
and they were looking to make quite a lot of money out of
NAFTA. The Zapatist Army in Choapas has obviously been forming
~itself for a long time and we are talking about deep social
movement with deep historical roots and I have no idea about what
is going to happen. It is striking that the Zapatist Army appears

Just when the NAFTA gets smigned. Tt is the culmination of liber-
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alisation policies combined with the emergence of broad-based
revolt on the part of underclass and, I think, in terms of the
political economy of economic reforms, Mexico and Turkey should
give one pause about pushing too heavily into market friendly

policies.

During the discussion, following points were raised and

clarified by Dr.Taylor :
Points raised

My first question is about State versus market aspect that
Dr.Taylor raised. We have to diétinguish between a well planned
and a well guided State intervention that occurs in a mature
democracy and the kiﬁd of State intervention occurriné in a
fragile multi-party democracy. like India where several measures
are édopted for purely vote catching and populist reasons 1like
writing off of loans, etc. In such cases, market is possibly the
best safeguard against ad-hoc populist State intervention.

If the demand and supply based exchange rate is much higher
than the purchasing power parity based exchange rate notwith-
standing the differences between tradeables and non-tradeables,
do we say that there is an element of rent in the foreign ex-
change deals?

Consider the package of structural adjustment measures and
stabilisation measures as between two different economies. it is
quite possible that in the case of one, balance of payments mal-
adjustment may flow from current account gide, for example is

India. But there may be another economy where mal-adjustment
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followed from opening up of capital accounts. So, we can say that
the same type of stabilisation adjustment programmes may not work
in the case of both these economies because the origin of trouble
is different. In the case of one economy, it is current account.
So, commodity market adjustment may be more important. 1In the
case of another, financial reforms or capital market adjustment
may be more important. But why is it that Washington Consensus
package gives us a uniform package? It is because of the IMF's
pPreoccupation with monetary approach to balance of payments,
because monetary theory of balance of payments integrates current
account with capital account of balance of payments. Tt does not
distinguish between these two things and any mal-adjustment in
the balance of payments is traced to monetary disturbances. What
is your opinion about it?

You have made a reference to rents that arise as a result of
bureaucratic power but, I think, You did not go into the whole
question of the extent of rent though, of course, you opposed
Washington Consensus package. Still, there would be a role for
the State in your kind of things. Would you then say that there
are certain types of things which the State can perform without
this kind of rent seeking arising to any alarming extent and
there are certain other types of functions which if the State
takes over then there is greater possibility of rent seeking, so
that in that case, we may have some kind of a judgement of the

right kind of intervention which the State may make.
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Reply by Dr. Taylor

There are two questipns about the State and two questions
related to balance of payments and exchange rate concerns. With
regard to the State, T think, that the debate is obviously not
State versus market; the debate is what should the State be doingr
and what the State should not be doing. To be fair, the Washing-
ton Consensus itself envisages some role for the State. Certain-
ly, the State is a night watchman to see that laws will be en-
forced, criminals will be apprehended, the army will be paid for,
etc. Moreover, the Washington Consensus is basically a supply
side story for what is going on in the economy. The neo-classical
theory is basically a supply side story which says that there is
something- the State can do to stimulate supply. 1In particular,
under some circumstances, it is probably okay for the State to
invest in infrastructure and to promote education although in
other circumstances the private sector could do that better.
Finally, if you read the World Bank Development Report, 1992, as
opposed to 1991, they have also said that the State should do
something but not too much about the environment. The only point
that T would like to make is that in the whole history of capi-
talism, and in particular, of the countries which have had rela-
tively rapid, and may be even relatively equitable, growth, the
State has historically done a lot more. There is, in the case of
Korea, as T discussed, strong State intervention. DS,the bastion
of neo-liberal rhetoric, was the most protectionist country
in the world until the Second World War and even gave away

millions of acres to the Western Railroads. The Western Railroads
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do not do much railroading any more but successor ownership is
still 1living off o0il revenues or cutting off the virgin forests
on those millions of acres of land so that rents were created by
all this State intervention. However, through the whole  politi-
cal economy of these "successful economies” these rents got
transmitted into capital formation And into productivity ad-
vance. And in a way, the guestion is not so much getting away
- from rent creation, though obviously one can do that excessively
certainly in populist or quasi-populist contexts, perhaps in
India and certainly in Turkey since the mid 1980's. There are no
historical ‘cases, if you like, of non-rent-based industrialisa-
tion. It seems to me that what we should be thinking about is not
this utopian ideal positions where rents were not created but
rather positions where rents are created and turned into effec-
tive capital formation and into effective productivity growth. In
the pdarticular Indian context,.what one has to do in this complex
environment, in so far as the State has any freedom to act, the
State has to think about what kindas of rents have to be created
and also think to withdraw or cut them off if rents are created
excessively. For example, in the case of Chile, they went heavily
into import substitution in a small country where they would
never have got economies of scale in any of the things they were
doing in import substitution and it did not work. Part of the
neo-liberal success case of Chile has to do with recognition that
intervention was pursued inappropriately in soﬁe sensitive form.

And there are major dangers.
With regard to monetary approach to balance of payments and

the conflicts between current and capital accounts. Fundamental-
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ly, as I mentioned, the IMF is in the business of running reces-
sions and if you get into external trouble from current account,
if the terms of trade go against You, or if export market falls
apart, or if you get into trouble because of capital account
which was the case of the debt crisié, in either case, these
problems reflect themselves into unfinancial current account. And
the time-proven way to get the trade deficit down is to run a
recession. With regard.to exchange rate, I would like to go more
macro in terms of macro economic balance, internal and external
balance. I suppose, T have never thought. about it. There is some
kind of rent implicit between PPP and some other exchange rate
but. how that rent gets realised is what T would have to think
about a bit more. In terms of macro economic programming, having
a fairly stable and may be fairly weak, though not necessarily
terribly wéak, exchange rate, - stability matters more than weak-
ness - and getting over-valued exchange rate is a sort of trap

which one does not want to stumble into.
Points raised

A classical question in 1liberalisation discussions you
talked of seems to be - how to minimise the discrepancies between
political decision time and economic decigion time. By this, what
I mean is that the horizon that the entrepreneur producer has in
mind seems to be always greater thaﬁ the time horizon the politi-
cian or the ruler governing the economy seems to have. Tn this
case, it appears that neo-classical economists, whatever they

talk of, have at the heart that hypothesis, namely, how to mini-~
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mise the discrepancy between these two decisions? Either you
minimise these by creating certain institutional structures for
better functioning of financial and labour markets or you reduce,
you make passive the role of political decision - making process
in influencing tﬁe economic activity. Examples that you have
‘given, particularly of Korea, show that the government is start-
ing some kind of delinking process by minimising this gap. Now,
my question is that when you talk of structuralism in general, as
a critigue of neo-classical economics, when you talk of trade
unions, power struggles and political structure, how are we going
to tackle the discrepancies between these two crucial decision
times?

Most of the developing countries take to trade 1liberalisa-
tion after excessively devaluing their currencies. There are
several cases like that. Devaiuation itself is really across the
board subsidy to exports, across the broad tax on imports. So
already you have, through the devalued exchange rate, considera-
bly increased the degree of protéction to the developing coun-
tries and then they are advised to reduce the tariffs and quotas.
This itself means that the effective degree of trade 1liberalisa-
tion is illusory. It is very small. Therefore, the purpose of
this particular thing when tarrifs are reduced, actually tarrifs
are reduced only on capital goods, machinery, spares and interme-
diates. They are never reduced so far as consumer goods are
concerned because most of them are under banned items, with the
result, it is really an attempt to increase corporate profitabil-
ity. Second thing, the devalued exchange rate attained is to make

this market attractive for foreign direct capital inflows because
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all non-tradeables like services, raw materials, land are made
excessively cheap =20 far as foreign investors are concerned and
so they come here, set up production facilities, bring capital
from outside. Sometimes, they borrow at 5 to 6 per cent. So, the
thrust of the whole trade liberalisation process is really to
create an environment for industrial growth. If the industrial
growth is really one of the items on national agenda, why should
we be so much against the Washington Consensus?

Given the poor infrastructure and soaring fimscal deficit in
India, how do you expect public capital formation becoming main
component of investment?

From the lecture, I gathered that if the Washington policy
package is to succeed in the country like India, three conditions
have to be met. None of these three conditions are met.One condi-
tion is that the level of public investment should be high. For
example, if you see our budget, we have a deficit on the revenue
account. That is, revenue expenditure is much greater than reve-
nue account receipts and this is being financed by surplus fron
capital account. So, our Central Government is not a creator of
capital. It is destroyer of capital. People are saving but they
are spending this money on revenue account expenditure. So, there
ig no likelihood that public investment will pick up on any big
scale. Second thing, as regards income distribution, there was a
chance during the last year that interest rates would have fall-
en, but in fact what happened was that due to very lafge fiscal
deficit, rates of interest on government securities were kept

very high. In fact, banks were flush with funds. One bank officer
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said that banks are not doing banking any more. They are not
lending. They are only placing the funds in government gecuri-
ties. Due to high fiscal deficit, the interest rates have been
kept at a high level. And thirdly, in the Washington policy pack-
age, response of portfolio investment has been much greater. It
is three times that of direct foreign investment. Given this
background, what would you say, how will Yyou prognosticate suc-
cess of Washington policy package in India?

You have described a number of success stories and perhaps
one of the elements that contributed to the success is the policy
pPrescription package from Washington. But T have my own doubts
about the effectiveness of the package or how properly that
package has been packed. But apart from that, one important thing
that we are forgetting which, in my view, has contributed to the
success of this kind of liberalisation pelicies in other coun-
tries -is that up to the '80s, the global capital market was flush
with funds. What I mean to say is that global rate of savings was
very high whereas when You make the projection into next decade,
the first decade of the 21st century, the trend indicates that
there is going to be a global ‘shortage of savings. Under these
circumstances, if the policy prescriptions are applied in some of
these countries, specially opening of capital account and all
that, and given that many of these Asian and African countries
are having their own problems of credit worthiness, to wﬁat
extent these policy packages are going to help many of these

developing countries in the next decade?
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Reply by Dr.Taylor

The question about different time horizons in economic and
political decision making is a very good one, to which T have no
coherent answer in that this problem plagues any democracy and in
one way or another has to be circumvented. The resolution of this
difficulty essentially has to take the form of some appropriate
kind of institution, some type of economic institution which can
take the long view. This institution will have to take various
forms in various places and will have to be - the econonic
sociologists have developed a nice notion of embeddedness or a
nice phrasé of embeddedness which essentially says that workable
institutions are embedded in the society - in some sense rooted
in, arising from, the society and unless such institutions are
embedded in that sense, they are likely to be transitory, periph-
eral and .not likely to work. There are two forms of embedding
long - term institutional decision making. One is8 through an
appropriate set of private institutions and certainly in the
German and Japanese cases, probably Japan mixes the two examples,
but certainly in Germany, banks do take a long view. Historical-
ly, they have taken a long view. They were big institutions; we
are not talking about small actors here. They have significant
economic power as did the firms in debate with the banks. They
use their information about the enterprises and their economic
power to take a fairly long ~ term view about providing credit
for investment. So, that is one kind of possible institution. and
notice it is not the State. I tend to be a partisan of the State,

but one should recognise that the private sector in some cases
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can also do these kinds of things perfectiy well. The other would
be an Sppropriate Weberian kind of bureaucracy which also has
support built into the system in some ways. No matter which
political masters come and go, the bureaucracy is willing to
undertake these tasks. Now, that is no prescription. Tt is an
observation about the kind of entities that are involved.
Devaluation versus liberalisation. The only thing T will add
is that in Washington Consensus standard sequence of policy is
that first you should liberalise with a closed capital account.
That is, first turn your quotas into tariffs and .as you are
reducing protection, and you probablf want to be devaluing, and
then after you have straightened your current account in this
way, then you should think of opening your capital account with
an appropriate sort of exchange rate. That is the standard policy
package. 1If you are really doing this and trying to get all the
prices- right in the sense that you are really solving a compli-
cated computational general equilibrium model and at the end of
the day, you have to come out with the right exchange rate, it is
not easy to solve these kinds of models in the real time. It is
in fact, impossible. So, you are putting in tremendous computa~
tional and allocational burden on the price system, particularly
on interest rates and exchange rate. And it is not clear that an
unencumbered market will arrive at the appropriate solution nor
that the planner - liberalisers exante will arrive at the appro-
priate solution and that is one reason why you really want to go

relatively slowly.

Indian fiscal position. I do not want to go into details
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about the Indian fiscal position because I do not know the de~
tails. I will say, however, that in so far as opening of capital
markets requires you to run high local interest rates . that al-
ready 1is one risk to the fiscal poéition simply because of the
interest obligation of public debt and open capital market to-
gether with money flowing in and out necessarily gives rise to
that risk. Moreover, the distinction between portfolio and direct
investment is likely to remain an acuﬁe one until India, if it
follows through this kind of policy, becomes a thoroughly accept~
able country to the world capitalist community and T do not know
how long that will take. The portfolio investment is relatively
hot money going around the world looking for relatively high
returns and if you play that game, you have to play it very
carefully and it is pretty risky. The direct foreign investment
will .take longer term, build longer-term alliances and friend-
ships between Indian and foreign firms and it is not necessarily
something to be expected immediately. Moreover, what do you want
to use it for? Thailand and Malaysia are essentially been turned
into export platforms by the Japanese and the Koreans to assemble
commodities and sell them into American market. That appears to
be a perfectly viable strategy at least in the short run for
those countries. What strategy India wants to follow is another
question. Certainly, public investment ig likely to play an
important role in any successful kind of package. That will re-
gquire fiscal discipline. Whether or not this fiscal discipline
will appear is an open question. The package does require not

only ample savings flows world - wide. It also requires fairly
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stable capital markets world-wide. Again one can not make pre-
dictions. In the US, in the last 2-3 years there has been a big
growth of "hedge funds" which engage in various kinds of arbhi-
trage operations, some of which are very risky and the honey one
makes from such successful arbitrage is in billions of dollars.
The latest kind of arbitrage, which is a good thing from the
Keynesian point of view, has been between low short-term interest
rates and high long - term interest rates. Essentially, short -
term interest rates were cut in the US economy. There is an
arbitrage opportunity. You can borrow short essentially to buy up
long - term bonds. That is perfectly fine. There is an arbitrage
opportunity there. The whole interest rate structure is going to
come down. That will be pretty nice. On the other hand, these
kinds of operations are down on margin. When short-term interest
rates in US economy have recently risen by 0.75 of a per cent,
Iot éf hedge funds are now looking very shaky because they are
borrowing on margins on these kinds of financial manoeuvrs. May
be this is just a bubble and this will go down. That will be very
fine. May be, there will be major losses. It is not a prediction
but it is a possibility. If that happens, we have a big financial
crash. It is not a question of savings. It is the question of
financial intermediation across the globe and if that breaks

down, you can be in a very risky position.
Points raised

We seem to have left out agriculture in the discussion. I
would 1like to asgk a question. If T am not mistaken, the initial

reforms even in China were really in agriculture and these led to
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very high increases in productivity which were wide spread and
thege did create a wide - based support for reforms even in
China. Now, in India if we want to expect a continuing support
for economic reforms, then the éains of reforms will have to be
more widely distributed which will not happen unless agriculture
shares the gains of productivity increasesrif they take place. 1T
would like to know your reaction to thia aspect of the problem.

You mentioned in your presentation that the Korean bureauc-
racy is collaborating closely with the Korean equivalent of the
Zaibatsu on the condition that the assistance given to them will
be resulting in investment, competitiveness and greater exports,
etc. If they do not perform, they will be ruthlessly merged with
somebody or the other who is performing. My question is, how are
they able to do this? It is really a question in the realm ‘of
political economy. Because in India we have tried several such
schemes where you are offered assistance on the basis of certain
terms and conditions and the man does not perform but he has 100
ways of continuing with it without performing. Is it sonething in
Korean character or is it something else? And a related question
is, how is it that in such a situation, the administration isg
uncorrupt because in other countries in that region the whole
econonmy is destroyed by corruption by tﬁose in power.

Accepting your criticisms of the Washington Consensus, could
you advocate that we go back to the original control regime that
we had for 45 years or do you basically agree with VWashington
Consensus that the market should be allowed to work. Or do you

just disagree with certain components of that package?
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We have been using words like reforms, liberalisation,
allocative efficiency, rationalisation, sensible policy. These
are all words. When it comes to implementation, I have certain
fundamental questions to ask about that. The speaker said that
what the government should do and what the government should not
do has to be decided. Whether Washington Consensus has to decide
this or the people of the country should decide this?

From 1991 onwards, there has been good amount of capital
inflow to many of the Latin American countries. Now that the
capital inflow is also coming to countries like India, in Tatin
American countries like Mexico and Argentina, this has created
exchange rate appreciation and therefore subsequently their
export sector has suffered. In Chile, they have overcome this
problem through sterilised intervention, the central bank's
intervention and therefore the exchange rate did not appreciate.
In India, we have now, more or less, the same problem. That is,
lot of capital is coming in, our reserves have socared up. Our
authorities do not want the exchange rate to appreciate. There-
fore, the Reserve Bank has intervened in the market and the
appreciation of rupee has been prevented. But this intervention
ig of a non-sterilised nature and therefore our money supply has
gone up. Liquidity has increased and subsequently the real ex-
change rate may appreciate and therefore under the circumstances,
what is your advice to the Reserve Bank on a combination of
exchange rate and monetary policy? Some people argue : Let the
exchange rate appreciate. Why do you worry? We can avoid infla-

tion. We can import things cheaply.
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Dr.Taylor's reply

It is not my place to advise the Reserve Bank of India sut
the question is very rightly raised about the sort of  macroeco-
nomic¢ programming probhlems that are implicit in the new access to
portfolio investment. I guess, the only observation I would add
is that unless we have a fairly deep market domestically in terms
of government paper or something like that, it is very hard to
sterilise only by market type of interventions and this kind of
sterilisation is not readily available in the 1Indian context.
Basically, it is a question of trying to use the reserves in a
way that will contribute to the growth process. One possibility
that some countries have availed themselves of is to create some
sort of longer term holdings abroad which will not be in the
hands of the central bank, which ﬁould not gét monegised. One
cou]d- create a State Inveétment Corporation or something like
that to have assets abroad, and transfer assets hetween that and
the RBI. If you do it that way, you have access to the money. If
you just pre-pay debt - that is what the current Minister of
Finance is thinking of doing - that is fine. It gets rid of the
reserves and is a form of sterilisation. The only thing is, one
will not be able to borrow when there is a rainy day, which there
certainly will be.

Appreciation versus inflation issue is crucial. Certainly,
in the Argentinian case, the appreéiation which they have there
is intimately involved in inflation stabilisation. It has also
tied interest rates, as I was indicating. It involves a lot of

balls to juggle with only one hand.
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The question about who decides what to do, it isla question
of political economy. Ceftainly, the Bretton Woods institutions
in any developing country emerge as one more major political
actor. There.is no question about that. That political actor's
presence will simply not be permitted in a country like, say,
USA. That simply will not be permitted. The US has financial re-
sources to avoid that kind of pressure. TMF certainly will not do
Sso. But in a country like India, particularly when Tndia has to
avail itself of IMF credit, they essentially become internal
political players. they become part of the internal set of polit-~
ical alliances. In this kind of coalition in support of market
friendly policy that I was discussing earlier, one of the major
players in the coalition is obviously the Bretton Woods institu-
tions combined with the embassies of the market friendly econo-
nies. Who decides what to do? Well, they are one of the players
but the ultimate decision is arrived at by the political process
and they are overwhelmingly powerful players; but certainly
players they are.

Should Tndia go back to the control regime? I guess, not.
Probably, getting rid of licensing was not such a bad idea.
Again, it is not State versus market debate. There are States and
there are markets. and in so far as most people these days,
grudgingly or not, have said that they will have to live in a
capitalist system, then it is a question of how to make that
capitalist system work in the political situation of the country
at hand. There are different kinds of capitalisms, some better,
some worse, in a variety of dimensions, and the question is, in

the Indian context, if socialism, whatever that means, is not
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available, then you do have a capitalist economy. How is the
State, among other actors, supposed to behave in that econcmy to
make it work in a sensible fashion? There will certainly be
market intervention. That is everywhere. The question ié - how is
it to be made effective?

Korean bureaucracy. First thing, in the light of the previ-
ous comment that, in fact, Korea was an autocracy and that it is
now breaking down to certain extent, democracy is beginning to
raise its head. This idealised bureaucracy was operating under
fairly strong military regime and it is interesting to know that
before that regime came in early '50s, Korea was rent seekers'
heaven. Tt was pure rents, pure corruption. One of the first
things that the new government did was to throw all businessmen
in jail and then let them out if they promised to cooperate with
the bureaucracy. Moreover, the discovery of miracles of export
led érowth was made very gradually. If you see the President's
annual address, exports started growing and after a couple of
Years, he says, “yes, exports have been pPretty good”™ and then
next year he says "you are doing pretty well, exports are growing
at 40 per cent". Then next year, "the Korean economy is powered
by exports and we should do everything we can to push them". So,
the bureaucracy stumbled into its role. It was not an invented
role. There is considerable power of bureaucracy over the enter-
prises and they have power to control firms which depended on the
overall political situation. This may not be possible in 1India.
But then one has to arrive at some other sort of situation.

Corruption, certainly they are corrupt. However, both Japan's and
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Korea's bureaucracies are guaranteed their ascent 1into heaven.
They retire at fairly early age and go to a nice job in an enter-
prise. So, théy are well taken care of in their old age. Certain-
ly, they get money and power. There is corruption. There is no
question about it. But the rents and rent seeking do not take
away the whole system when rents are translated into productive
performance. That is, I think, in a way, the lesson from these
economies.

China story is again extremely complicated and I am no
expert. So, let me make a couple of observations. One is that
when the comnune system was broken down and price freedom was
given to the agriculturists, there was very large supply re-
sponse. There is no question whatsocever about that. Price signals
do matter. I am not saying that market does not matter. I am
saying that market has to be managed and that was a very intelli-
gent -piece of market management which made the Chinese agricul-
tural sector buy into reforms. Second observation is that the big
rapid expansion of exports out of South China has fairly deep
historical roots. After all, Hongkong made its fortune as a low
wage garment exporter and what is going on in South China now is
what could be interpreted as next chapter of Hongkong's economic
history. There is also State intervention along with lot of infra
- Btructure, lot of pressure on firms to perform, lots of subsi-
dies, 1lots of interventions with the Price system and lot of
corruption. They are working so far. Projecting for the next five
years, Chinese export growth can not possibly persist at its
current rate. How that particular bubble will defléte has to be

seen.
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Points raised

You said that Washington Consensus package came into exist-
ence in the late '70s and '80s to help the developing countries.
With Bretton Woods institutions, we have fairly good assessment
of the results of the package that had worked in several develop-
ing countries, especially in lLatin American and South American
countries and also in the East Asian countries. On the basis of
that, is there thinking in Washington package to modify or change
because a number of new variables are coming into the picture?
The reason why I am saying this is that when it comes to 1India,
we are told that Washington package requirement is liberalisation
of economy in various sectors and we are also told that during
the liberalisation process, i.e. transitional process, there
should be some safety net taking into account certain bad effects
of liberalisation process. When it comes to Washington package,
through conditionalities of multi-lateral trade agreement, the
same safety net conditions are played down and it becomes very
difficult to proceed with the liberalisation process during the
transition process period if the same safety nets in terms of
providing subsidies, in terms of employment problems, in terms
retrenchment of labour, are played down and the country is faced
with greatly difficult problems in the transitional liberalisa-
tion process. 1Ia there a thinking of re-evaluating Washington
Package in terms of new information, new variables coming into

the picture ?
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My question relates to the problem of poverty and unemploy-
ment in the context of economic reforms which you unfor-
tunately did not mention . There is already a great deal of
poverty and unemployment in the country. It looks likely that
with liberalisation and the reform processes being set into
motion, a given amount of investment will go on absorbing less
and less labour. This would really mean that poverty, rather than
going down, might increase at least in the short run and one does
not know how long this short run will last. This problem of
poverty and unemployment is éxtremely vital in the context of
economic reforms. Is it not true that the successful cases you
quoted, say China, had tackled the problem of poverty and unem-
ployment to a certain extent prior to liberalisation and reforms,

something which has not happened here ?

My qﬁestion is precisely about technology. Washingtsn Con-
sensus policies really try to integrate domestic economy with the
world market economy. Here, international competence is very
important and there precisely technology advancement is very
necessary. In this context, I am afraid, with recent liberalisa-
tion, India is not sufficiently competent technologically. That
is one of the reasons some section of Indian industry expressed
fear that multi-nationals will take over industrial activity of
India and India will lose economically. Also technologically, the
small sector is not strong in Tndia. What. is the experience of
South Korean and Taiwanese economies in this connection and what

do you think, will happen to Tndia in the near future ?
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Dr. Taylor's reply

Is the Washington Consensus going to change ? Yes, almost
certainly. T think, the more basic question is, is a sort of neo-
liberal world-view likely to continue to be dominant and, partic-
ularly in the North? We have no answer. But it is important to
recognise that both in the Southern countries and in Northern
countries, the free market package has not delivered all that it
promised. Certainly, things that Thatcher and Reagan promised
have not materialised.One expects, sooner or later, that this
will provoke some kind of a political reaction and that will give
rise to some kind of non-neco-liberal synthesis. How that will
affect the developing countries? I think, it is likely to be
strongly affected by the recognition that the successful coun-
tries have not fully adopted Washington Consensus and in coun-
tries where Washington Consensus has been largely adopted, there
were gignificant failures and then the question is - how does one
learn from that?

The safety net question is one that again depends very
strongly on local circumstances. People in the IMF talk lots
about safety nets in p]aces‘like Columbia and Ghana which have
allegedly shielded the population from the worst effects of
stabilisation and adjustment. Critics argue that these have been
essentially cosmetic operations and although the Washington
Consensus package talks about safety nets, in fact, they =simply
are not applied and the losers have to face the conseQuences as
best as they can.

With regard to the question of poverty and unemployment,
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there are probably two observations that I will want to make.
Ultimately, over a period of decades, the way that capitalism
delivers goods is that there is on going productivity incfease,
which, sooner or later, gets realised in the form of higher real
wages. And the higher real wages support the demand to keep the
economy at a full employment level. In a poor country, this
delivery of goods is likely to be a very complicated process. Tt
is hard to argue directly against productivity increasing invest-
ment because that is ultimately where growth has got to come
from. At the same time, one has to recognise that in the =short
run people will be put out of jobs. They will have to be assist-
ed. We come back to the safety net question. Moreover, sources of
demand have to appear for new commodities with which to enable
the growth process to proceed. This is where exports becone
important and capital formation becomes important. Reducing
poverty, as the China guestion illustrated, also depends very
much on advances in agriculture, increasing of incomes in agri-
culture. The traditional recommendations for agricultural led
growth in India, which may or may not be institutionally feasi-
ble, recognise this necessity.

With regard to technology and absorption, in dealing with
multi-nationals, I think, it is important to recognise that there
are really two kinds of theories about the role of economic
policy and how one thinks about the economy in a particular trade
liberalisation. The neo-classical argument looks at it from the
consumer angle essentially saying that if new goods come into the
market, perhaps more cheaply produced outside than they are in

the economy, then the consumers benefit and it is certainly true.
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The American consumers benefitted greatly when the Japanese cars
came 1in. That was the case of liberalisation forced upon the
United States which provided considerable benefits to the consum-
ers and consumers are guite conscious of that. On the oﬁher hand,
from the production point of view, what the invasion of the
Japanese car industry into the United States did was that it
threatened the established industry, certainly put a 1lot of
people out of jobs and perhaps had a possibility of substantially
destabilising the macro economic system since the car industry is
so essential to the west. Thus, the production point of view is

not recognised by the Washington Consensus. Tt is not recognised
by the neo-classical theory. Tt comes from other theoretical
strand that goes back to Alexander Hamilton in the U0.S. and
Friedrich List in Germany and certainly influenced the Japaneée.
From the production point of view, then, do we want more finances
coming in? The real issue, it seems to me, is what do they offer
us, how can we unpackage the package of multinational advantage,
how can we get access to technology? If we choose not to go the
multinational route, then how can we help the small enterprise
sector and how can they be induced to push the exports in world
market? If you think in these terms, you will necessarily be
driven in the direction of the actions by a fairly big actor, may
be the Central State, may be local State Government, may be
Private banks who are willing to take a long view and think about
how production can be stimulated and that is really the riddle

that the Washington Consensus basically does not address.
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Professor V.M. Dandekar

It is not possible for me to make any concluding remarks on
what Dr.Taylor has said so well though some of the questions
probably have been not completely answered. But on tﬁis whole
theme, Dr.Taylor would not mind my stating very briefly my own
position.

I know much less about Chile and Argentina and what not than
possibly you know about India.

My own view is, and you said it well, that what is appropri-
ate policy, what will succeed, very much depends upon the initial
conditions, economic and political. I may be too confident about
this matter. But I do not think, we are being dictated by what-
ever 1is called the Washington Consensus. A consensus emerged in
India. We were in deepest trouble. Our domestic public debt ﬁas
sizeable - somebody mentioned about revenue not being balanced
for the simple reason that 50 per cent of the revenue receipts
were going into interest payment. Government was borrowing
without bothering how much interest they have to pay. We had fine
smooth sailing for two decades so long am international aid was
pouring in.Therefore, a stage was reached that something had to
be done, and I repeat, a consensus, political consensus, emerged.,
Before this government came to power, we were fortunate to have
in a few months, 4 - 5 governments of all shades of public opin-
ién. The present Finance Minister in his first budget said that I
am here and he pointed out to four ex-Finance Ministers sitting
in the Parliament saying : 'Tell me what you would do in this

position. I am willing to sit with you'. And that T think is the
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political consensus that has emérged. I don't care, what they
talk about Washington. We are deciding on our own matters.

My second observation is, I do not believe in stability.
Every system creates a vested interest. The present system or
whichever was in position in the last four decades has created a
vested interest of not only the bureaucracy but unionised labour
and everything else. The new system will create another vested
interest and another upheaval will take place. T think, that is
what happens all over the world and we should not expect it is
going to be different. Like success depends on initial condi-
tions, it also depends upon our capacity to fight for survival.
If we have the grip, we shall succeed. Otherwise, we shall go

underway.
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What I would like to do is to take 45 minutes or an hour to
try to sketch and give you the diagrams of a few simple models,
to try and illustrate how simple notions of economic structure
tell wus about how the same policy can have different implica-~
tions in different countries, different kinds of economies, or
how different economies would require different policy interven-
tions to try to achieve the same goals. Basgically, what I want
to do is to illustrate what I have in mind with three simple
diagrams.

The first story that I want to discuss is implications of
how income distribution affects macro economic adjustment and how
different kinds of changes can in one set of circumstances be
favourable while in another set of distributional circum-
stances, be unfavourable. The story I have in mind is absorption
of productivity growth., That is, we were discussing in this
morning, how essentially to support long-term growth in per
capita income, there has to be some productivity growth in the

system, ideally accompanied by higher standards of living. Now,
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what I would like to do with this aimple set of diagrams is to
illustrate how the productivity growth rate is absorbed in two
different kinds of macro economic systems. By way of background,
it is important to retognise that great economists over the
decadgg _have had a somewhat ambivalent attitude towards produc~-
tivity growth. The neo-classical theory Baya in general that_
productivity growth is unambiguously a good thing but if we think
about the structure of neo-classical models, the reasons are
fairly- obvious. Most nec~classical macro models postulate Say's
-law in one form or the other. So, all factors of production are
fully employed. If one factor of production automatically becomes
more productive, somehow the system will adjust nicely and auto-
matically to absorb that increase in productivity growth, created
essentially from labour productivity that had increased, by
spreading jobs around throughout the eystem. fhere will be over-
all income gain and so there is really no question of absorbing
productivity growth or change. Same is true of Kaldor, who was
the first person after the Second World War to talk extensively
and sensibly about productivity growth. Kaldor also assumed the
full employment-médel. He did not assume marginal productivity
conditions as are characteristic of a lot of neo~clasasical theo-

ry. Once again, absorbing productivity growth:-is no problem as

long as one aasumes full employment. If youn do not assume full
employment, then the story becomeé‘a little bit more complicated.
Among the opponents of pProductivity growth were Ricardo to an
extent and Marx to a certain extent. Ricardo was wriﬁing at the
time when the Luddites were quite active in the England environ-

ment. Luddites amashed machines in English around 1810. They were
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basically weavers who had been put out of their jobs by some of
the technological advances in the first phase of the industrial
. revolution. Ned Lud was a feeble minded person, who lived some-
time in 17708 and 17808, smashed a loom and was properly dealt
with. This movement took its namg from Lud and, between 1810 and
1820, the Luddites roamed around England and smashed machinery,
particularly textile machinery. Ricardo, responding to this issue
of his day, added a chapter called "On machinery®” to the third
edition of his Principles, which was published around 1821. 1In
effect, Ricardo said that the Luddites were right which made rest
of the economics profession doubt his sanity. The argument he
made was the same that the Luddites were making, that essentially
if you have a technical advance which displaces workers, if you
have labour saving technical change, certainly jobs will 'be
destroyed. The question is : how does the macro Bystem adjust,
does the macro system adjust to prevent these people from being

kicked out, letting them to be picked up in other employments?

One way of answering that question in terms of neo-classical
theory that has appeared over the last 10-12 Years is illustrated
in the diagram on the first page of the Annexure to this lecture.
I have got unit labour cost on the vertical axis. Unit labour
cost in a simple macro model ia just the real wagé times labour-
output. ratio and if you think about that purely macro~economi~
cally, then the real wage times the labour output ratio is going
to be equivalent to wage share if you talk about unit labour cost
economy-wide. So, I have got either unit labour aost or wage

share on the vertical axis and on the horizontal axis, I have got
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output. The first queation I want to ask is what happens to
aggregate demand or macro economic balance conditions - the IS
(investment = saving) condition as a function of the ;eal wage.
There are a couple of papers that came out in early '80s which
bagsically asked this question. One was written by Bob Rowthorn at
Cambridge University and another by Amitava Dutt in his Ph.D.
thesis at M.I.T. Suppose, we have a progressive redistribution of
income. They ask, what is going to happen to the level of output
or to the level of aggregate demand after this progreasive redis-
tribution, say, after the real wage increases. Now, the orthodox
theory, you recall, tells you that aggregate demand or output has
to go down. If workers become more expensive, then firme are
supposed to lay off the workera and output is supposed to de-
cline. That is, there is supposed to be an inverse correlation
between the real wage and level of output which is very strongly
built into neo-classical theory. That happens to be untrue,
incidentally, by and large. If one observes anything, it ia a
positive correlation between real wages and output. A classic
example has been experience in the post socialist economies
Bince the‘early '908 when they tried their orthodox reforms and
quite strikingly there are positive correlations between the real
wages and output. Unfortunately, both of them went straight down. -
So, it 1is a positive correlation in downward direction. The
elasticity is about equal to one between real wage reduction and
- output losses under the post socialist transition. May be, it
makes you think once or twice but that never deterg the people

who believe in neo-classical theory. What these guys, Rowthorn



and Dutt, did was not to worry about the supply side story but to
worry about the demand side story. Presumably, progressive income
redistribution, increase in real wage will, if savings propensi-
ties differ across classes, which they probably do, almost cer-
tainly do, then progressive income redistribution is 1likely to
raise consumption énd thereby stimulate aggregate demand. Howev-
er, the progressive redistribution will also be associated with
less profitability for investment and therefore investment demand
might be expected to decline. All this happens in an economy, let
us say, which is closed to foreign trade. In an economy open to
foreign trade, progressive redistribution presumably will also be
associated with higher export costs and exports also may go down.
So, it can go either way : the real wage increase can be associ-
ated with higher aggregate demand in which case, we may call the
economy wage-led. Or progressive redistribution could be associ-
ated with fall in aggregate demand in which case the economy will
-be profit-led since regressive redistribution will increase
profit, will increase demand. So, we have a choice between wage-
led and profit- led .macro economic adjustment. Some of the econo-
metrica is beginning to come in. The general 1lesson from the
econometrics seems to be that industrialised economies tend to
behave as if they were profit-led, developing economies tend to
behave aa if they were wage-led. One reason for that, which 1I
will explain in a minute, is that devaluation which cuts the real
wage often tends to be contractionary in developing economies and
that is a thought which I want to develop a bit further on. Now
a gquestion : What happena when there is technical advance in a

profit-led or a wage-led economy? What I have here is these two



diagrams on the first page of the Annexure where the upward
sloping curve in the wage-led atory of the upper diagram is the
IS curve - aggregate demand curve. The aggregate demand rises as
a function of the real wage or the labour share. In profit-led

economy, the IS curve slopes the other way.

I have also stuck on some schedulea which I label ‘'cost®' and
basically what I have in mind is a eimple differential equation
describing the evolution of the real wage over time. The change
in real wage, w , I am assuming (since I can put it on the same
diagram) ia the same function of real wage itself and of capacity
utilisation or u or output for that matter. So, in terms of this
pParticular model, that lis the simplest kind of description of the
wage adjustment that one can come up with and typically the real
wage tends to rise with the level of output. So, you would get a
positive sign there. When I was taking first year university
physica, a common argument was to say that the world is stable.
Economists also like to make the same argument. If the world is
stable, an increase in real wage will lead real wage to fall, you
gét a negative sign. If that is the case, then the locus of
points along which the change in real wage is zero will be posi-
tively sloping curve and that is what I mean by cost schedule in
these two diagrams, roughly speaking. I think, I have to extend
that to talk about changes in labour-output ratio. But let me not
bother to do that.

Then, what happens when costs fall? Suppose, you are in a

wage-led economy, as in the top diagram; the cost schedule slides



downward because there is an increase in the rate of growth of
productivity. If we believe in the Washington Consensus, when we
liberalise prices, productivity growth automatically speeds up
and the cost schedule slides downward. What happens in effect at
the initial real wage? Ia it, people are thrown out of joba? What
happens is that there is no automatic job creation that accompa-
nies productivity increase. In the wage-led economy, you essen-
tially get an immediate drop in aggregate demand and then yon
will converge to a new equilibrium at a lower level of output and
at a Jlower level of real wage. Productivity increase will not
have been absorbed. Moreover, here I want to add something to the
diagram which I may use in another diagram a bit later on. One
can also think of an investment function which also depends on
the real wage and the level of capacity wutilisation and, in
particular, one may typically assume some kinds of signs of the
inveéiment function like that. That is, thé increase in capacity
utilisation through standard accelerator kinds of arguments will
tend to increase investment demand, and an increase in real wage,
increase in wage share, will be accompanied by profit aqueeze
and that will tend to reduce investment demand. One can then
think on the basis of this investment function. On that particu-
lar diagram, one éou]d think of imposing, given the investment
function, that I just had written up there, one can easily draw a
family of iso~investment loci i.e.schedules of points or loci of
points along which investment stays constant. If investment is
more responsive in this kind of economy to changes in output than
it is to changes in distribution, you can verify fairly easily

that these 1loci will be steep. You are talking about higher
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investment levels as you move outwards and as a consequence not
only is the shift downward in the cost schedule associated with a
reduction in the level of output and a lower real wage, it is
associated unambiguously with a reduction in the level of invest-~
ment and thereby in the long run with a reduction in the rate of
growth. So, unambigudﬁsly in this particular set up, technologi-~
cal change does not look like such a good thing. The Luddite
argument extends to the long run. Whether or not the Luddites
were right is something that we can poseibly take up but which 1
do not want to address at the moment. The only thing T want to
stress is that there are certain aspects of the structure of the
economy which can make it difficult to absorb technical change
and may be one ought to worry about these aspects of the economic
structure. Notice that, in'profit-led economy this is no particu-
lar problem. In a profit-led economy, that is, in the lower part
of the diagram, the cost schedule shifts downward, that is asso-
ciated with reduction in labour cost, but also associated with an
increase in output and moreover it could be associated with an
increase in growth by the same kind of argument that I made here.
What makes the economy wage-led? One thing is the buoyant invest-
ment function and another thing is the exports which are respon-
sive to unit cost. One part of the Korean miracle, of course, was
selection of an export bundie which was highly responsive to
reduction in Korean unit cosf as a consequence of the rapid pace
of investment that was being undertaken in that country. So, in
that sense, although superficially a wage- led economy looks like

a better place to live in, a profit-led economy may be easier to



run. So, this is just one aspect of structure which I think ia of
interest or one kind of macro economic structure that we can
formalise very earily which may be of interest in terms of the
on-going policy debate. Let me just sketch another picture which
is not very much of interest with the ongoing policy debate in
India but may be we can talk about it also as it may be in the US
or 6ther industrialised nations. Suppose, we assume that the us,
in fact, is profit-led. I will just redraw a diagram here. The
way this diagram differs from the diagram that is shown in the
Annexure on the pages that I have passed on is that the cost
curve is non-linear and becomes pretty steep at a high level of
capacity utilisation. Among the radical economista in the us,
this steepening of and the non-linearity of the cost curve is
sometimes called the full employment profit squeeze or aomething
like that., It esseniially says that when yon get to high levels
of economic activity, the bargaining power of unions increases,
pPeople are more willing to be fired because alternative jobs are
available. 8So, the alternative.cost of job loas goes down which
means the firms have to pay more. This kind of argument 1is,
basically if you believe in this and there is some econometrics
in support of it, that expansionary policy which outwardly shifts
the IS curve is not going to do very much good. It is mostly
going to spill over into real wage increases. There would not be
much increase in output. Moreover, if we go back to the invest-
ment function where the arguments were essentially the level of
capacity utilisation and the real wage before profitability.
Suppose that investment function is highly sensitive to profita-

bility considerations. That is the globalisation story basically.
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If I assume that investment function is highly sensitive to this
profit differential or to the profitability in this country
versus its profitability'outside this economy, then instead of
being steep as in the previous diagram that I gketched out, the
iso-investment loci will be shallow. In fact, it will be true
that if they are shallow enough the expangionary policy will be
associated with reduction in the rate of growth =80 that you
essentially get a little short-term benefit from the expansion
that will come about initially. Then you go back to the new
equilibrium point. The new equilibrium iso - investment locus
can, in fact, lead to a lower rate of output growth. It is
tricky. In both these cases, the attempt at market friendly
policy in the wage-led case, the attempt for faster' productivity
growth in the profit-led case, the attempt for expansion are
going to backfire and they are going to backfire depending on the

structure of the economy at hand.

If you turn to the second page of the Annexure, you will get
the story about devaluation. You will recall that devaluation
tends to be contractionary and, in advanced countries, devalua-
tion for another reasoﬁ may not be very helpful for the trade
deficit. What I have done in these diagrams is to put the trade
deficit on the vertical axis versus output on the horizontal
axis. Fxternal balance is essentially measured by the trade
deficit. 7Tt is often measured the other way round but Jlet me
measure it by the trade deficit. What I am saying is that the
trade deficit -~ external balance schedule essentially says that

the trade deficit increases as a function of output, which is
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more or less what you expect - start bringing in imports and you
stop exporting. Internal balance in this particular diagram is
essentially the excess of inveatment over savings. The standard
Keynesian stability condition, that we all learn the first time
when we take macro economics, says that both investment and
saving are likely to rise as functions of the level of output but
saving will rise more strongly. That says that I minus S is going
to be a downward sloping function of the level of output. So,
that is what the internal balance schedule tells you. Suppose
that the economy is profit-led and suppose we do a devaluation,
essentially, devaluation is a cut in real wage g0 that aggregate
demand is likely to increase in the profit-led system. So, inter-
nal balance shifts upward. On the other hand, in terms of exter-
nal balance, presumably, the trade deficit declines in response
to devaluation. So, you get a picture something like the upper
diagram. External balance shifts down, internal! balance shifts
up. You go to an equilibrium where output increases but the trade
deficit does not get a lot better. And that essent{ally comes out
of profit-led nature of economy. Then you get a story which looks
like the story of US, let us Bay, in the late °*80s. In the first
part of the '80s, America was appreciating and everybody was
telling that exchange rate was going very badly out of 1line.
Then, they always have accords. There were some accords of mid-
'80s and of '85. The dollar started to devalue. Tt did not do
much with trade balance but output continued to boom. More or
less, an explanation is that output. wag booming in early part of

*80s because of fiscal deficit. In the second half of 'B0s, the
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fiscal deficit was cut somewhat but output continued to boom
because of devaluation, as shown in this diagram. The economy
finally ran into problems of that nature but they did not mate-

rialise until the unfortunate Presidency of George Bush.

Now, suppose you look at the lower part of the diagram, may
be the developing economy is wage~led Bo that devaluation shifts
the internal balance schedule downwards and in that case one
could go to an equilibrium where the trade deficit definitely
improves but level of output goes down. I thought through another
story about the wage-led economy, - how you will think of combin-
ing fiscal policy and devaluation. If the economy is wage-led and
you do devaluation, you might argue that devaluation should be
combined with expansionary fiscal policy, the argument being that
devaluation will help external account but will also reduce the
Jevel. of output. So, may be, we should offset the reduction in
the level of output with expansionary fiacal poliecy. Of course,
when IMF comes to town, it tells you just the opposite. That is,
you should combine devaluation with contractionary fiscal policy
which in effect shifts IS curve still further downward and this
kind of combination, devaluation with contractionary fiscal
policy is what gives rise to the standard accusations that IMF is
engaging in over-kill. On the other hand, it is hard to believe
that IMF will ever come to town and say : 'Why don't you devalue
and by the way increase public sector borrowing requirement by 2
per cent of GDP?' That, I think, is not likely to' be on the
carda. Then try to make sure that the recession is run by combin-

ing all possible recessionary tools.
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Then, let me take just a few minutes to illustrate the last
model which became fairly popular in the late '80s to illustrate
what happens to developing countries when they were subjected to
adverse external shocks but also helps to think about how de-
veloping countries might adjust to favourable external shock,
that is, recommended that fairly high capital inflows. This
particular version of the three gap model essentially combines
the familiar Keynesian cross diagram with the foreign exchange
constraint. That is, again the first time you take macro econom-
ics, you learn to draw a simple diagram with investment or the
rate of growth on the vertical axis, level of output on horizon-
tal axis. The saving function is steeper than the investment
function, as I was discussing a while ago, and the cross between
the savings and the investment functions gets you to macro eco-
nomic_equilibrium. The third schedule that I have imposed on the
diagram essentially is foreign exchange constraint and it is
drawn with a negative slope essentially to reflect the nature of
imports in most developing economies. That is, after any pursuits
of import substituting industrialisation, you will typically find
that the economy has become dependent on intermediate imports.
That is, essentially what import substituting industrialisation
does is to replace imports in its production phases, it replaces
imports of final goods by import of intermediate goods which
basically means that if you want té keep up production within the
country, you need a certain availability of foreign exchange. On
the other hand, even in places like India, import substitution of

capital goods is never complete. So, you are also dependent on
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imports of some kinds of machinery and equipment and if you are
going in for capital goods import liberalisation the coefficient
for imports of machimery and equipment will, of course, go up.
May be it is more efficient but that is the trade off " that you
confront. So, a given amount of foreign exchange can either be
allocated to imports of capital goods which means that you can
keep a high level of investment, or it could be allocated to
imports of intermediate goods which means that you can keep high
level of current output. But with a given availability of foreign
exchange, you can not do both. And when the countries became for-
eign exchange constrained in the '80s, they responded in various
ways. In Zimbabwe, in Africa, because they were not getting along
terribly well with the Bretton Woods institutions, they essen-
tially inherited a complex system of import licensing from the
old Rhodesian government and they essentially used that system of
import licensing to regulate imports of intermediate goods and
keep out import of capital goods. So, basically they had low
investment with high capacity utilisation in Zimbabwe throughout
the '80s. They were, in fact, trying to combine that with some
degree of export subsidy and it was looking pretty good. Then, in
around 1990, they decided to liberalise anyway for reasons which
are not altogether clear. It is not going very well really but
that is another story. Tanzania, by contrast, was heavily infest-
ed with foreign donors who insisted that their favourite invest-
ment projects should be completed. That means, most of the for-
eign investment, foreign exchange coming in went into investment
projects, very little in to intermediate imports. The economy

became highly import compressed and capacity utilisation fell
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down to about 70 per cent. Thereafter, to finish up this story,
when Tanzania did a deal with IMF and the World Bank, they got in
foreign exchange and devalued. The foreign exchange allowed them
ﬁo get rid of import compression and output went up. In that
case, you got devaluation which superficially at least was expan-
sionary although it was certainly associated with lot of capital
inflow. So, you have this downward sloping foreign locus. The way
I have drawn the solid lines in the diagram, they all three cross
in one point which, in terms of high school geometry, means that
I have to be slightly clever when I draw the lines. Normally it
takes. two lines to determine a point, but I managed to get away
with three here. How did I do that? There are couple of stories
one can tell. One is that the savings function, in fact, depends
on the rate of inflation and the story would be basically that a
higher rate of inflation is associated with a reduction in aggre-
gate " demand (household demand) and thereby an increase in sav-
ings. There are couple of stories that one can tell. One is that
when price inflation speeds up, typically the wage lags behind.
So, money wage rises less rapidly than the price level. That
means that the real wage declines if the economy 'is wage-led.
That therefore means tﬁat aggregate demand will decline. This
kind of adjustment is typically called forced savings in the
literature. It is not the best label. Savings go up because the
poor people whose wages go down are forced to consume less. This
kind of adjustment is also obviously associated with Kaldor in
the post-World War I1I macro economic literature. It was really

characteristic of all macro economic literature before the publi-
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cation of General Theory. These ideas come and go depending on
theoretical whims and what seems relevant at some point of time.
But certainly forced savings was a major aspect in adjustments in
the developing economiés in the '80s. There is something else
called the inflation tax which basically says that if T hold
certain amount of cash Rupees and if the rate of inflation speeds
up, then the value of my cash Rupees is going to erode more
rapidly. If I am a rational person, what I will do? As the value
of my wealth is eroding and therefore to restore my wealth, 1
should save more. So that in effect inflation tax is also associ-
ated with an increase in savings or a reduction in aggregate
demand which, of course, is what any tax should do. Now, one
piece of evidence in favour of the relevance of these particular
linkages is that in Latin America and elsewhere in the '80s, when
they had so called heterodox shock and inflation stabilisation,
some - of which worked, some of which did not, essentially, they
resorted to economy wide price freezes imposed by decree. These
price freezes when inflation was 300 to 500 or a 1000 per cent
per year one day and the next day, resulted in inflation reduc-
tion. An effect of the rapid inflation reductions was a big surge
in consumption demand. That was essentially, one could interpret
it to be, inflation tax - forced saving working backwards. So,
what I could do is to sketch a number of savings-loci 1in the
diagram which are associated with changes in different levels of
the rates of inflation and as you go in the North—ﬂest direction
in the diagram, you are talking about different inflation rates -
higher inflation rates going North-West. So, the story would be

then that macro equilibrium really is determined by the intersec-
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tion of the I and F loci. That is what is determining macroeco-
nomic equilibrium and then the inflation rate is adjusting to
generate the rate of saving that would ratify that kind of equi-
librium. That is, if you think about it, fundamentally the kind
of monetarist story. Inflation tax is a fairly monetarist way of
looking at the economy and saying that suppose I were to shift
the investment function upward in this diagram, given the posi-
tion of the foreign exchange locus, that means T would have to go
in the direction of higher 'G', and lower level of output. The
way that lower level of output would be ratified would be by a
faster inflation rate which would Bqueeze people out of the
market. The monetarist dimension of that story is that if I shift
the investment function up, if I shift the government spending
up, then to pay for that upward shift in investment, or upward
shift in government spending, I would have to go to the banking
systeﬁ to get additional credit. The additional credit either to
firms or to the government would give rise to expansion in money
supply and expansion of money supply would be associated with a
faster rate of inflation. That is the monetarist dimension of the
story which is hidden behind the diagram. Note incidentally that
I am assuming basically that banks either finance investment or
they finance the government. And an increase in investment can bhe
inflationary just as much as an increase in government spending.
This =sort of more or less even - handed treatment of demand
injections 1is, in fact, characteristic gf the kind of monetary
economics that was done by people like Knut Wicksell in the '20s

and '30s of this century. The notion that government only is to
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blame for inflation by printing money is one that became more
popular in the last few decades. So, I think, saying that any
injection which is financed can be inflationary is a more sensi-
ble way to view it. One can also think of equilibrium being
determined by intersection of I curve and S curve for given rate
of inflation. That is, I can say that there is a given rate of
inflation which is being determined from the side of cost which
is, more or less, the structuralist view of inflation. Basically
there are two inflation theories that we have inherited for 200
years of economic thought. The structuralists say that it comes
from cost and class conflict and that kind of things. The mone-
tarists say that it basically comes from spending too much money,
too much aggregate demand. I think, both are right, more or less
right, depending on circumstances. However, if you had a purely
structural inflation, then you would peg the rate of increase in
prices, that would peg the position of the savings locus. Savings
and investment will give standard kind of Keynesian cross and
then you can assume that F was adjusting up and down through
capital inflows and capital outflows to ratify the equilibrium.

8o, there are two possible kinds of equilibrium stories.

Now, the last thing I would like to talk about, which you
see in the diagram on the next page of the Annexure, is what is
going to happen if suppose money starts coming into the economy -
foreign exchange starts coming into the economy - so that there
is an upward shift of the F function, say, from the solid line to
the more wavy line. How is the economy going to adjust? And there

are various stories that one can tell. If the saving function
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does not shift, you see that F function shifts up and there will
be wavy 1line intersection with the unshifted saving function.
wWhat that:is basically saying is that you have got more foreign
exchange available in the system and the available savings sched-
ule will enable us to go to a point like 'A'. Tn fact, that point
is associated, as you can see, with some increase in both output
and some increase in investment. But how could you get to a
better position? And there you have to think about the other
schedules which might be shifting. One story is that may be the
inflation rate will go down. You do not need the forced savings
any more because you are no longer bound, i.e.if you think 1in
terms of the Latin American debt crisis, for example, the F
schedule shifted downward, you were stuck in a supply constrained
equilibrium. Aggregate demand initially exceeded aggregate sup-
Ply. Initially, you are running 3 per cent trade deficit and.then
the. banks say ‘we will stop lending you money and, by the way,
please pay the interest on the outstanding'. What that means is
that you shift the 3 per cent trade deficit, let us say, to a 3
per cent trade surplus to pay the interest. In effect, that is a
very strong supply shock because the foreign exchange is neces-
sary to keep up production for the reasons that I have been
indicating. Therefore; demand has to fall back down to supply and
one way to do that is to run an inflation and to cut real wages,
which is, in fact, what countries did when subject to the debt
crisis. Now, it is a kind of the other story. May be inflation
can go down, meaning that saving schedule can shift downward,
meaning that consumption can go up. So, one way of accommodating

to the increased availability of foreign capital would be to
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shift up consumption function via a reduction in inflation. This
loocks like the Argentina story or the Mexican story that I was
talking about this morning. The adjustment takes place on the
side of reducing saving rates. Output certainly goes up. But you
are still crawling down the foreign exchange schedule which means
that you are not going to be growing very fast. Alternatively,
you can try to shift up the investment function by one means or
another. That means basically that the ‘increase in available
foreign exchange is going to be associated with higher capital
formation; financial capital inflow is associated with higher
physical capital formation. That lets you go to a higher rate of
growth. But it does not happen automatically and either the
private sector picks up on the capital inflow and actually turns
it into investment or else the public sector intervenes in  one
way or another to facilitate the new investment. Now, lot of
things are goiqg on behind the scene in this diagram, as is true
of many other diagrams. That is, you have got changes in the rate
of inflation. You probably are going to see shifts in relative
prices between traded goods and non-traded goods. You are going
to see, more or less, appreciation of the currency, you are going
to see changes in interest rates. It is not too hard to write
down the full macro system around all these changer and even to
think about that macro system at least algebraically. But it
becomes a bit too complicated to put on simple diagrams. So, I
guess, with that particular observation, may be, we break off

here.
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Points raised and replies given by Dr. Taylor :
Point

Coming back to the first diagram in the Annexure for the
wage-led economy, the conclusions will change if relative slopes
change. Do these relative slopes have something to do with sta-

bility conditions ?
Reply

The way I drew it, it is stable. That is, you can think of
some little arrows pointing up and down - above the cost schedule
pointing down, below the cost schedule pointing up - which would
tell you that this is stable adjustment. The unstable case has a
steep cost schedule and, if you do not mind, there is anbther
observation which can be based on thig particular diagram -
suppose the cost schedule is steep 8o that it cuts IS curve from
below. Suppose that the IS curve shifts outward. It could shift
outward either because of expansionary peolicy or, more interest-
ingly, it might shift outward because you do one of these hetero-
dox shocks, anti inflation packages and aggregate demand goes up
because you get rid of the forced saving and inflation tax. I
would not bother to draw the diagram but what you see of course
is that the cost schedule cuts IS schedule from below. If I shift
the IS schedule upward, you will get instability with every
increasing levels of real wage and aggregate demand and, in fact,
this instability 1is one of the things that destabilised the

heterodox shocks.
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Point

If you make normal assumptions, we must have IS curve down-
ward sloping. If the wage share goes up and propensity to consume
of the workers is greater than that from profit, if the wage
share goes up, naturally the total amount of saving in the econo-
my is going ta come down and with that also investment in the
economy. So, you should have IS curve sloping downwards. Increase
in the wage share in national income means a larger éharP of

consumption in national income and lower share of savings.

Reply

So, the IS curve it goes up. Basically, this is the aggre-
gate demand locus that is called IS and the condition for it is
1 -S =0. So, as you say, an increase in the wage increases_wage
share, savings goes down5 Exante T - S is greater than 0. The way
ysuw get profit- 1led story is to say that T depends on real
wages. So, real wage goes up. There is profit squeeze, investment
function shifts downward and that gives you the downward =sloping
case.

Point

How is it different from the kind of macroeconomics we

learnt in the Mundell - Fleming model and its other versions?

Does it also suffer from stock-flow complications?
Reply

Most but not all. I have a recent book. I suppose 1 ~can
bring out copies and circulate. Unfortunately, I do not have it.

1 have a recent book called "Income Distribution, Inflation and
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Growth". If you want to see the formal analysis, that wunderlies
most of what I am talking about to you, it is évailable there.
How does it differ from the orthodox macroeconomics? In some
ways, not very much, but let me make a couple of observations.
One is that the kind of things that I do and the sort that other
people do is more or less consciously based on the kind of eco-
nomics that was done by Keynes, Kalecki, Keynes' predecessors,
Kaldor. And we can essgsentially talk about the methodology for a
long time. Tt treats macro system essentially as a macro system
and reasons in terms of aggregate distributional categories like
wages, profits. I have not done any sectoral stuff here, but one
can also think of agriculture versus industry models and that
kind of thing. It is explicitly macroeconomic, founded on struc-
ture somehow described, which will typically take class, sector
dimensions in the formal models that one can work with. It asks
about stabilities and instabilities that may occur in the system.
I might also add that some people extend this kind of analysis to
the financial side of the system. So, there is another body of
thought out there, relatively coherent relatively recent, mindful
of the past, mostly produced by people who think of themselves as
being leftist or progressive, whatever that means. How it differs
from the main stream stuff is that the main stream economics in
the US at ]éast has gone through a number of cycles over the last
few decades. You had the neo~ classical synthesis which T would
interpret as a kind of bastardised version of what is going on
here. That was followed by rational expectations which turned out

to be uninteresting, essentially trying to say that the supply
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side is what really matters under the kind of pecu]iar rationali-
ty assumptions that neo-classical economics entails. So, you have
neo-classical synthesis, you have the rational expectations
monetarist explosion. That begins to run out of gas. Somewhere
along the line, however, the notion appears that the macro econo-
my really is described by some kind of optimisation model over
time. And finally in the last 5 or 10 years you have appearance
of the so-called New Keynesians and the Blanchard-Fischer text
book which is the most recent codification of macro, essentially
based on the Ramsey models and the post-Keynesian stuff. From my
point of view, most of the post-Keynesian stuff could have been
written in quite coherent English and, in fact, was prior to
1939. There is really very little that is new in that literature
aside from lot of.mathematisatinn which is not particularly
helpful. There are certainly some overlaps beﬁween post-Keynesian
stuff and the kind of stuff we do, but the motivation is rather

different.
Point

You have spoken about the changes in the price level. Sup-
pose we have sectoral price level changes like when we have
agriculture and industry, then how does that work? In your model,
agricultural sector depends on demand and supply but about indus-

try, then, we ought to have some mark up or something like that.
Reply

I do not have time enough but T will sketch the whole thing.

I can work with different methods of price adjustment depending
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on the sector. Let us say that agricultural prices respond more
to excess demand for products of the sector depending wupon the
elasticities and it may well be that industrial prices are fixed
by mark up. So, then one has a supply limited price flexible
sector, a demand limited mark up price sector , it is easy enough
to put together the so called fixed price flex price models with
distributional.cﬁanges built into them which deal with that kind
of an issue. If one is thinking seriously of modelling the Indian
econonmy in this framework, you will essentially have to combine
these three gaps with that kind of story. Equally, with that kind
of story you can talk about traded goods versus non-traded goods,
one which is market clearing, one which is fix - price. Traded
goods price in this case is fixed from the world market and that
leads to some overlap between the kind of models I am talking
about to you and the Dutch Disease liturature which appeared in

the orthodox literature some 10 - 12 years ago.
Point

When you were arguing in terms of inflow of capital, you did
not refer to exchange rate movement even once. The whole argument
wag 1in terms of trade deficit and domestic output. What I feel,
when you are talking about internal balance and external balance,
some reference to exchange rate movement would have cleared the
process of analysis, process of adjustment more fully because if
capital inflow is there, exchange rate appreciation takes place
or naturally then, in order to preserve intefnal balance, which

way does it have to be shifted?
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Reply

In terms of diagram on page 2 of the Annexure, essentially,
I assume, the thinking is about fixed exchange rate system and I
am assuming that capital movements are not responsive to changes
in the exchange rates, which is not true. So, in the fixed ex-
change rate system, what T am doing is considering the implica~
tions of re-pegging the exchange rate. And the story T was tell-
ing in the fixed rate system, if you adjust the exchange rate,
make a stepped devaluation, you are likely to get an improvement
in the trade deficit, which is standard. It would also ‘change
absorption and the way absorption changes is basically what is
going to determine whether devaluation is going to be expansion-
ary or contractionary. The issue whether it is expansionary or
contractionary is pretty practical in the developing countries

and it has been fairly widely discussed.
Point

I would like to draw your attention to the diagram on page 3
of the Annexure where you have drawn the three~gap figure; As far
as this particular diagram is concerned, we have the saving con-~
straint, we have foreign exchange constraint as well as you have
investment schedule. But what T am surprised to find is that
there is no mention of the fisca} gap which is indeed the third
gap. According to me, if T compare this figure with the litera-
ture, this looks similar to two gap analysis. In what Jay is your
- treatment of the three gap model different from the earlier two

gap-analysis?
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Reply

The way these three gap models were first put together, the
reason why people wrote down three gap models was intimately tied
up obviously with the so called double transfer problems that
appeared in Latin America after the debt shock. That is,basically
you have to grant a trade surplus to pay the interest obliga-
tions. However, the debt had largely been nationalised. There-
fore, the government had to run a primary fiscal surplus apart
from the debt obligation to be able to repay the debt. There was
a further notion that private inﬁéstment is crowded in or at
least not strongly crowded out by publié investment so that if
you are fiscally constrained, then, you are likely to cut back on
public investment even if there is weak crowding in. Therefore,
the _original two gap literature had said that investment is
likely to be constrained by available foreign exchange through
the trade gap, by saving through the saving gap and by these two
things - savings and the available foreign exchange. The three
gap literature says that there is also likely to be a fiscal
constraint on investment because of the reasons I was discussing
- you have to send money abroad, that means you have to cut back
public investment, cut back capital formation. That is the way
some people, myself included, set up three gap models and quite a
few other people, before I did, set up three gap models in the
late 'B0s. Now, what you have here is essentially A restatement
of the model in terms of another set of constraints. What 1 have

done ia keep the foreign constraint. T have written separately
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the investment function and in the saving constraint, I have
esgsentially built in the fiscal gap in a monetarist way saying
that if yon invest more, if the fiscal deficit goes up, then you
have to borrow from the banking system and this will careate
inflation and that inflation is essentially what parameterises
the saving function. So, it really is the same model thought in a
monetarist version, although it is set up somewhat differently

from the other three gap presentations.
Point

For the series of models that you have given us, can you
quickly summarise the macro economic equilibrium conditions only?
I am not asking for all the equations. Only the equilibrium

conditions of each.

Reply
1t is really the same in all the models. i.e.T - 8§ = 0 and

then you tell different stories about how to get them.
Professor V.M.Pandekar

If I have understood the questions from the audience, 1
think, most of them are puzzled as to what is the structuralist
that you want to say. Your methods, your diagrams is something
which is in the familiar Keynesian tradition and what is struc-
turalist about it? That is the kind of doubt which some of the
questions have raised and I am emphasising this because there is
a feeling that some people say that they are structuralists or

institutionalists or something else but when it comes down to
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brass tacks, they come back to the neo-classical economics. In my
feeling, I think, we have lost a chance if we were discussing the
general equilibrium - that is what the last guestion was "what is
the equilibrium that we are talking about" - then I think, we
have lost the chance when von Neumann put forward a certain, and
that is what I call really a structure of the economy and a major
role that he made - there are some missings links because he
never claimed to be an economist and he was too busy a scientist
to pursue this little thing further - but what he emphasised was
that the technoiogy creates a surplns and a technology that means
certain amount of input creating certain amount of outputs, if it
does not create surplus, it will not survive. That is point No.l.
What we did not pursue, it was pursued up to a point, but it
ended up by saying that the economy may not be integrated by
economy we mean the input-output matrix may be decomposable. But,
then.the rates of surpluses will be different but what the conse-
quences of that are have not been really pursued. I will give you
a very simple point. I happen to be travelling around and stay in
the metropolis and so called five star hotels but I like to walk
out 1in the morning and have a cup of tea at the corner shop. T
have always wondered how come the same cup of ftea costs Rs.50 at
the hotel and Re.l at the corner shop. My feeling is that the
economy is really disaggregated and the classical, neo-classical,
whatever that is, assumption that there is a uniform rate of
profit and there is a uniform rate of wages and all wages are
consumed and profits are all invested - I think, we are not able

to get out of this. Profits are not all invested, lots of luxury
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consumption is going on and so far as organised labour is8 con-~
cerned, 90 per cent of the organised labour today in Tndia 1is
income tax payer. So, do not suppose that all wages are consumed.
These are some of the points which I presume or at least expect,
should be addressed to by a school which thinks it wants to break
through the standard dogma that has come down. It was good for
school teaching, but when it comes to analysis of the real econo-
my, when we discuss, there was some question he was asking "what
do you do in Indian situation to agriculture”. What he really was
talking is that agriculture is a different economy, as different
as two different economies; they don't meet, their input-outputs
do not inter cross. They are decomposable matrices.

I do not want to expand on this. Sraffa came in between. He
created a lot of dust. Tt did not settle down with any meaningful
conclusions. This is not my theme and I should not be talking

more.
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