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Reform, Reform the Reforms or Simply
Regression? The ‘Washington
Consensus’ and its Critics

StavrOs D. MAVROUDEAS &
DEMOPHANES PAPADATOS™

The ‘Washington Consensus’ analysis and policies are being disputed
both analytically and for their effectiveness. This paper surveys first the
debate on the definition of the ‘Washington Consensus’ vis-a-vis its
apparent developmental shortcomings. Then it surveys the major areas
where the ‘Washington Consensus’ is judged as a failure (with particular
emphasis on the crises of the 1990s). In the next part it presents the main
responses to the ‘crisis” of the ‘Washington Consensus’. Its supporters
are categorised in the fundamentalists and the reformists whereas its
opponents are divided in the post-Washington Consensus adherents and
the Marxist critics. It is argued that the Marxist perspective offers a
superior understanding and critique of the ‘Washington Consensus’.
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INTRODUCTION: THE DEBATE ABOUT THE DEFINITION

The term “Washington Consensus’ was coined in 1989 by John
Williamson (Williamson (2004b)). It was introduced in a period when
the Keynesian dominance in economic theory and policy had collapsed
—after the mid-1970s crisis and Keynesianism'’s apparent inability to
solve it-and neo-liberalism (promoted by the Reagan and Thatcher
administrations in the US and the UK respectively) had become the
new orthodoxy. Williamson's aim was to codify that part of the neo-
liberal analysis and policy proposals which have become commonly
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accepted within Development Theory and particularly in the circles of
the big developmental institutions (primarily the IMF and the World
Bank) seated in Washington. In Williamson's (2000, p.254) own words
his effort ‘was an attempt to distill which of the policy initiatives that
have emanated from Washington during the years of conservative
ideology had won inclusion in the intellectual mainstream rather than
being cast aside once Ronald Reagan was no longer on the political
scene’. Thus, ‘Washington’ refers to the influential circles and
institutions based in Washington. And ‘Consensus’ refers to the part
of neo-liberal policy prescriptions that had been widely accepted. There
is another geographical dimension in the term ‘Washington Consensus’.
Its policy prescriptions were primarily issued for the Latin American
economies in the 1990s, although they subsequently spread to the rest
of the developing and less developed countries. Again in Williamson's
(2000, p.251) own words, the term refers ‘to the lowest common
denominator of policy advice being addressed by the Washington-
based institutions to Latin American countries as of 1989’. Williamson
(1990, 2000, p.252-3) summarizes these policy prescriptions in ten
propositions:

(1) The imposition of fiscal discipline.

(2) The redirection of public expenditure priorities towards other fields.

(3) The introduction of tax reforms that would lower marginal rates

and broaden the tax base.

(4) The liberalization of the interest rate.

(5) A competitive exchange rate.

(6) The liberalization of the trade. _

(7) The liberalization of inflows of foreign direct investment.

(8) The privatization of state-owned economic enterprises.

(9) The deregulation of economic activities.

(10)The creation of a secure environment for property rights.

The theoretical foundations of these proposals can be easily
discerned. They are the usual analyses advanced by neo-liberal
economic theory. Economies are in crisis because of impediments to
the free operation of the market. The impediments came from the
overinflated interventionist Keynesian state and its expansionary and
redistributive policies that deform market data and signals. The
solution, according to the neo-liberal mandra, would be the withdrawal
of the state from the economy and the reinstatement of the unhindered
operation of the market. Therefore, fiscal discipline should be imposed
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on public activities and a return to the balanced budgets (as opposed
to the Keynesian deficit and expansionary budgets). The now limited
public expenditure should be directed towards fields that cover its cost
(possibly through the imposition of compensative payments) and
would support private entrepreneurship instead of paying for public
works and redistributive policies. Subsequently, the tax system should
be reformed so as not to hit hard business profits and the incomes of
the upper strata, which were conceived as the locomotive of the
economy. After all, the limited public expenditure can do with less
taxes. Additionally, the operation of the financial system should be
liberated from the state grip and prerogatives and be left to the free
operation of the market forces. Thus, the interest rate should be
determined more or less competitively. The withdrawal of the state
from the economy required, also, the privatization of all the activities
and enterprises that were state-owned and directed, the limitation to a
minimum of all state regulations and adequate guarantees that there
wont be any violations of property rights (as it had happened
previously with nationalisations etc.).

With the advent of the second, generation of neo-liberal theories,
which emphasised the opening of the economies, the previous set of
policy proposals was supplemented with three others that aimed to
the liberalisation of international trade, capital movements and financial
activities. Thus, protectionist measures had to be abolished and free
trade movements established. Also, the free international movement
of capital investments had to be secured. And, last but not the least,
international financial transactions and, primarily, the exchange rate
of the currency had to be set according to market prerogatives and not
by state policies.

All these ideas had already been established as the orthodoxy in
the developed countries in the 1980s. What the Washington Consensus
aimed to do was to introduce them in the developing and less
developed countries. As Williamson explicitly stated, there appeared
to be a sort of global apartheid, which claimed that developing countries
came from a different universe which enabled them to benefit from (a)
inflation (so as to reap the inflation tax and boost investment); (b) a
leading role for the state in initiating industrialization; and (c) import
substitution. The Washington Consensus aimed to break this
differentiation. '

Quite soon, after its formal declaration, the Washington Consensus
came under criticism from many quarters. These criticisms emanated
from mainstream economics (Atkinson (1999b) Rodrik (1992, 2002,
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2003) and particularly a current associated with the work of J. Stiglitz
(1998a, 1998b) and also from Marxist Political Economy (Fine (2001a,
2001b, 2002), Shaikh (2003, 2004)). An important point in this
controversy was the very definition of the term ‘Washington
Consensus’. For nearly all its critics the term was synonymous with
neo-liberalism and a blind fundamentalism of the market.

Williamson (1997, 2000, 2004a) made a feeble defence of his term
arguing rather unconvincingly that it was not in his intentions a so
close identification of the term with neo-liberalism. He maintained that
he simply codified the consensus view within the big Washington
institutions and his concept was a mere technocratic formulation devoid
of ideological and political motivation. He also argued that his
‘Washington Consensus’ was noteven a policy prescription but simply
a list of policy reforms; although he is sympathetic to the former view
and he accepts that at the time of the introduction of the term these
two coincided (Williamson (2004a)). However, he added that his
definition might be problematic in some aspects and also that he himself
had reservations on some of these. For example, in retrospect, he doubts
whether Washington institutions unanimously favoured the
competitively determined exchange rate and the rapid abolition of
capital controls. His reservations with the Washington Consensus’
policies were that their poverty reduction policies had to be more
emphasized and sophisticated and that a greater emphasis should be
put upon institutions and their role.

Despite Williamson’s arguments it cannot be denied-and even he
cannot reject altogether—that the Washington Consensus has a definite
ideological and political background: that of the neo-conservative
policies of the last quarter of the 20th century. Furthermore, the
Washington Consensus cannot be delegated to a simple sum of policy
proposals. It has definitely a spinal column on the basis of which the
whole edifice has been constructed. This is implicitly accepted even
by Williamson when, in many papers, argues that there are three big
ideas behind the Washington Consensus: macroeconomic discipline,
market economy and opening of the economy (at least in respect of
trade and foreign direct investment). Washington Consensus’
macroeconomic discipline is of a particular type and has specific
priorities that differentiate it from other types of macroeconomic
orderly state of affairs. It has certainly nothing to do either with
Keynesian macroeconomic prerogatives or with those of other more
radical perspectives. In almost all cases it led to austerity budgets and
policies that favoured the wealthier and worsen the position of the
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lower strata. The same holds for the push towards a market economy
and the opening of the economy. The first stems from a neoconservative
conception of the economic role of the state and of its alleged inability
to manage properly the economy. The second has the same origins
complimented with the simplistic belief that it will lead to increased
competition and thus consumers will in the end be better off. As it will
be shown in the next chapter, these had the same negative effects as
the first big idea. In this sense, the Washington Consensus is a
perspective that dictated a policy prescription. Indeed, under its
auspices, numerous reform programs were imposed-willingly or
unwillingly—on less developed or developing countries.

The controversy about the definition established rightfully a
meaning for the term. The actual content of a term is not given by the
intentions of its founders but by the broader socio-political environment
and the practical outcomes of the policies dictated by the term. On
these grounds, it is overwhelmingly clear that in the 1980s and 1990s
there predominated in official circles a current that considered as its
main task the abolition of the state-run development policies and the
restoration of the free operation of the market disregarding costs and
special features of the developing economies. This current was clearly
associated with neo-liberal theory and the Washington Consensus was
its arm in the field of Development theory and policy. Consequently,
the discussion of the concept cannot be constrained to the limited
agenda of issues that its creator proposed but must encompass its whole
spectrum of theory and applications. Williamson (2002) himself soon
conceded the argument accepting that, from the time that the term
became public property, its meaning is being set by the wider
perception about it. Therefore, he declared that there is no meaning in
struggling for the content of the term and called for an issue-by-issue
discussion of the proposed policies.

WASHINGTON CONSESUS AND ITS CONSEQUENSES

Besides the controversy on its definition, there is also a heated debate
on whether the Washington Consensus promoted the development of
developing and less developed economies or not. Today there is a
widespread perception that it failed and that it led to crises and
impoverishment. It would not be unfair to state that the term truly
carries a bad reputation. This is accepted even by its defenders as, for
example, by Naim (2002) who acknowledged that the Washington
Consensus is a ‘damaged brand name’. Criticisms and the concomitant
bad reputation do not stem only from theoretical and ideological
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opposition to the Washington Consensus but, most of all, from a series
of persisting problems and crises that are, rightly or wrongly, associated
with it.

Increase in Poverty, Inability to Catch-up and Social Upheavals

After the first years of implementation of Washington Consensus
policies and reforms there was a growing sense, among friends and
foes, that it failed its promises. More specifically, from the late 1990s
and onwards, the Washington Consensus was facing major difficulties
regarding a number of issues, which were not included in its declared
objectives but are crucial for the development process. It was criticized
for failing to organize a ‘human face’ adjustment process and, thus,
for causing social upheavals. Additionally, it was criticized for failing
to deliver significant advances in performance, let alone development.
Several studies argued that its policies led to an increase in poverty
and inequality both between developed and developing and less
developed economies and within themselves. Additionally, the
apparent inability of developing and less developed economies to catch-
up the level of growth of the developed ones and, in many cases, the
increase of the gap between them were attributed also to the policies
instigated by the Washington Consensus.

The first criticism, ‘adjustment with a human face’, touched upon
the many cases where reforms dictated by the Washington Consensus
had led to abrupt changes and a disruption of social cohesion. The
imperatives of the Washington Consensus’ policies were usually
implemented in a technocratic manner, disregarding social and political
complexities. This, in return, created major problems and led to social
and political upheaval. This was particularly true in cases of ‘shock
treatment” reforms.

The aforementioned criticism was also closely linked to the second
one, i.e. the inability to exhibit an unambiguously better economic
performance and to promote development. Issues of poverty, the
environment, and of women’s position, had been overlooked drawing
criticism over both the desirability and the efficacy of adjustment
policies. Of all these issues of particular importance came to be the rise
in inequality and poverty (see Atkinson (1999a)).

For almost all critics, Washington Consensus’ inability to address
issues of poverty and inequality lays in its analytical perspective. The
Washington Consensus held the view that poverty and inequality were
problems of a secondary order, which more or less would have been
alleviated once the market was free to operate undisturbed by the
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impediments of ineffective state intervention. In particular, it was thought
that if the domestic markets where liberated from any impediments,
then the free operation of capital, domestically, but mainly internationally
will provide all the stimulation and the efficiency necessary for feasible
development (see Kozul-Wright & Rayment (2004)).

Against this market-fundamentalist presumption, most of the critics
point out that during the last twenty years of the 20t century after the
implementation of Washington Consensus’ policies and structural
changes there was a marked increase of poverty and inequality (see
Chossudovsky (1997)). Critics coming from the Marxist Political
Economy stream attribute this upsurge to the class nature of the
Washington Consensus, i.e. that it is a set of policies that promotes
capitalist interests and moreover the interests of big imperialist powers.
Some mainstream critics argue that advocates of the Washington
Consensus confront only the so-called ‘traditional causes’ of inequality
(such as land concentration, dominance of natural resources, unequal
access to education, and urban bias (in pricing policies, allocation of
public expenditure and investment and so on)). For them, while such
traditional factors were clearly responsible for the high-income
concentration observed in the 1950s through 1970s and their persistence
at a high level in the subsequent two decades, they cannot (with the
possible exception, in some regions, of educational inequality) explain
the widespread surge in inequality observed over the past twenty years
of the Washington Consensus. Instead, several ‘new’ factors — such as
technological changes with ‘new technologies’ generating a demand
for skills and an earnings distribution more skewed than the emanating
l’old technologies’ - have had more relevance to the recent rise in
inequality. This critique might be pertinent but it is beyond doubt that
the Washington Consensus cannot address even the ‘traditional causes’
of inequality.

The Crises of the 1990s

The problems mentioned above were brought forward and emphasized
in the mid-1990s after a series of crises in the developing world: the
1994-5 Mexican ‘Tequila’ crisis, the 1997 Asian crisis, the 1997-9 Russian
‘Vodka’ crisis, the 1998 Brazilian crisis and finally the 2000 Argentinean
crisis. In all these cases, the Washington Consensus policy prescriptions
were blamed since these crises happened while these countries were
implementing its policies and structural reforms. A common feature
of all these cases is that they ended up as exchange rate crises. However,
itis also true that each case had its own specific characteristics.
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In the first case, Mexico, the problems were caused by the attempt
to open the economy and introduce financial liberalisation. This led to
the collapse of the peso and the default of the Mexican debt. In the
Asian case the crisis was caused by the attempts to conform to an
international environment a-la Washington Consensus and at the same
time to reform their internal structure away from the Asian
developmental model and towards the Washington Consensus
prescriptions. The crisis took again the form of an exchange rate crisis
and led to abrupt abandonment of these reforms. The Russian case is
different since it stems from the transition process towards a market
economy. Shock adjustment policies, the opening of the economy and
its increased financialization made it vulnerable to contagion effects
of the Asian crisis. This caused the collapse of the stock market,
subsequent devaluations of the rouble and finally the suspension of
its convertibility. In the Brazilian case the attempt to introduce financial
liberalisation backfired. The imposition of fiscal discipline by
redirecting public expenditure towards other fields and the reform of
the tax system towards Washington Consensus standards demolished
the Brazilian fiscal and tax system. This led to an exchange rate crisis
again. Finally, the Argentinean case encompasses all the features of
the Washington Consensus prescription. It began with an ambitious
plan of budget, trade and monetary reform and quite soon proceeded
to a currency board, i.e. the pegging of the peso to the US dollar on an
one-to-one basis. These reforms created serious problems in the
economy and led to the biggest sovereign default in modern history.

A closer look to each of these cases will enlighten the inherent
problems of the Washington Consensus prescriptions and the causes
of its bad reputation. '

The 1994-5 Mexican peso crisis could be classified as a Balance of
Payments crisis. The rapid liberalization of domestic markets caused
imports to grow much more rapidly than exports. Tight monetary
policy to reduce inflation produced high interest rates, which attracted
foreign capital inflows to deregulated and liberalized domestic financial
markets, which financed the trade gap. It was attempted to introduce
competitive exchange rates, which implied that domestic interest rates
had to be liberalised. But this caused the real appreciation of the peso,
which worsened further the trade balance by turning relative prices
against exports. The capital inflows also encouraged import growth as
foreign borrowing allowed domestic banks to compete for domestic
market share by lending to households to finance consumption and to
arrange foreign exchange loans to domestic business at international
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interest rates. The result was continually increasing Mexican payments
deficit, along with record increases in bank’s non-performing loans, a
fall in private savings and low domestic investment, with slow growth
and rising unemployment accompanying a fall in the rate of inflation
and a government budget surplus. In February 1994, the increase of
US interest rates led to withdrawal of investors and, thus, to the collapse
of the peso (i.e. the inability to keep its peg to the dollar) and finally to
the default of the Mexican dept. However, the crisis would have
occurred irrespectively of the reversal of US interest rate policy since
the real appreciation of the peso would eventually have collided with
the increasing external deficit, and Mexico would have experienced
an exchange rate crisis that would have been aggravated by a domestic
financial crisis due to bad bank loans to households and foreign
currency exposure of business clients.

The Asian crisis of 1997 has been very different. Most of the
countries engulfed in it (Thailand, Korea, Taiwan, Singapore, Indonesia
and to a certain extent Malaysia) had no macroeconomic imbalances.
Yet, there was a discernible tendency towards deterioration in foreign
account caused by a fall-off in the rapid growth of exports in most
countries. But, this was caused not by changes in what had until that
time been successful internal stabilization policy (following the Asian
developmental model), but rather by changes in the external
environment (towards Washington Consensus standards), over which
they had little control and there were few policy responses available.
This is a characteristic of the world of increased economic
interdependence and free global capital flows. Thus, unlike Mexico, it
is impossible to argue that excessive domestic bank lending and real
exchange rate appreciation led to a consumption and import boom
which eventually created an expanding foreign deficit that speculators
recognised as unsustainable since both the real exchange rate
appreciations and the increased domestic bank lending occurred well
after the beginning of the decline in trade balances and the increase in
foreign bank lending. Rather, the process appears to have been the
opposite. It was the rise in short-term bank inflows and the decline in
the developed countries’ demand in the presence of liberalization of
domestic financial markets that led to the deterioration in the trade
balance, which was then further aggravated by dollar appreciation and
rapid domestic credit expansion. It is for this reason that the crisis was
not a foreign exchange crisis caused by a payments imbalance, since
there was no clear evidence that exchange rates were inappropriate.
Reserves were extremely large, external balances were moving in the
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right direction and official international agency assessments of country
fundamentals suggested that the external positions were sustainable
at existing exchange rates.

In the Russian case of 1997-9 the crisis followed a different path.
Following the collapse of the Soviet Union, a transition process to a
market economy was initiated. Policies of shock adjustment to a
liberalised, privatised and open economy were systematically
employed. The result was the tremendous transfer of wealth and
resources to a handful of previously unknown foreign capitalists and
to groups of previous managers. On the other hand the Russian
economy shrank considerably and large segments of the population
were impoverished. The opening and the financialisation of the
economy brought foreign investors to the Russian stock market both
for easy hefty returns and in order to diversify their portfolios. When
the Asian crisis occurred in 1997 many of them withdraw from the
Russian market in order to cover losses in Asia while the IMF made
the same mistake it made in Asia, i.e. pressing the Russian government
to go further to the liberalisation of the economy towards Washington
Consensus standards. Thus, in June 18" 1998 it delayed a $670 million
tranche of a loan to Russia. After that the Russian government
succumbed to the IMF demands and increased land taxes. Although
the IMF released the loan and also gave an additional one, political
and social tensions (e.g. a miners’ strike) scared investors, who
withdrew for a second time from the Russian market. This ultimately
led to the fall of several governments and, despite initial refusals, to
subsequent big devaluations of the rouble forcing - in the end - the
suspension of its convertibility. |

In the case of Brazil the whole affair was born out of the neoliberal
fixation with hyperinflation which existed but, contrary to other Latin
American economies, was not creating significant problems as the
foreign account was not excessively imbalanced, the exchange rate was
not overvalued, net public debt as a share of GDP was declining, and
- while low from historical perspective, its growth rate was on average
above other economies in the region. Following the neo-liberal mandras
active fiscal policy and the monetary control were abandoned and high
real interest rates were used in order to stem hyperinflation. However,
this reinforced hyperinflation by causing: .

e adirect increase in the costs of capital since there was no long-

term capital market,

e an increase in the government deficit, since the outstanding
debt was directly linked to short-term rates.
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¢ anincrease in the rate of inflation through the impact on capital
costs and on the fiscal imbalance.

The reinforced inflation spiralled into indexed inertial
hyperinflation, and impeded the full development of private long-term
capital markets. Thus when policies of market liberalization were
introduced according to the Washington Consensus prescriptions - to
replace the system of government directed development financing -
there was no private sector market structure available to take its place.
The financial system operated as a rentier on the float created by the
adjustment lags in the indexing system of financial contracts. Indeed,
there was hardly any long-term business financing to be done. Only
the State continued to invest in any appreciable magnitude and this
peculiarly Brazilian characteristic of efficient state financing of
investment was under increasing attack from the rapid deterioration
of government finances and the neo-liberal push towards increased
liberalisation. Then the Real plan was introduced, which was in many
respects similar to earlier reform plans (e.g. de-indexing of wages and
prices, using the nominal exchange rate as the anchor for price stability).
Nonetheless, interest rates continued to be the major instrument of
economic policy. Its implementation had as a consequence the reversal
of the exchange rate policy of the previous period from maintaining
competitiveness through devaluation to maintaining competitiveness
by creating pressure on domestic producers from foreign imports. Since
it was difficult for domestic producers to adjust their costs rapidly; the
real appreciation of the Real produced a growing payments imbalance
in the new context of liberalised foreign trade. The foreign capital
inflows that matched the growing trade imbalance also had an impact
on fiscal conditions, since the Central Bank adopted a policy of
sterilization of inflows in order to protect its inflation-fighting monetary
policy. As result, the continued reliance on high interest rates reinforced
the imbalances on the foreign and domestic (fiscal) accounts and
reversed the economy from one of inertial inflation to tendential
deflation. This ultimately led to an exchange rate crisis.

Notwithstanding, the Argentinean is the most characteristic of all
the crises caused by the Washington Consensus prescriptions and, at
the same time, the most severe one. Argentina is the country that most
enthusiastically embraced the economic model promoted by the IMF
and the U.S. Treasury: market liberalization, opening to foreign
investment (particularly foreign direct investment) and a reduced role
for the state in the direct production of goods and services, but also as
a promoter of development. As such, for almost a decade Argentina
























