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The Paradox of Free Market Democracy:
Rethinking Development Policy

Amy L. Chua'

Markets and democracy are “the twin pillars” of prevailing development orthodoxy.'
Many have explored the ways — “theoretical, historical, and empirical” — in which these two
pillars are said to reinforce each other.> By contrast, this Article will focus on an inherent
instability in free market democracy.

For a long time, leading political philosophers and economists held that market
capitalism and democracy could coexist, if at all, only in fundamental tension with one another.’
Markets would produce enormous concentrations of wealth in the hands of a few, while
democracy, by empowering the poor majority, would inevitably lead to convulsive acts of
expropriation and confiscation. In Adam Smith’s words, “For one very rich man, there must be
at least five hundred poor . . . . The affluence of the rich excites the indignation of the poor, who
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are often both driven by want, and prompted by envy, to invade his possessions.”> Madison
warned against the “danger” to the rights of property posed by “an equality & universality of
suffrage, vesting compleat power over property in hands without a share in it.”® David Ricardo
was willing to extend suffrage only “to that part of [the people] which cannot be supposed to
have an interest in overturning the right of property.”7 Thomas Babington Macaulay went
further, portraying universal suffrage as “incompatible with property” and “consequently
incompatible with civilization.”® From this point of view, free market democracy is a paradox, a
contradiction in terms.

But as it turned out, the Paradox of Free Market Democracy did not prove insuperable.

On the contrary, while “[d]Jemocracy and market-capitalism are locked in a persistent conflict,”
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I am far from wishing to throw any blame on the ignorant crowds . . . We ourselves, with all the
advantages of education, are often very credulous, very impatient, very short-sighted, when we are
tried by pecuniary distress or bodily pain. . . . Imagine a well-meaning laborious mechanic fondly
attached to his wife and children. Bad times come. He sees his wife whom he loves grow thinner
and paler every day. His little ones cry for bread; and he has none to give them. Then come the
professional agitators, the tempters, and tell him that there is enough for everybody, and that he
has too little only because landed gentlemen, fundholders, bankers, manufacturers, railway
proprietors, shopkeepers, have too much? Is it strange that the poor man should be deluded, and
should eagerly sign such a petition as this? The inequality with which wealth is distributed forces
itself on everybody’s notice. It is at once perceived by the eye. The reasons which irrefragably
prove this inequality to be necessary to the well-being of all classes are not equally obvious. . . .
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this conflict has been more or less successfully negotiated throughout the developed world.
Defining the terms broadly, markets and democracy have coexisted quite healthily in the United
States for two hundred years, and at least a dozen other developed countries “have remained
continuously capitalist and democratic for the past half-century.”'® That democratic politics
proved compatible with capltallsm in the First World -- that the electoral “power of numbers”
did not ?zverwhelm the “economic power of property”'! -- is one of the great surprises of modern
history.

Will the Paradox of Free Market Democracy be similarly negotiable in developing
societies? Through what institutions? What face w111 the Paradox assume in the developing
world? Law and development boommg anew today,'? has systematically ignored this set of
questions -- a remarkable omission, given the confidence W1th which democracy and markets are
being exported all over the Third and postcommunist worlds."
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This Article makes four points. The first, in the nature of a hypothesis that I will try to
make plausible but will not be able to prove, is that the Paradox of Free Market Democracy in
the developed world is and always has been mediated by a host of devices substantially de-
escalating the conflict between market-generated wealth disparities and majoritarian politics.
These devices, while varying widely across nations, generally fall into three categories: material,
political, and ideological.

Materially, in all the developed nations, the less well-off have essentially been “bought
out,” in part through market-generated material prosperity, but also in significant part through
strong networks of redistributive institutions.”> Politically, in addition to a long history of
massive exclusions from the suffrage, Western nations have a variety of institutions that restrain
majoritarian confiscatory impulses, including separation of powers and constitutional property
protections.'® Finally, these “buy-outs” and political restraints have been supplemented, perhaps
crucially, by the existence of various market-compatible ideologies — belief-systems that make
the less well-off majority more inclined to accept or at least not to rebel against the extreme
income disparities produced in a market economy. Probably the most prominent of these
ideologies in the United States is that of upward mobility.'”

(To avoid misunderstanding, I am not concerned with the origins of these mediating
institutions and ideologies. For example, I am not making the functionalist claim that market-
compatible ideologies emerged in the developed nations because the Paradox of Free Market
Democracy “demanded” them. My concern, rather, is with effects — in particular, with the
neutralizing impact that these institutions and ideologies have had on the conflict between
markets and majoritarian politics.)

Second, these developed-world mediating devices are largely absent from the developing
world, and there is no reason to assume that they will be spontaneously generated by market and
democratic reforms. On the other hand, many developing countries do have one highly effective
restraint on democracy: systemic political corruption. In recent years, anti-corruption initiatives
have become a major thrust of international development policy. These initiatives are long
overdue and of the utmost importance, but to the extent that they succeed, they will sharpen the
conflict between markets and democracy.'®

Third, in critical respects, the Paradox of Free Market Democracy is much more
dangerous and potentially explosive in the developing world. To begin with, in terms of sheer
numbers, the poor are vastly more numerous, and poverty far more entrenched, in the developing
world today than in the developed world, either today or at analogous historical periods.”® In
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addition, universal suffrage is generally being implemented in the developing world on a rapid,
large-scale basis that contrasts sharply with the very gradual and incremental enfranchisement
characteristic of the history of Western democratization.”’ Moreover, perhaps most
fundamentally, in stark contrast to both the Western nations and all the East Asian “Tigers,”
many developing countries have one or more ethnic minorities who, along with foreign
investors, will tend under market conditions to economically dommate the “indigenous”
majorities around them, at least in the near to midterm future.2! The existence of such market-
dominant minorities, together with other conditions prevalent throughout the developing world,
converts the Paradox of Free Market Democracy into an engine of potentially catastrophic
ethnonationalism. In these circumstances, democracy will often mobilize majoritarian
ethnoeconomic resentment into powerful nationalist movements potentially subversive of both
markets and democracy themselves.?

Thus, the Paradox of Free Market Democracy often has an entirely different face in the
developing world. The ethnic and racialist structures of the developed world typically help
defuse the conflict between markets and democracy, essentially by fracturing the poor majority.
In the United States, for example, racism (together with a thriving ideology of upward mobility)
arguably makes poor and lower middle class whites feel more “kinship” with wealthy whites
than with African-Americans or Hispanic-Americans of comparable economic status. As a
result, racism in the United States creates no particular threat to a market economy. On the
contrary, to the extent that racism helps reconcile a great number of poor and working class
whites to the prevailing economic hierarchy (because there is a group still lower than they) and
impedes pohtlcal coalitions among the poor, racism helps to mediate the Paradox of Free Market
Democracy. 3

By contrast, the distinctive overlapping of class and ethnicity characteristic of many
developing countries -- in which the “very rich” are (or are perceived as) ethnically distinct --
tends to caralyze the Paradox of Free Market Democracy, with democracy plttmg an

“indigenous” majority against an economically dominant “outsider” minority.* This dynamic is
not a mere theoretical possibility in the developmg world. It is a persistent, lethal reality, as
recent events in Indonesia have once again illustrated.?

Finally, for all these reasons, it is irresponsible to promote markets and democracy in the
developing world in the absence of institutions capable of mediating the conflict between them.
To be sure, today’s prevailing policy approach to law and development does include proposals
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that, if successful, would replicate some of the devices that have helped mediate the Paradox of
Free Market Democracy in the developed world -- for example, “social safety nets” and
constitutional property protections. But these policies do not grapple with the distinctive and
most dangerous aspects of the Paradox of Free Market Democracy as it presents itself in the
developing world, such as the much more massive extent of poverty, the rapidity of
democratization, and the problem of market dominant minorities.

Part I of this Article will explore the material, political, and ideological devices that have
helped mediate the conflict between markets and democracy in the developed world. While
some of these devices will also be desirable in the developing world, others surely will not be.
One of the most important challenges facing developing world policymakers is to think much
more carefully about how the developed world “solved” the Paradox of Free Market Democracy
and whether these “solutions” could -- or should — exist in the developing world.

Part II will show how certain conditions characteristic of developing societies make the
Paradox of Free Market Democracy especially problematic and combustible. Contemporary
Indonesia is offered as a paradigmatic example. Weimar Germany is also discussed here, as a
rare instance in which a Western nation pursued -- with catastrophic ethnonationalist
consequences -- free market democracy under conditions in many respects analogous to those
characteristic of many developing countries today.

Part III will explore policies that might be capable of grappling with the Paradox of Free
Market Democracy as it presents itself in the developing world. The policies I propose will
focus on the problems of market dominant minorities and ethnonationalism just described --
problems that the latest law-and-development panaceas (rule of law, state-building, judicial
independence, civil society) do not address and in certain circumstances may even aggravate. If
markets and genuine democracy are to coexist in the developing world, it will be crucial to find
ways to give large numbers of the impoverished majority a stake in the market economy, and in
particular, an interethnic market economy.

While the Paradox of Free Market Democracy will not be ethnicized everywhere in the
developing world, the proposed policies will, with some adjustment, have bearing for all
developing and post-communist countries. This is so not only because all developing countries
pursuing market and democratic reforms will have to find ways to mediate the basic conflict
between market-generated wealth disparities and majoritarian politics. More important, in
virtually all developing and post-communist countries, foreign investors — who tend to prosper
disproportionately under economic liberalization, often provoking nationalist, anti-market
sentiment — occupy a role analogous to that of economically dominant minorities.





