CHAPTER 1

Introduction and Synthesis

Andrés Solimano

Stalinist socialism is dead, and state-led development is in retreat. The new
engine for growth and prosperity is based on competitive markets, [ree trade,
foreign investment, and a small state. Clearly, a new free-market orthodoxy
has replaced the former belief in planning and state-led development (di-
rigisme) as engines for growth. In the East, the new paradigm of market-
oriented reform is shared by Warsaw, Prague, and Moscow-former bastions of
Stalinist socialism. In the South, policymakers in Mexico City, Santiago, and
Buenos Aires are also fervent enthusiasts of free markets, alimost irrespective
of their past beliefs. Furthermore, in Asia, Beijing also follows market-
oriented economic policies, in spite of Chinese political rhetoric favoring
socialism. Certainly, free-market economic reform is a global trend that will
extend to the end of this century and shape the economic landscape of the
next.

The current rage for the market economy is the historical outcome of the
failure of using, on a large scale and for very protracted periods, nonmarket
mechanisms—central planning in former socialist countries and state di-
rigisme in nonsocialist economies—as dominant forms of economic organiza-
tion. Although socialism had its “golden age” in terms of industrialization and
rapid growth (the latter probably overstated) from the 1950s to the mid-1970s,
it fell in crisis in the 1980s and definitely collapsed toward the end of the
decade. Thus socialism proved to be an unfeasible form of economic organi-
zation in the long run, as it could not stand the test of time. In contrast,
capitalism combines a remarkable capacity to adapt to change, innovate,
grow, and improve living standards with a more grim side of instability, a
tendency for resource underutilization, and income inequality. Now it is time
for reformed capitalism (i.e., relying more on the market and less on the state)
to attempt to overcome these flaws.

This volume seeks to understand this global process of economic trans-
formation by looking at five sets of questions: (1) What are the initial macro-
economic and structural conditions in mixed or socialist economies that are
entering a process of economic reform? What are the main factors propelling
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reform? (2) What arc the main strategies—shock treatment, gradualism, ; TABLE 1.1 Structural characteristics of the prereform economic system (crisis phase)
mixed programs—used in conducting a process of economic reform? (3) Peripheral socialist
What should be the economic role of the state vis-i-vis the market in the 5 Eastern Latin countries (Angola,

transition process? (4) What are the main social costs of reform and the Europe Russia China America  Mozambique, Nicaragu:
political economy considerations inherent to the process of economic transfor- o
: : i Repressed inflation/
mation? (5) What have been the main patterns of economic response to the money overhang high high moderate low moderate
reforms in reforming socialist and nonsocialist economies in terms of indica- ; Degree of market
tors such as inflation, growth, fiscal adjustment, external sector sustainability, ; deepening (goods and _
progress in privatization, real wages, and unemployment. : factor markets) low low low moderate moderate
| State ownership of
iti - f productive assets over 80%  over 90% over 90% 25%—30% 509 —60%
Initial Conditions and Factors Propelling Reform Relative size of the
: industrial sector/
A basic question is: What leads a country to adopt a process of economic : vertical integration large large small moderate small
reform? In general, the propelling factors lie in deteriorated prereform eco- i Degree of income | : it il
nomic conditions, manifested later through the political system in general Le:';g‘i‘;’g;ucmiun o ow sid G g
dissatisfaction with existing economic performance. In turn, that political _ health per capita high high high edaniE low
ferment for change is essential for economic reform to be started. ! ; Strength of institutions moderately very
The standard conditions of an economy in the terminal phase of the ' and the state low low moderate low low

socialist experiment include chronic shortages, a severely distorted structure
of relative prices, a high degree of vertical integration in industry, slow
growth, a sluggish pace of technical change, and other indicators of structural
malfunctioning (see table 1.1). At the macro level, money overhang, re-

; : . g : e : . ics were characterized by a consid-
pressed inflation, and large fiscal and external deficits were not uncommon In Latin America, prereform economics were characterized by

features of “terminal socialism.” Of course the extent of the macro imbalances
when the reforms were implemented varied from country to country. A useful
distinction is that between macroeconomic crisis and Stagnation (raps as initial
regimes that propel economic reform. A macroeconomic crisis is characterized
by high and erratic inflation, unsustainable balance of payments, and/or (iscal
imbalances. A stagnation trap is characterized by slow growth, a low level of
technical progress, and widespread inefficiencies at the microeconomic level.
Of course, the two macro regimes may superimpose, as a macroeconomic crisis
can be preceded or accompanied by a period of economic stagnation and
decline,

Examples of former socialist countries that started from a MAacro crisis
are Poland in 1989, and Russia and most former Soviet republics in 1991-92.
In contrast, Hungary and Czechoslovakia started or deepened their reform
processes [rom -conditions of slow growth, but without running into open
MACroeconomic crisis.

China started its reforms in 1978 with moderate macro imbalances,
though with considerable micro distortions coupled with overall economic
stagnation. China was a rural cconomy in which agriculture represented a
significant share of GDP. Living standards were low, but income distribution
was relatively egalitarian.

erable degree of repression and/or segmentation in goods and factor markets,
relatively closed trade regimes, widespread intervention in the price system,
and a very unequal distribution of income and wealth. At the macro level,
chronic inflation, fiscal deficits, endemic vulnerability in the external sector,
and distributive conflict have been common features of heavily distressed
economies. Chile in 1973, Mexico in 1982, Bolivia in 1985, and Argentina in
1991 are Latin American economies starting their adjustment and reform
process after a macroeconomic crisis.

A group of “peripheral” socialist economies, including Angola, Mo-
zambique, and Nicaragua, have recently initiated partial attempts at reform.
These are low-income countries in which—unlike Eastern Europe, the former
USSR, or China—socialism was never fully consolidated because of the exis-
tence of a weak state and acute (often armed) social and ethnic conflict. In
these economies, the goods markets function very imperfectly (with a pm['l‘i—
sion of parallel or dual markets), capital markets are virtually absent, the ba.su:
physical infrastructure is poorly developed, and poverty is rampant. Inflation
(open or repressed) and large fiscal and external imbalances (often fi namfcd by
foreign aid) characterize the macro system in several 01‘_lhcsc cconomies.

Finally, an important element propelling reform in most of the countries
discussed in this volume is institutional. The crisis of socialism and the
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exhaustion of state-led development in mixed economies was a crisis of the
state. In the final stage of the socialist experiment, it became evident that the
socialist state could no longer handle the overwhelming number of tasks it
was expected to perform at both macro and micro levels, in the areas of
stabilization, resource allocation, capital accumulation, distribution, and
ownership. In turn, the crisis of dirigisme in developing countries is also the
result of a growing inability of the state to undertake the above-mentioned
tasks in the same way they had since the 1940s and 1950s, when the dirigiste
development model became largely consolidated.

Summarizing, we can list the main factors propelling economic reform as:
» Macroeconomic crisis.
e Stagnation traps.
e Crisis of the state.
e International demonstration effect: imitation of other countries’ eco-
nomic policies.

Alternative Strategies of Economic Reform: Shock
Treatment, Gradualism, and Mixed Programs

An important set of issues surrounds to the intensity and sequencing of the
different components of an economic transformation program. Should macro-
economic stabilization, liberalization, and privatization be pursued simul-
tancously, or is it preferable to advance gradually by trying to reach some
targets first (e.g., low inflation) and then move on to the next ones (e.g.,
liberalized trade and financial markets)? When reforms in different areas are
phased in over time in a sort of sequential approach, the reform strategy could
be labeled gradualist.

An alternative strategy is the “big bang,” or shock treatment. In this case
the strategy would be to stabilize the macro-economy in a drastic fashion,
basically through demand contraction, currency devaluation, and one-shot
price liberalization, and simultaneously liberalize the economy in several
areas (trade, finance; labor markets) to elicit a vigorous supply response,
increase economic efficiency, and put the economy on a path of higher
growth.

Is it also possible to think in terms of a mixed strategy, which would
combine shock treatment at the macroeconomic level—to face, say, a hyper-
inflation or a crisis in the balance of payments—with a more gradualist ap-
proach to structural reforms that includes market liberalization and institution
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TABLE 1.2 Matrix of reform strategies and initial conditions

Initial conditions Macroeconomic crisis Stagnation trap

Reform strategy

Shock treatment Poland (1989) Czechoslovakia (1989)
Russia (1991) i
Argentina (1990)
Chile (1973)
Bolivia (1985)

Gradualism China (1978)

Hungary (1989)

building. Although the “nominal”™ part of the system (inflation and stabiliza-
tion) cannot be fully dichotomized from the “real” part (resource allocation
and growth), the time dimension of macroeconomic stabilization is often
different from the tempo of structural change. Stabilization may take from a
few months (transitional inflation) to several years (chronic inflation). In turn,
structural reforms hardly consolidate in less than a decade (c.g., the cases of
Chile and Mexico). In general, real resources take more time to move from
one place to another following changes in the structure of incentives. More-
over, new institutions and habits of behavior cannot be created overnight.

The choice between shock treatment (big bang) and gradualism is shaped
by various factors. Table 1.2 illustrates alternative combinations among initial
conditions (macro crisis or stagnation trap) and reform strategies (shock treat-
ment or gradualism). The most well observed cases are shock treatments
launched in the midst of a macrocconomic crisis (Poland, Russia, Chile,
Argentina, and others) and gradualism implemented under traps of stagnation
(China, Hungary). However, as the case of Czechoslovakia (shock treatment
without macro crisis) illustrates, these are not the only combinations observed
in practice.

In general, big-bang policies—at the macro level and on the liberaliza-
tion front—were adopted when the initial economic conditions before reform
were extremely deteriorated, and the political climate existing at the start of
the reforms favored radical economic policies. Gradualism, in turn, was ap-
plied when there were moderate and manageable macroeconomic imbalances
—although the economy was suffering from stagnation and/or other malaises,
it was not in a full-blown macroeconomic crisis. In addition, gradualism took
place in conditions of tight political control (e.g., China) or where there was a
tradition of continuity in reforms (e.g., Hungary). The Latin American re-
forms (Chile, Mexico, Bolivia) of the 1970s and 1980s in general applied
macroeconomic shock treatments. However, the speed of liberalization of
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international trade, the development of financial markets, and the implemen-
tation of privatization processes was slower than in Eastern Burope and the
former USSR after 1990. Clearly, the programs of economic reform under
way in the 1990s seem to be more radical than those of the 1970s or 1980s,

Besides the magnitude of initial macro disequilibria, other factors influ-
ence the choice of reform strategy, including: availability of foreign finance to
smooth the costs of the transition; preference for economic efficiency; concern
for the social costs of adjustment; degree of credibility of government poli-
cies; ability of the state versus the market to allocate resources and accumulate
capital; capacity of the government to manage change in complex social and
economic systems; and degree of political and social support for the reformist
government. As the list suggests, there will never exist a preferred (let alone
optimal) strategy valid for all countries at all times. Country-specific condi-
tions will dominate the choice of the reform strategy. Real-life reform is more
a blend of vision, art, and science than an abstract blueprint of policy moves
developed under well-controlled laboratory conditions.

The Role of the State and the Reemergence
of Private Owners and Markets

As a consequence of the crisis of the state, a central aim of economic reform is
to redress the balance between the market and the state in favor of the former.
However, a paradox of the postsocialist transitions is that the move to a
market economy involves active state intervention. In Eastern Europe and
Russia, the state is busy stabilizing the economy, restructuring enterprises,
creating laws, and building new institutions. The retreat of the state as the
main producer and owner of productive wealth will demand a new role for the
state as stabilizer, regulator, and redistributor.

This presents the question of what should be the role of the state in
postsocialist transitions. The “Smithian-Hayekian” view envisions the state as
a social guardian in charge of providing macroeconomic stability, public
infrastructure, and law and order. This view, in the context of the collapse of
socialism, points to the fundamental weakness or even corruption of the state
and its inability to play an effective role in the economy. Under these condi-
tions, the market has to take over many functions formerly performed by the
state to avoid further ‘economic collapse.

Another view recognizes the pervasiveness of market failures, incom-
plete markets, and missing institutions in the postsocialist economies. Goods
markets are still inexperienced, and capital and labor markets are largely
absent or very underdeveloped. In addition, the basic economic institutions of
capitalism such as commercial codes, property laws, and a judiciary system
able to enforce contracts are just starting to appear. Given the “public good”
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nature of the institutions to be created and the scope for decentralized market
failures in emerging market economies, the state is likely to be more than the
“night watchman™ of a mature market economy. Of course, the scope for
“government failures™ in societies in which the collapse of socialism was, as
mentioned, the collapse of the state has to be seriously considered in evaluat-
ing the merits of state action. In any case, the “public good” nature of several
tasks of the postsocialist reconstruction is still a relevant argument for an
interventionist state during the transition period. In addition, historically the
state has played an important role in the consolidation of capitalism through
the provision of physical infrastructure and credit for industrialization, and the
creation of appropriate legal institutions.

In postdirigiste transitions, the reduction in the size of the state is also
one of the most important objectives of reform. Of course, the dimension of
the problem seems less dramatic than in the postsocialist transitions. The task
of redressing the balance between the state and markets could be less compli-
cated in the postdirigiste transitions because market suppression is less severe,
there are already entrepreneurial traditions and, in general, the cconomic
institutions of capitalism do not have to be created from scratch. However,
progress in the redefinition and restructuring of institutions is still bound to
face a host of difficulties, ranging from the lack of human resources to po-
litical opposition from entrenched bureaucrats and groups favored by the
status quo.

The Social Costs of Adjustment and Political
Economy Considerations

An important dimension that affects the feasibility and sustainability of the
process of economic reform relates to the social costs of adjustment and the
political economy of reform. In Eastern Europe after 1989, (measured) real
wages have declined substantially, by 30% or so on average, and unemploy-
ment is growing at a rate exceeding 10% in some countries of the region (e.g.,
Hungary, Poland, Bulgaria) following the implementation of adjustment mea-
sures. The rise of unemployment in economies in which full employment was
an entitlement brings a sense of cconomic insecurity and anxiety, which is
new for people raised under socialism. In addition, the Darwinian-Schumpet-
erian process of economic differentiation under capitalism is bound to
increase—through fair and unfair mechanisms—the degree of economic in-
equality in these societies.

Economic reform in Latin America also entailed considerable social
costs. Chile had high and persistent open unemployment between 1975 and
1988, and in Mexico the average real wage in 1990 was near 30% below its
level of 1980. Unsurprisingly, income distribution worsened in the initial






