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I return to these halls after a decade, with a feeling of great nostalgia.For 12 long years, I sat
in these offices, I roamed around in these confusingcorridors. I may have lost my way at times--only
physically, I hope, not intellectually--butI must say that I left the Bank with a tremendousregard for
this institution:for its enormoustalent, for its intellectualferment, for its great contributionto
developmentdebates. My own contributionto this institutionwill alwaysremain somewhatdebatable,
despite the very graciouswords of our chairman,VisvanathanRajagopalan.But those were certainly
very impressionableyears that I spent here and I learned a lot. One of the essentiallessons I learned
in the Bank was that it is dissent, not conformity,that keeps an institutionalive. I speak to you today
in a very candid spirit, as a friend and as a former colleague.Honesty is a gift only friends can give.
We are certainlyliving through very excitingtimes. The developmentpendulumis beginning
to swing once again, from an overcommitmentto the public sectorto an overenthusiasmfor the
private sector. There is a "garagesale" of public enterprisesgoing on all over the world--fromNew
Delhi to Rio, and from Warsawto Moscow--enoughto warm the heart of any idealogueof capitalism.
We also see professionalshock therapistsroamingall over the globe in searchof willing victims,
deliveringshe messageof overnightchange. Certainlythe long overduereturn to the market has
started in many developingcountriesand I welcomeit. But my fear is that the pendulummay swing
once again too far and we may all live to regret it. I hope that at least this developmentinstitution
puts this issue of public and private sectorrole in its right perspective.In this context, let me pay a
tribute to the W;Vorld
DevelopmentReport 1991. I read it not as a defenceof the markets: I read it as
an attempt to put the markets in their correct perspective,becausethe conclusionof the report was
that "it is not a questionof either state or markets: each has a large and irreplaceablerole."
But before I come to the markets and what I call "the myth of the friendly markets," let me
go back a little as to why an overcommitmentwas madeto the public sector in many developing
countries.Were we so ill-informedthat we did not knowwhat we were doing? I think, at that time,
all of us, as we grew up during our formativeyears, faced the challengeof tremendouspoverty in our
societies.We realized that great disparityexistedbetweenvarious incomegroups and that we needed
to pursue a range of social objectives,not only higher economicgrowth, to liberate our societiesfrom
poverty. In this search for socialobjectives,many developingcountrieslost their way. There was an
innocentflirtationwith socialismbut unfortunatelythere was a mix up between ends and means. The
meansthat were chosen were a large role for the publicsector and, insteadof a pursuit of the real
social objectives,often it becamebureaucraticcapitalism.The economywas handed on a silver platter
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-6to the civil servants, often ill-trainedand ill-paid. Manytimes they used controls and regulations, not
to enrich the economybut to enrich themselves.
A very strange world emergedin the past 30 years. We had public enterprisesin agriculture,
industry, trade--allproductivesectors--manyof them inefficientand losing money. In Cameroon, for
instance, the annual losses in the public sector enterprisesexceededthe total oil revenue of the
country. In the Philippines,these losses were 2 to 3 percent of the gross nationalproduct (GNP) and,
but for these losses, the countrycouldhave increasedits educationand health spendingby about 30
percent. In Sri Lanka, two-thirdsof the budgetdeficitis explainedby public sector enterprise losses.
In Argentina,public enterpriselosses exceed 11 percent of the GNP. These countrieswere short of
financialresources. Yet they wastedtheir scarce financialresources, and even more scarce
managementskills, on inefficientpublic enterprisesthat couldhave been privatizedwith great benefit
to all sides. As such, there was a strange "Alicein Wonderland"situationin manyparts of the
developingworld. They committedtheir scarce resourcesand energiesto things that the private sector
could have done more efficientlyand they did not then have enoughresources left in their budgets to
do the things that only the governmentcouldhavedone, particularlyprovision of social services and
investmentin educationand health. Then they all complainedaboutpoverty of resources. As I look at
these budgets, and I have handledbudgetsin my country, it was not the povertyof resources, it was
the lack of political will. This is especiallytrue when one considersmilitary spendinglevels in these
developingnations, which often exceededtheir spendingon educationand health. Restructuringthe
priorities of many of these budgetswouldhave really giventhem the resourcesthey needed for urgent
human development.
But after saying all this, let me confessto you today that I am very worried about the new
ideologyof the markets that is emergingglobally. In manyof these countries, markets are neither
free, nor efficient, nor equitable. Unlessthere is a good regulatoryrole of the state, and unless free
marketsare combinedwith social compassion,we may have a good deal of upheavalscoming in
manyof these countries.
Now let me focus on one major point. Marketsare not very friendlyto the poor, to the weak,
to the vulnerable,either nationallyor internationally.Oftenwe act as if markets are free. They are
not. I have seen that in my country.The marketsare often the handmaidenof powerful interest
groups, and they are greatly affectedby the prevailingdistributionof income. If it is an incomeratio
of twenty-sixbetweenthe top 20 percent of the populationrelativeto the bottom 20 percent, as it is
in Brazil, the market allocatesresourcesto the rich. In fact, Brazil spends 12 percent of its GNP on
social services.But the main beneficiariesare higher incomegroups. About 88 percent of its public
sector health budget is spent on expensiveurban hospitalsfor a few rather than on primary health
care for all. Brazil gives eighteentimes more subsidyto universitystudents than to primary education
while only 1 percent of the enrollmentin its universitiescomesfrom the bottom 20 percent of the
incomegroup. That is why Brazil has four times the child mortalityof Jamaica, despitehaving twice
the per capita incomeof Jamaicaand despite spendingmore on social services.This dramatically
illustrateshow even the distributionof public servicesis skewed in favor of the rich, not just the
allocationof resources in the market, if the initialdistributionof incomeand assets is extremely
unequal in a society. Markets cannotbecomeneutral or competitivein such a situation unless the
playing ground is made more even and playableto beginwith.
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everybodyin a positionto competein the market or are some peoplegoing to fall outsidethe
marketplacebecausethey do not have enougheducation,health, and nutritionto competeon any
footing, let alone equal footing?That is why I believethat a muchbetter distributionof incomeand
assets, of credit, of power structures, and certainlya better distributionof knowledgeand skills is
vital to make markets work more efficiently.
Now you may not often be able to distribute incomeand assetsmore equitably.There are
many practical problems,there are severalpoliticallimits. But you can distribute knowledgeand
skills quite equally in many countriesand that is a tremendouslevelingforce to enable people to
compete in the market. That is why I stronglybelievethat unlessthere is a tremendousinvestmentin
human capital formationin many of these countries,the marketswill continueto work inefficiently
and inequitably,and may be hijackedby the rich.
This is also true of global markets.The next HumanDevelopmentReport that we are
producingon behalf of the United NationsDevelopmentProgramme(UNDP) is focusingon whether
global expansiontrickles down to poor nationsand poor people. Globalmarketsare unfortunatelynot
particularlyfriendly to poor nations or poor people. Just think for a while about some of the dramatic
conclusionsthat this report highlightsaboutthe global markets:
*

Developingcountriesare being deniedat least US$500billion of economic
opportunitiesin the global marketsevery year becauseof trade restrictions,
immigrationcontrols,and unevencapitalflows. This is aboutten times the amount of
annualforeign assistancethey receive.

3

The poorest 20 percent of the world's populationreceives only 0.2 percent of global
commercialcredits, 1 percent of world trade, and 2.7 percent of global foreign
private investment.

3

The indebtednationsof Latin Americapaid four times higher real interest rates in the
1980scomparedto the industrialcountries(17 percent comparedwith 4 percent)
because of the major fall in their commodityprices.

*

Capital markets workedin such a fashionin the 1980sthat the poor nations started
transferring US$50billion a year of net resourcesto the rich nationsevery year by the
end of the decade.

*

Commoditymarketsworked in such a way that primary commodityprices (excluding
oil) declinedto their lowest levelssince the great depressionand Sub-SaharanAfrica
alone lost more than US$50 billion in export earningsbetween 1986 and 1990because
of depressed commodityprices.

*

Sub-SaharanAfrica's share in global trade marketsdeclinedfrom 3.8 percent in 1970
to 1.0 percent in 1989, despitemanytrade concessions.

*

The real incomedisparitybetweenthe top 20 percent and the bottom 20 percent of the
world's populationexplodedto 150 times by 1990--morethan twice the level of
1960--asa natural workingof the global markets.
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Unless some policy steps are taken to enable the poor to competeon an equal footing, they may stand
to lose a great deal from the workingsof the unregulatedmarket system. So our first step must be to
accept the logic of the marketplacebut then to turn around and make these markets work more
efficientlyin the interestsof all the people. What we need are people-friendlymarkets. After all,
markets are only a means: people are the end.
If we wish to establishpeople-friendlymarkets,which are accessibleto all the people, which
encouragefull participationin the mainstreamof economiclife, which extend their potentialbenefits
to everyonerather than to a privilegedfew, then some preconditionsmust be met. There should be a
more equitabledistributionof income, productiveassets (particularlyland), and credit. There must be
sufficienthuman investmentto enable peopleto competeon an equal footing.There must be no
barriers to market entry--religious,ethnic, gender, or any other barriers. There must be competitive
market conditionsand regulationsfor monopolisticpracticesso as to prevent the powerful few from
bendingthe markets to serve their own narrow interests.There must be a regulatoryrole of the state
to ensure that externaldiseconomiesare not createdfor the entire society in the pursuit of private
greed and that those who create such external"bads" (such as environmentalpollution)are made to
pay for the privilege.In other words, people-friendlymarketsrequire a very activistrole of the
government, not to overregulateeconomicenterprisesbut to create conditionsof more equitable
access to competitivemarkets.
Even when markets are fully competitive,it is inevitablethat some people will fall outsidethe
market place and require a social safetynet. Becausethe preconditionsfor people-friendlymarkets are
often missing in many economicand politicalsystems,particularlyin the developingcountries, the
need for such a social safetynet often increases.Every societydevelopsa certain social consensus
over time as to how to balancemarket efficiencyand social compassion.In the United States, the
New Deal was an historic watershedwhen the AmericanSocietyarticulateda new social consensus
between marketsand governmentaction -- a social contractthat is still there despite some recent
weakening.Even today, the United Statestransfers about 10 to 15 percent of its national incometo
the more vulnerablegroups in societythrough medicare,food stamps, unemploymentbenefits, and
other social security programs. In Nordic countries,this ratio is above 30 percent. In many
developingcountries, less than 5 percentof their nationalincome is often spent on such social safety
nets, while the need for social programs is muchgreater in these societiesthan in industrial countries
becausetheir incomeand asset distributionis generallyworse, their markets are generallyless
competitive,their barriers to market entry are generallymore formidable,and their systemsof
democraticaccountabilityare generallyless institutionalized.And yet many internationalconsultants
and financialinstitutionshave the courageto advisethese developingcountriesto dismantleeven their
existing meager social safety nets in the pursuit of market growth. Obviously,they feel that there are
no political limits to changein these poor lands whilethey would cringe at suggestinga fraction of
similar structural adjustmentin their own richer societies.
And that is why we are witnessinga new era of professionalshock therapists.They often
emerge from the inner sanctumsof Harvard and Yale, with their academicinnocencestill intact, and
they carry the messageof instantchangeto manyfar-off lands whosecultures and political systems
they least understand. Let me quoteyou a few passagesaboutshock therapy from an article by Mr.
Conrad, former Deputy Prime Ministerof Czechoslovakia,which appeared in the New York lTimeson
January 5, 1992. He says that, unfortunately,the doctrineof shock therapy is out of touch with
reality and it ignores the impactof such an approachon the worst-educatedskill classes of Eastern
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was a 22 percent falloff in industrialoutput, an increasein unemploymentfrom 2.5 to 8.5 percent, an
inflationrate of 5 percent, a 33 percent declinein domesticdemand,and a 40 percent shrinkagein
the gross domesticproduct. Mr. Conrad admitsthat all of these trends are obviouslythe consequences
of 40 years of communistmismanagementbut he contendsthat their suddenintensityresults from
shock therapy. And he notes, very pertinently,that it took MargaretThatcher 12 years to privatize
Britian whereas Eastern Europegets only 2 years. He concludeswith the sad observationthat shock
therapies are untestedbeyondthe economiclaboratoriesof Cambridge,Massachusetts.
Let us review the dismal recordof stock therapy. It has not succeededin manysocieties. The
humanand social costs of changehave been unnacceptableand have often led to political upheavals.
Take China for instance. It experiencedan unprecedentedrate of GNP growth of 8 to 10
percent a year in the 1980s.Economicoutputwent up at a fantasticpace throughoutthe decade. But
what happenedto social progress?During the sameperiod, manysocial indicatorsbegan to weaken.
Life expectancywent down, particularlyfor females. Health indicatorsdeterioratedbecause, with the
disappearanceof the communes,there also disappearedthe nationwidesystem of primary health care
nurturedby barefoot doctors. Income distributiondeteriorated;unemploymentand inflationemerged
in a society with no prior experienceof thesephenomena.Peopledid not begin to share the fruits of
market productivitybeforethey beganto witnessthe humandistress in freer markets, with a
weakeningof the social safety nets, which used to be taken for granted in these societies. Many
people asked the legitimatequestion:why is there a weakeningof the social indicatorswhen the
societyis experiencinga higher incomegrowth? Someof these questionings,to my mind, led to the
confrontationsin the TiananmenSquare. And I do believethat the Chinesepolicymakersare right in
graduating the pace of changeand watchingmore carefullyhow economicand social progress are
balanced.
Take the exampleof Sri Lanka. It was regardedas a model of humandevelopmentfor a long
time but is beset with ethnic conflictsrecently.What really changedin society?Sri Lanka has been
experiencinga high level of literacy and life expectancyfor many years, with Tamils and Sinhalese
living together for manydecades. In 1979, an adjustmentpackageformulatedby the International
MonetaryFund (IMF) directedthat the free rice rationsgiven to every family be modifiedand
targeted more narrowly (and more efficientlyit was suggested)on the very poor through a scheme of
food stamps. The scheme made it easier for civil servantsto hijack the free nutrition poor families
were previouslygetting. By trying to focus the food stamps only on the poor, Sri Lanka only
succeeded in excludingmanypoor familiesfrom the scheme.There is sufficientevidencethat
nutritionallevels of the poor declinedsignificantlyin the 1980s.This at a time when average per
capita income growth had accelerated.The consequentupheavalsshould have come as no surprise. I
know the realityof so-called ethnic troubles.I have seen them in my own country. They ultimately
represent social and economicgrievancesthat simplyboil over. And what is then the response of the
state? Sri Lanka endedup spendingmore on its police and its securitythan it was previouslyspending
on food subsidies.What a cruel choice for a financeminister--hehas to opt to put bullets in the
stomachsof his people rather than food, even when the bulletscost more. And all becausethe IMF
was monitoringexpenditureon food subsidiesbut not expenditureon police and security. And how
unnecessary,because higher incomegrowth shouldhave permittedhigher, not lower, social spending.
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The basic point, which manyprofessionalshocktherapistsforget, is that the openingof
market mechanismsneed not inflictunacceptablesocial and humancosts on the people. Their
challengeis to design strategiesthat can combinerapid changewith the minimumpossible human
costs. It is no use shruggingaway the social pain with the banal observationthat pain is inevitablein
a major transition to the markets. Maybe so, but the most critical questionis the distributionof pain:
is it borne only by the massesor also by the privilegedeconomicgroups in societies?My own
perceptionis that much of the pain for the poor peoplecan be avoided if the burden of adjustmentis
placed on the favored strata of society--militaryestablishments,industrialtax evaders,the feudal
rentier class, corrupt civil servants, and higher incomegroups. The internationalinstitutionsshould
calculatethe distributionof the pain of adjustmentin a societyand try to protect the poor withinthe
society, rather than nonchalantlywalk away from the issue. How lightly the issue of more equitable
distributionof pain was treated by outsideconsultantsand institutionscan be illustratedby just one
example:their criminal silenceon militaryspendinglevelsin the developingcountries in the last three
decades.
During the last three decades,militaryexpendituresin developingcountries increasedby 7.5
percent a year, three times as fast as in the industrialcountries. Militaryspendingin the developing
world rose from 7 percent of globalmilitary expendituresin 1960to 18 percent in 1985. There are
eight times more soldiers than physiciansin these countriestoday. Manypoor countriesare spending
two to three times more on their militaryestablishmentsthan on the educationand health of their
children. We have a situationtodaywhere militarygeneralsgo around in air-conditionedjeeps while
small children sit in windowlessschool rooms and suffocate.And yet never in these three decadesdid
the level of military spendingbecome a questionof aid conditionality.There was more tolerance for
militarysubsidiesthan food subsidies.Internationalinstitutionscarried out no serious economic
analysisof military spendinglevels in the developingcountries. No attemptwas made to collectdata
on military debts--afrighteningomission. No informationwas made availableon militaryassistance.
No internationalscreams went up againstpowerfulmilitaryestablishmentsin the developing
countries. Sometimesthose who pride themselveson designing"rational"aid conditionalityfor the
poor nationsshould pause and think whethertheir machoismextendsonly to beating up on the poor
or also to standingup to powerfulvested interests.
Let me not drift away from the main subject, however.The basic point is that it is possibleto
combinethe painfultransition to the market with social safetynets for the poor if some of the
irrationalspending priorities are changedin the system. The advocatesof shock therapy should first
look for some decent solutions, which can combinegradual reform with acceptablesocial pain, fairly
equitablydistributed.
Let me add as an aside that I sometimesdesign manytortures for these professional
therapists--whenit is late in the eveningand I am out of any creativeideas. My favorite torture for
the alumni of Cambridge, Massachusetts,is to obligethem to go to their own Senatorsto persuade
them to pass just a 10 percent increasein gas prices (whichthey defeatedlast year) beforeproposing
a 500 percent increaseto manyfar-off lands. A second-bestsolutionwould be to make them the
FinanceMinister of Pakistanfor a week--a sure cure for manyfirmly held theoreticalconvictions,as
I know from my personalexperience.A milder form of torture would be to make them reread their
Mark Twain who said, "one's sense of idealismis in direct proportionto one's distance from the
scene."
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Let me conclude. I sincerelybelievethat openingup of the.markets is the best thing that has
happenedto the developingcountriesand to the former socialistbloc. But I also believethat this
transitionto the markets must be accompaniedby a regulatoryrole of the state to make the markets
accessibleto all people and a compassionaterole of the commi.lityto extend social safety nets to the
victims of the market place. This is a time to strike a balance, not to go to any excesses.
Some analystshave contendedthat the recent years have seen the demiseof socialismand the
triumph of capitalism.Let me add this thought.If this is the demiseof socialism,let us hope it is not
the demiseof all social objectives.And if this is the triumphof capitalism,let us hope that it is not
the triumph of only private greed. We have cometo a new crossroadsin history when individual
initiativemust be combinedwith social objectives.It is not one or the other: it is both. And the future
course of our societiesmay well dependon how skilifullywe combine market efficiencywith social
compassion.

