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Summary. — This poper cxaminess the postsocialist trangition in Eastern Burope,

Fres

reforms in Ching and the “pesidivigise” tranaitions in Latin America, The paper analvies:
the inittal conditions that geve rise o processes of reform in the different countries; the main

strategies tor economic reform — shock trestment, gradualism and mized strateg

o — k-

cussing their conditioning factors and rationale; the gotual recond of these policies in erms
of key indicators of cconomc performance such as inflation, GDP growth, extermal sector
sustainability, progress in privatzation and e social eosts of adjustment. In addition, the
piaper discusses inlerdependencies between economic and political reforms during the

course of sysremic mansformation,

L AINTRODUCTION

The pastsoctalist rransitions foom plan e the mar-
kel and Trom Stalinist-socialism to multiparty
democracies s currently the most momentons
change 1o the internatonal milien, Bconarmies that
were once rum, with minor changes, on the model of
central planning set out by Joseph Stalin ia the 1930
dngd 19405, are now enzaged inpttempts at reshaping
their whole sconomic systems along free-marker
lines. The reform moveément includes the former
socialist countrics of Bast-Central Europe, the for-
mer Soviet Union and small socialist economies in
southeast Asia such as Yietnam and others.
Morsover, China’s record with economic transfor.
mation since the lae 19705 is a {successful) dise of
gradual introduction of market mechanisms in the
process of economic decision making, follied by
high and sustained soonomic growth.

The new orthodoxy on éconaric refbnn plices
strong emphasis on the robe of free markes for
resource allocation and growth, smaller govérnment,
trade liberatization, business deregulation and priva-
tization. Evidently the new paradigm represenis a
sharp departure from previous dicigisre (8., slate-
Ity develapmenl strategies i nonsocialist develop:
ing countrigs and cerainty from central planning,

This paper seeks o discuss several issues of the
pestsocialist ranskions from 2 conparstive perspec:
tive, It examines 1ssues of design and performance of

e

il

progrars of economie refor, in particular (a) the
intensty of the programs, namely shock treatment.
gradualism and mixed packages: (h) the sctual
record af these policies in tenms of key indicators of
econgmic performance such as inflation, GDP
growtl, the external sector and the social costs of
adjustment, In addition, the paper discusses some
interdependencies between sconomic and political
reforms during the course of systennc ransforma-
Lo

The paper introdizces the comparative perspaeiiive
by contrasting the policies of big-bang or shock
tretment adopted in Eastern Burope during 1990-52
with the more evolutionary and gradualist approach
followed by Ching after 1978, These alternative
reform paths are examined in terms of policies and
outcomes; Bighlighting differences in initial condi-
tions and other determinants of performance,
Moredver, the experizoces of transition from dirigisr
development models to more market-oriented
ceonomics undertaken inthe 19708 and 19805 in
Lake Americg are discussed from the perspoctive of
it4 lessons for the post-socialist transitions.

*Helptul discussions. with Michasl Bruno, Max Corden,
Suaziley Fiacher, Alan Gelb, Lonce Taylor are appreciated
a5 well as the comments of twe anonymows referces.
Efticien: research wssistance from Baimunds Soto 35 appre-
ciated. Final evision accepted: May 26, |9%3,
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2 ROONOMIC REFDRM: CONTEXT AND
TNITIAL CONDITHONS

Soctalism and “dirfgisme” (2.g., state-led devel-
apment) as modes of cconomic and social organiza-
tion are being replaced by a4 mode] of society based
m g marksr econgmy, wilh daminant private proper-
ty wnd demooratic political instittions. The starting
canditions (e reform vary frofn country (o country
i1 the formmer socialist world. Most of the economies
of Eastern Europe started thelr process of transtor-
imation with shortages, large macroeconomic imbal-
ances (open of repressed), substantisl market sup-
pression and pervasive microcconomic distortions,
Moreover, 80-50% of GDP was generated in the
st sector i most of thess econonies. China, a
large size, low per-capita income country, shared
mest of the stroctural characieristes of a socizlhst
econdgmy 2l the beginning of reform in the late
1970, thowgh macroeconamic imbalances were less
severe than in most of Eastern Burepe in the late
19805 and early 1990s. Ia additton, the Chingse's
reforms were started “from within® the cxisting
politicsl svstem and not as o consequence of the
political collapse of the old regime as in Easlern
Frumapse and the Soviat Linton,

Market-ovtented reform o Latin Americe, started
in Chile in the 19705, followed by Mexico and
Bolivia in the 1980s) was often initiated after
microeconomie crists characterized by extreme
inflation (except Mexico), the debl erisis and unsus-
tainable external wnd fiscal imbalances, Moreover,
their structures of relative prices were highly distor-
el with o considerable degree ol marke? repression
pwiiich 15 different from Bastern Europe, where the
price mechanism was simply suppressed during the
socialist period) In Latm America. the state sector
represents near 23-30% of GDP. In addition, incone
distritrution in Lats Amernca 15 very unggual, That
Has been an bmportant source of soctal contlict, eco-
nomic popalism and destablilizing: political cyeles
often ending up in dght-wing authoritarianism,

1. STRATEGIES OF REFORM: SHOCK
TREATMENT, GRADUALISNM AN MIXED
PACKAGES?

Theee views can be disttnguished here regarding
the intensid and sequencing of a program of market-
orented refores One view, which can be termed as
gradualiss, emphasizes: the fact that sharp and pro
tracted demand restraint al masrosconomie level
agsacinted with shoek treatment fnvoives o canlrae-
ticn in both cuarrent and probably in futore outpat,
theowgh its indtial adverse effects oo pubic and p-
vilte cupital formation A lirge currency deprecii-
tion may be alse recessionary il the income elfects
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of devaluation dominates its sebsiaution {conmpeti-
tiveness) effects in the short run, Moreovar, full
price liberalization can depress rezl wages and con-
saniption, cutting absorpuion and giving an addition.
al recesstonary bias to the program. This view also
highlizhts the potentially destabilizing cffects of
rapid liberalization on macroeconomic stabiline' and
the fact that overly costly programs from 2 social
point of view may algo give rise w futere reversels
because of the srosion of seciopolitical support 1o
teforms that are associated with a protracted squeeze
of livieg standerds. This view calls for o more selec-
tive use of macro instruments, including bncomes
policy duving stabilization. to support fiseal rewench-
ment and the wse of gdditional foreign finsncing w
srooth the casts of adjustmenl,

The other view, shock treatment or big bang, pri-
oritizes a rapid move wovard o liberalized policy
regime. 11 ofter down plays the exdistence of infla-
Bonary vigidities in chronic-inflation countries and
the adverse effects of macre restraint on capital for-
matton and groweh. This view emphasizes the posi-
tive effects of markes liberalization on the productiv
ity-of iovestment andd the sllered efficiency of
growth in a liberalized economy, Morsover, “hig
bangers” favor shock themapy af meero level along
with rapid liberalization and privatizaton in the con-
text of the postsocialist rransitions, as a way to aller,
in a dramaetic fashion, the expectations of the private
sector {enisting or latent) and, thus, boosting caplial
accumulation and groweh, This view rests upon the
potion that & change in policy régimes, gs distin
guished from specific changes in policy Instruments,
rs the fundamental Torge driving privite secior
respanse 0 the tew sel ol policies pul in place by o
program af ecopomic reform.’ Examples of graduat-
tsmeacg Ching, Hungary and to some extent Mexico.
Shock treatment would describe Better most of the
Eastern BEoropean procroms of the darly 19905,
Firallv, a third view. the mixed appraach, makes the
distinetion between shook meatment for stabilization
purposes, say o reduce extreme inflation or cope
with & balance of peyment crists, and graduelism in
structeral reforms (e, lberafizaton and privatiza-
laand Chat mvoive tmufe reform, te restruciuring of
enterprises, hanks, tax systems and building o new
fmancial amd legal nstitutions.® The mixed approack
to- reform admits the peed foe shock treatment w free
& macrneconomic crsis but recosnizes that stroctucal
veforms 1ake longer than expected and require a
e gradualist approach,

4, POSTROCIALIST TRANSITIONS

Im this sectien we shall snalyze the programs of
Eastern Burope in the early 19590z and the Chingse
reforms started in the late 19705, both in term ol
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rmain podicies nplemented g5 well a8 its main ool
comes and comparstive performance,

(a) Basrern Egrope

Free-marke! experiments of economic reform in
Eastern Furope started in 19907 following the politi-
cal collapse of the socialist regimes, The shock treat-
ment progaams implemented in Eastern Barope singe
1990 placed a strong emphisis on the simullinesns
undertaking of both mucrosconomic sabilization
and liberalization at the culsel of the programs.?
These packases hive been cartied out in the context
af larze extemal shocks associzred with the collapse
af the CMEA trade arsangements, Moreover. these
progeams are sppled ineconomies in which the pre-
vios mechanism of cooname coordinmion {gentml
ntanming) was disintegraling, Al magroeconomic
level the chied ebjectives have been in avieiding pro-
rracted price inereases aller an manal ootburst of
inflation sssccinted with price liberalization,” basidas
correeting external and fiscal imbalances. Poland
and the Balkans counmtes started with maere imbal-
anced macso stiuation: in terms of either open nfia-
non (e.g., Poland) or & large money overhang, seven
shortages and critica] balince-of-payments positions
(&g, Bulgara), In terms of siebilization strategies,
Paland, Hungary and Crechoslovakia wee cases of
exchange rate-hased stalilization while Balgaria and
Ramania implemented monev-based stabilization a5
they were shoet in Enternational reserves to defend a
Fixed exchange rate parity,

The liberolization component in (ke East
European prozrams included mpid foreign made 1ib-
eralization and the dismantlmg of nonprice bareiers
i international frada, privotization of retail tade,
services and smali-scale manufacieeing and agrieul-
ture. Progress inmassive privatization of medium Lo
laege-seale; stme-owned enterprises bave been rela-
tively recduced so P thowsh ambitious privatization
sehemes in Crechoslovakia (voucher svstem) and in
Polind {certificates scheme) e aliempls [ encour
age further progress in this area,

Lt s examine the paliers of macroeconomic
responge o relomm in Bastern Burope. This pattern 1%
chameterized by an initial sharpacceleration iniefla-
ton following price liberalization: currency devalua-
ton aed mbiministative price increases. The coun-
Lrigs with Bigher inflation during 1990-52 have been
Poland, Bulgara and Bumenia. In fact the vate of
aflation in Poland was near 2509 of inflation in
L9940 declining to 70% in 199 und then further o
43% in 1992, Inflation in Bulgaria was 260% in
1921 and 49% 1n 1992, Inflaticn in Romania was
[al % n ES%] and [R15 0 T9592, respectively (see
Table 1), In most of these countnas, the price hiks in
general excecded what was expecied. In contrast,

inflationary pressures were less severé in
Czechoslovakiz and Hungary. In E991 the rate of
inflation (CPL in the two counoies was 595 and
378, respectively, dropping, in 1992, to 1458 in
Ceechoslovakia and 1o 21% in Hungary,

An important issue  the siabileation frond s
how long will bt take for inflation to converge to
moderate or low levels' after the initial price shock,
Inflationary persistence was more sertons in Poland,
Bulgars and Bomama. In Poland, the monthly infla-
tiom rate, after the initial price hike in carly 1990,
remained in the order of 4.3% for more than 20
moenths, The average inflation rate per month in
Bulgaria was around 5% for more than 12 months
sfrer the mital price shock of early 1991, Monetary
pocommodation, wage tndexation pod credibility
problems scem to be part of the explanstion for
inflationary persistence, thouzh more research s stll
netded 1 have a full explanation for this phensmens
in the context of the poest-socialist transitions. A
reluted issue is the mediom-term or “core” rate of
inflation afer the ininal phase of stabhilizaton s con-
solidated, Will inflaizon mates in Eastern Europe con-
verge o QECD-levels (single-digit rates) or w
approach inflation-rates of successtul (non-OECD;
stabilizers like Mexico, Chile, [srazl, namely
annual rates of inlation on the order of 10-15%, As
of 1992 only the Cezech and Slovak Republics bad
flation rates below [3% per vear with Hungary
having an nflatan rate sull (shightly) cver 20% per
AN

Onrthe real side, the adjustiment programs in
Eastern Burope have been sccompanted by unprece-
dent cutpot contraction (see Table 1 and Figure 1)
During 199092 the cumolative GDP decline was
=Z1:3% in Poland, =4 2% in Bulgarta, =37.3% in
Crechoslovakin, =193% in Hungary and =35.6% n
Fomania, These figurés, in general, do not fully cap-
lare- 8 growing privite sector activity, though still
thigy represent g worrisoone trend,= This trend started
Io he reverted in Polond doring 1992, the anly Fast
European economy with positive, +1.5%, GDF
gronwi it year.

The centractionary ourput gycle is assoctated
with large negative “external” shocks (collapse of
CMEA marken), demund restraint, supply dismuption
and "preanieativn] shocks™ coming from the disin-
tegration of the olésociabst regime. In g comparg-
five perspective, the exient of the contructicn n mcs-
sired sconomic pelivily in Ezstern Europe singe
P80 ds much greater than the corresponding
decliines in output initially ehserved in Chile,
Mexica, Bolivia afrer the implementalion of their
stabilization atd reform programs in the 19705 @
19805 (see scction 4), The magnitode of the cunnala-
tive sulput decline taking place In Eastern Europe in
1940-92 are comparable o the sutpdl contraction in
the United States ln 192933 during the Great
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Depression and In Germany and ily in 194344
arwd 194647 i the aNermath of Waorld War [LY
Several bypothesis are proposed to expliin the
drop in oulput in the region after the adoption of (he
reforms. The first iy that demand coniraction is pan
of the stabilization el The combination of tight
credil aod fiscal policies as weil as large drops o
real wapes lead to 3 dechine of effective dermend 2nd
2 drop in ouipu: in Kevnesian fashion ™ The second
concerns adverse supply and organteasonal shocks
The dismanthng of centml planming has involved a
disruption of the traditional supply networks of
inpuats and cogital o enlerprises, this contzibuting 1o
the decling in production. In sddition the sudden

mcredse in uncerteinly after the collupse of socialism
on the pew rules of the game alse bas o discouraging
effect on worker elfort and maenagerial motivalion.
Atz mucro level, another adverse supply side effect
comes from a crunch in the spply of working capt
tat ** The third hypothesis concerns “cxicrnal

shocks sssociated with the disintegration of the
CMEA. The elimination of the mbssdics in Soviet
cxports to CMEA countries in the early 19965 oyl

cally oil, coul and other forms of energy and the
remaval of the implicit {soviet) subsidy in imports of
mranufactures, amounted 1o o terms-of-tade shock
for Eastern Europe whth the cosuing adverse reul
income effect™
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The fourth hypothesis concerns 1ow rapid trade
liberalization. A rapid switching in production
wrward foreign goods is unlikely o take place in the
shiort teren, in spile of highly competitive exchinge
rates, because of potential ngidites in resource reaf-
location, product design and technelezy.” On the
correction of external irmhalinces as of 1992 most of
the Bastern Evropean programs have been successtul
it terms of having either amal

W current account
deficits or surploses (e.p., Ciech and Slovak
Bepublics, Hungary), Of course, the zeal tea [or
external sustainability wil! come when the
eCconoiniss stirt growing azain on sustained basis,
On the fiscal side 3 major effect of the reforms an
the fiscul budael hos been o drastic decline in rev-
gnues sssociaied with the shrinking in taxes paid by
public enterprises and the fact tharl the growing pri-
vare seclar S pays very little taxes 0 the govemn-
ment. ™

To surm-up, the initiad stage of econome lzansi-
ton i Eastérn Burope indicates that, af the macro-
ceonontic fevel, adjstiment may come with an acéel-
erution in inflation (with considerable crosscountry
differentials) that lasts between ome and two years
bl is followed by @ moderately slow convergence o
loweer inflation levels (say below 15% per vear). On
the real side; the postsocialist ransitdons in Eastern
Europe have produced o massive decling in agare-
oty measured owiput amd o ot in living standands.
On e structural Trant, however, progress bas been
made 1o epening the economy 1o internations] com
petition and mvestment and inoallowing (he emer
pence of a dynamic private sector in the services and
trade sectors, Nevertheless: privatization of Jarge
scale public ealerprises seems to bea more difficulr
taske In addition, steadily inersasing uncmployiment
oy worrisome tend e the mesiroclisnng process in
the stite-owned enterprises bas barely started.

Vi) Gradual eceondamie refirm: Ching

Chira’s reliorm, began afier 1978 following Ihe
death of Mao Die Dong and the abandonment of 1he
policies of the eulwral revolution of 196678, pro-
vides-another interesting eapevience of cconomic
refornt. In contrast 1o Eastern Burope, coonomic
reform in China was perceived as o wradual process
ol ineréasing coexistence between meirkels snd the
state fellowing a kind of evolulionary approach.
There are several basie differences belween the
Chinese dnd Eas: European experiences. First, in
China, the process of econamic reform was pro-
pelied “from within® the socialist regime. [t was (he
leadership af the communist party that becarme can-
vinced thal moving wwiy Trom-central plannine was
needed in onder o sceelerate econonte growth and
imprave the slandacds of bving of the population,
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Halike Eastern Burcpe, econamic veform o Chica
wig nal Ihe natural corollary ol o political crises of
the whole socialist system,. Second, the cconomic
reform pracess in Ching was not apenly envisnged as
the replacement of the socialist cconomic made] by g
market ccenomy based in oprivate property,
Sacialism was never officielly dismissed in China
and public property has notl been officially chal-
lenged. Third, economic reform was perceived ad a
gradusl provess taking place (e a framework of con
siderable price stability and maecroeconomic balancs;
this consideration ypparéntly, bad preeminence over
rapid liberalization, Feorth, the sunetural character-
istics of the Chinese economy at the starting of the
refisrm process makes it very different from those of
Eastern Burope. China is a lorge economy with a
population above one billion, with o large agrical-
tural sector and helongs 1o the group of countrics
with a presumably low level of per-capis income, !

The program of cconomic relonm started in 1978
with the deregulation of the agricultural sector (the
“household responsibility system™ This tinplied
anincrease inoagricalteal procurcment prices paid
by the state, sllowing farmers o sell thetr production
surpluses in free markets after delivering a predeter
mincd queta to the state, In addition, they were
allowed to retain profits. This led o flourdshing agri-
cultural wetivity and fe growth of small-scale enrer-
prises in roral markets anid wwoships. Starting in
1984, an “coterprise responsibility system™ was
estabilishied for state enterprises in the industrial sec-
tar. The system compresed o dual or twe-tier price
scheme. As in sgriculiuce, state-owned enterprises
were allowed o sell it market-determined prices the
excess of outpur over the quaots delivered o the stale
wrency ! In 1986, the svsiem of compulsory remit-
mee of profits o the centml governmient was abol-
ished and o corporate income tax of 55% wis nsii-
tuted: The ratienzle was e accept the profit motive
in e behavior of public enterprises in order 10 pro-
oot gfliciency and decentrlization. As of 1991,
arciud 30%: af prices were determmned 1n unregutnn-
ed markels (Schmidi-Hebel and Xu, 19915 In other
front, “special ecanomic zones” were cremted, mostly
in e south of the couniry near to other East Asian
miarkeis, In these “special economic wones,” particy-
larly in the Goangdoen and Fojian province, direc
foreign investment, oriented 10 cxport processing,
receives spectal treatment for profit remitlances aod
iy obligations. The basic aim of those special #ones
i5 1 atiraet fomsign investment and expose segments
of the economy to forelgn competition and pew tech-
pologies mnd parkes,

In contrast with other chperiences of veonomic
reform, the Chinese process has evolved in o context
of relative macroecanumic stability, albeil punciuat-
ed by periods of inflationery acceleration following
price reforms, In particular, inflationary outhursts
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ook place in 1960-81, 1985-87, and 195589, The
most sericus 3cceleration of infiation was in
1988-89 wher the retail price index rofte (o near
20% on an annaal basis (see Figure 23 Inflationary
prossures were, in pan, compressed: subsidies for
consurtier agricultural goods increased from 0.3% of
GDP in 1978 w around 4.0% in 1984, In 1991 the
price subsidies on consumer goods stll representizd
around 1.5% of GNP (Schmidi-Hebbel and Xu,
19813, At mocro level, the policy response to out-
bursis of inflation observed afier the periods of price
seform have beem poe of rightening credit policy and
restraining wage incregses in state owned chlespris-
¢s. In gencral. the Chinese govermment sesms 10
have a penuine distaste for inflation = Tahle 1 shows
that the fiscal deficht (contral governmant: bas been
mantained at 2 nebatively modest level throughont
the reform period. =y around 2.0% of GDP during
1978-92. Monsover, it is ineresting o note that fis-
cal deficits tended 10 widen during the years of price
reform, In particulir, the share of subsidies an oper-
ating lossés ol stste-owned enterprises increased
after 1986, as the enterprises sector moved townared
greater decentralization snd away {rom Torced profit
remitunces, in fact the share of subsidies w ste-
owned enterprises went up from 1.3% of GNP in
1978-85 10 3.3% of GNP, on average during
198691 {Schmidi-Hebbel and Xw, 1991). Finally,
on the external sector China enjoved a relatively
comfortable position during the reform process with
considerable levels of imernations! resorves {as share
of impons) and with moderate, though increasing,
levels of external debt (Tablke 2).

The responsc of the Chinese ecanomy to the
reforms stared o the late 19705 was impressive, in
ey of output grawil (see Table 2 aad Figure 3),
Average GDP was grawing w 2.0% per year during
(97892, In comrasy, the rowe of growth of nuionl
income durng 1970-77 belore reform was 4.6%
{Hussaln and Stcrm, 1991). During 1975-92 GDP per
capita grew 7.3% per year with a similar trend in
per-<apita consumption: clearly the standands of Tiv-
ing of the popatation incressed drassically over the
reform period: thouzh they are still 22 2 bw level, as
peony by the bevel of income per capita.
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To summarirs, the Chinese reform process bas
been gradual, conservative in macrocconcamic KIS
and apoarently it has preserved the gains in social
welfare and distriburion achicved in the pre-reform
period (see Perkins. 1983). In contiast with the
recent experience of Eastern Eurape, the econgmic
refierms in China have mken place without senous
macraesonomic dislocation, Nevertheless, the
reforms are sthl] pariiall near balf of the economy
still operates under controlled prices, and national
wealth is almost completety in the hands of the state.
Clearly, China is s1ll far from being a capatalisg
CoUniTy,

5. POSTDIRIGISTE TRANSITIONS: LATIN
AMERICA

The expericnve with market-oniented reform in
Larin America in the last one or two decades cin
t=ach some uselul {zood and bud) lessans for the
postsoctalisn transitions m Easwern Furope and else:
where, in spile of some bosic struciural differences
between the wo fegions. The inilial macrocconomic
conditions of cconomic reform in countties such &8
Mexico, Chile, Boliviz and others in the 1970x
andlos 1980s or exrly 1990s were characterzzed by
severe macroeconomic arisis™ In this seose. condi.
tions pot entirely fferent from that of some Esern
Earopean countries = the stan of the reform pro-
grams c.g.. Poland

The eapericnce with stabilization in Chile and
Mexico and, 10 o bess extenl, Bolivia shows that
reducing and stabilizing mMation s 3 costly and
ulten lengthy process. Tn Mexico and Chile, it ook
hetween 67 vewrs from the beginning of the pro
gram of stabilization, woredoee dreedigit imilariaon
to levels of |5-20% per annum (see Tubles 3 and 4)
In Chile ibe rate of nflaion was over 6005 in 15974
converging (0 levels below 15-20% per year just
afr=r 1981 in spite of stff sabilization measures. In
Mexico the rate of nflation was near 100% m 1982
reaching the critical mase of | 5-20'% per year jus in
1989, The speed of stabifization in Boliviz was faster
thizn 0 Chile ané Mexico (0 ook arousd two yeans
to =t W 15-20% annual}, thoegh Holivia had an
hyperinfation in 198235 In fact, the imtemation:!
evifence shaows that the stabilization of 2z hvpenn-
flation 15 often more mpid than the stabilization of
chmnic inflathon.™

Stabilization and adjustnest in the three coun-
tries come alang with initial oulpur contraction
though the degree of the cutput decline varied In
esch caie: GDP fell by 12-15% points i the reces-
singe of 1975 and 198283 in Chile; outpus contract-
&d {comulatively) by nzar 3% in Mexico in 1982-53
and in Bolivia it fell by 23% in 1986,
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Iz all thess episodes. thete ecomomcs 2lso wl-
fered pegative external shocks so past of the ourput
decline has 1o be aitnbeted 1o extermal disturbances
and pot only to domestic policies.

Regarding invesiment, the expericnce of Chile
simie the mid- 1970 and Mexico in the 19308 is that
public investment tends 1o suffer in the initial phases
of an adjustment progeam, In Chile, during 1976-84
public investment was around thres o four pereent-
age points of GDP below its level of the 19605 In
Mexico, public investment declined by nzarly five
percestage points of GDP during 198289 = com-
pared 1o 1978-81. In contrast, public investment
started 10 recover in Bolivia after the program of

1985, The response of private isvesiment 10 the
fefiorm process in the three countres wias mExcd = In
Chale, private investmem increased stromgiy in the
second half of the seventies. 1o drop sharply during
the recession of 1982-83 and recover o few vears
tater. In Mexico, private investment declined during
198183, then it remained virtuully stasnant until
1987, recovering afterward. In Bolivia, private
investment fell before the progeam, 0 the first half
of the 198(s; the adjustmen! program of 1985
stopped the decling in investment though 1t cemainesd
guite depressed afterward {sce Tuble 4).5°

To sum up, the review of three Latin American
expenences with markei-bawed economic elom in
th= 19705 and 1980s shows that reforming distressed
economics is @ ke process. Putting the “house in
order” in macroeconomEc torms i nol &sy. In the
cascs reviewed, stabilizimg inflation took Jonser than
anticipated and iavolved considerable shori-term
costs in wrms of real economic activity and real
wiages, Moreover, the transition te sustainable
growsh in the aftermath of stabilization is cumber-
some, Public lnvestment tends to suffer in the initial
phases of an adjustment progeam and the recavery of
private investment afier a large initial contzaction
may take several years o come as building up credi-
hility on the aew reforms and tvercomine coording:
tio fnlures by decentmalized markets are maber par-
SHTRRTOUS rocesses

Table 3. Ecomonic fmffeatory — roforming ecatomies in Latie America. Chife. Mexivo, Bolivin (s averages.

prercentage}
Cirawth e uf Inflation lovestment  Terms of trage
ane Bapors  Realwipes  rue (OPL (ratio of GEE) (10802 00;
Prereform 1960710 43 Ly & 53 206 -iBsl
Period 197173 a7 =38 &7 20 .7 1753
Chile Reform 1974-K1 3o 144 10 163y 172 2rs
Penod 1982-5% -15 48 — 19.0 s 241
JL 67 1L 33 g2 169 Bh2
197492 33 [ 1§ ] 38 B 157 a3
Peeecloemy  1970-81 63 T s ha 2] 10E9
Periad
Maice Refa= 198284 LR 9.2 30 7o L% Lt
Petzod 162 LE 3.7 7 602 17.5¢ E83
(8292 L3 46 13 &40 16.9% 0.6
Prereform  |470-8) is 1.4 1] S [44 762
Peril | Bh2aRd =23 232 -3 ER L] i Fry
Bolivin Reform 198687 0.0 1.3 -4 384 Al S0
Period 198492 EW 1.7 a5F 144 Hax 256
1586-52 24 A7 — 4.5 L 533

Souece: World Benk. ECTLA (1590, 1992
*Real imvestment fiownes we svalsbie onky sp o 1991

FTeds figure refees oo e 19EE00 perhod =ned i s diretly comparails 10 proviess v
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Tabde 4. frticamprs of yoeed of efestmest in roforminy, scomoestes o Latm
Arserice {Chele, Mmoo, Balfvia)

Mo of yeus o s
inveiment i rmoover 10

Mo of years for inflation sustained levely
tooraiich the fueshold of  (more thin tres years of
15-200R per vear CORKBCUTINE SR PanETON)
Chile* T years 5 years
[974-02
Mlexfun T years & years
JoEza0
Balivia 2 years =
198392

“Counting from the sabilization pam of 1575

6 SOCIAL COSTS OF ADJIUSTMENT AND
POLITICAL ECONOMY CONSIDERATIONS

A lmportan) dimension of the process of system
thunsformotion relates o the soclal costy of wdjus-
ment and the political economy of reform, [ Eastern
Europe after 1989 real wages have declined substan-
tially. 30 or so on average. and u.n-:u:plnymm‘! is
growing, over 10%, in some countries of the reglon
{c.g.. Hungary. Poland, Bulgaria), following the
wnplementation of adjustment measures. The rise of
wnemployment in sconomies in which fll empioy-
ment was an emitlement s bringine 3 sense of eco-
soenic insocuriy and anxiety, sew for people raised
under socialism. In addition, the Darwinian-
Schumpeterim provess of economic differeniiation
under capitalism is bound W increase (through fair
and unizir mechanisms) the degree of economic
:nuiuulny in these societiey, In contrast, ecenomic
veform in China cume along with a steady groweh i
vt wnges und Lving standards,

Fevnomie reforme o Lotn Americs also entaled
eoasicderible social costs, Chile hukl hizh open unem-
ploynent during 197588 ond in Mexico the average
teal wage is 1990 was near 30% below its level of
1950, These costs wene partly amelionated by sacial
polickes focusine moee in tarpeting =nd protection of
valnerable groups than in across the board
subsidics. ™

The pulitical economy of reforms has several
dimenstons; onc issue is the sequencing belween
econoimic und political refomy. Lo e cate of Exstem
Europe afier 1989, the case was tha the implementa-
tion of marke! oriented reform was made possible by
the potitical (and econamic) collapse of the socinlist
regiime, In contragl, Ching’s government chose to
wriderinke the economic relorms first In the Latin
American context, Chile earried out nrost of the
reforms under nuthoritarian conditions (Pinochet),
though the first democratic governmest elected in
1990 ratified the existing ecpomic model mmplement-

ed, harshly, by the milttiry belore. Ar another level,
the chosce between shock treatment and sraduulism
is largely dependent apon the political Teasibality of
each strategy. Shock treatinen) iy probably mire
likely to be adopted in o stuation ol eeononie crish
when theee 15 ample soeinl supporn for strong eco
nomic mensires o address the erlsis. In contrast,
gradualism is more Lkely o be adopted when the
cconomic conditions have not deleriocated severely
and the political support for radical action i= onclear.
Io tum. the medivm-term sustainability of any
reform program hinzes opon the ability of the
reformed econimy 1 deliver improvemsnt in living
stapddards for of leay some part of the popelation
without being blocked Tor those affecisd by the
reforms. In general. however, overly costly programs
are unlikely to have political and social suppoet for

very long.

T, FINAL REMARKS

This paper reviewed the main featdres of the
postsocialist transitions in # comparative perspec-
tive. Three yeurs of expesience with shock mestment
in East.Central Enrope is showing that the postso-
cialist trantitioes are coming with subetaniial macro-
ecomrmic disloction: mflshion. missive osput con-
Iraction 0 the wcmfized sooiof, drop in fiscal ey
ennes, decline in real wapes and growing uoemploy-
ment are all elements of the initiz! phase of the tan
sition. O the positive side, however, inflation is
declining in mosi of Eastern Europe and currem
socuuil deficits have been reducod substantially (on
 cash basts), In general, the joing eyeles of sharp
price: inereases followed by slow disinflation and o
decp and protracted contmction in nggregate {(imen-
sured) economic aclivity are the most complicated
Features, at the macm Jevel, of the postsocialist tran-
sitioes it Eaermn Europe. These clements have 1o be
considered for the design of programs in other (i)
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urireformed ‘socialist coumries (e:g., Cuba; North
morzal

In the field of structural réforms considerable
privgress in the first three vears of reform has been
mals in opening the economy 1o foreign competition
and allewing the emergence of o growing private
sector in the retal] trade and services seciies: howey-
er, the privaiization of large scale state-owned enter-
prises has been a slow and difficult process. In addi-
tiom, these transiten are aking place inoa context of
pelitical frsgmentation with volatile social support
fiar economic refoom,

China constitutes o ditferent path for cconemic
rransformation in socialist countries, The Chingse
process hes tuken plocs in the context of the existing
political cogime following a gradual move toward
market-arentsd reforn based in selective derszuls-
tion of ugriculture and industry in the context of disl
prices, in the opening forelgn trade and mvestment,
all this while avoiding large macroeconomic dislog-
ton, The response of the Chinese coonomy to the
pew incentives was spectacular: GDF grew at an
average rate of 9% peranmem during 197807 with
anannual rate ol Incresse in per-capita CONSUTMPCN
o the order of 7% over the same period, OF course,
i the case of Ching the geestion is whether econon-
e veform is oricnted to construct capatalism given

THANSITIONS

(ERR

the conspicuons-absence of peivate property righss in
the reform agenda,

The experience with market-based reforms in
Latin America during the 15708 and (9808 offers
some important lessons for the postsecialist transi-
tions. In particufar, they show that in ecanomigs hil
Tiy large external shocks and where initial tnibal-
ances are large. macrocconomic stabilization and
adiustment 15 o protracted process. In Chile and
Mexice it took roughly seven yesrs to reduce three-
digit inflation levels down to 13-20% per year, In
addition, initial cuipul contraction was severe fol-
lowred By a1 slow resumption ol capita! formation and
greswth,

Finally, sconomic and petitical reform are inter-
dependen: processes: en the enc hand, the consalida-
tion of market-based cconomic refurm reguires solid
amd stable politcal institutions that can proglace
winrking majorities in Favor of economic ransforma-
tiom; o the other; the consolidation of sew damocra-
cies in Mormerly autharitarian stales requires eco-
aoanic reform to succead and bring aboul an
imgrovement in biving standards fer the population
at large that legitimize the emerging democracies
and markel economies, Folinead desiakilization
anidfor econemic filure are the mals threat to sug:
cesstul systemic tenstformation afier socialism.

NOTES

I, Argeating since 1991, has fodlowed o very ambitious
progeam of liberalizaton and privatization, On the micro
frone, sthilizetion 35 persued, chigfly. by-a fiaal exchange
rile régme,

2, This and the pexo subsection . ere purtly based on
Solrmiand {14993,

3. Hee Servén and Sofimano (1993

A, Forexample, & cutan bsifls may invielve o meduerion in
fiscal revenues hampering an alcendy Mimiy Gscal buideet
[sition,

50 A mbuented paper adong these Hnes, o the eonlext
of arabilizacion programs, (5 Sorgent ([9323,

G, See Boundg (1492,

7. Altempis on pirral economie retarm wre much oldse in
Eastern Furepe, Huzgary sturied, with selhacks, & program
ol econenmic decentralization nnd gradual “marketicton”
in 1968 Poland and Yogoslovip also wied reforms in the
garly |980 though thase programs wene seen as relorms
within the existing economic sysient cather than ws reforms
(o replace th sogialist regime for o miirkel goononsy

H. Owerviews of the progroms n Esstarn Evcoge appei
m Brone (1992 and Solinana (19935 For recent Hteratare
on fhe Polish case see Lipton and Sechs {1990, Berg and
Sechs (1502) Calvo and Coricelli (19923, Derviz and

Condon (19928 discuss the Hungarian case and Demekas
and Khan (1998 dizcuss the Bomumin case and Solimang
(1991 ) the case of Belzaria

9. The initial preee shock was 77.3% in Paland 1n
Jamugcy  ES90, 1EL % 0 Balgacin in February and 4637 %
in March 9% 10 Remanii thers wais o succession of price
shochs: 2340 in Movember 1990, 14.8% in Januare 1991,
265 m Apnl 19U see Solimann ( L503).

1. Sea Brung (F592)

1f. Sec Dombusch and Fischer (1U43) for an analysis of dif-
Ferent eapenences on mnsiGon 10 "moderate wflaton™ in
mirkst eoonnmics,

12 Purt of the decling in output slso sorrgsponds 1o the
delie |n the prodiction of Ysofl geods”™ withowt denbind
im0 mre compentve connomy.

LA, See Muddison (1991}, Appendia A
4. Hermand Suchs (1992 arsue thet demind contraclion,
in the context of the stabilization progeam; has been the

mizin cunse bebind the drop m GOF in Poland i 199041,

13 Sse Calvooand Coneell (1992) Tor the credii-crunch
hy poiiasis

I6, Rodrik (1992) provides estinmaes of the impac of
these externnl shooks on Easiern Enrope.
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17. Ser MclkGaaon (1F91) for aa ar=m=snt iz favor of
i rmle nefiorm e podtwcialic ramdl .
15, Sce Tonpi {19930

19. The Worid Devefopaent Kepors of the World Bank
puts ke GRP per capate of Ching in US3350 in 1989,
Calculatlony using PPP exchunge rates, however, give a
GLIP per capita of USSL.S00-2.000 for China, See Gelb,
Jetlerson and Singh { F#3).

20, Gouvd references on the Chinese experidhics with ceo-
pomic reform are: Parbing (1988, 1993), Blejer, Dumaway
amd Szapary (1991}, Hussads and Sters (1991), Schmidi-
Hebbel wod Xa (19951

21 Ser Schoidt-Hebbel and Xo (19911
21 See Porims {1993

23. Thi my have historical roocs as Ching eapenenced 2
virulent hypermilation in the 1940s hefore the revolution,

24 See Meller (1993) for o recent analysin of
reform gxperienses in Latin Amenice, Corbo and Salimano
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(1921 ) discmas the Chilean expertence, Ovtaz (1991
the Mevican onse, and Morales (1991} the case of
Bolnz

5. Sce Sofimund (1990), Kigusl aad Liviazan (1992),
A chael explinution behind this espivical ohservation is
that hypﬁinl'luﬂnn desiroen the existing contract Strciure
and makes price and wige inertio almost disuppear; factors
thiat tened (o ke Laflation ae iperilal o “chronie’ phe b
Lo,

Zh. A detniled amalyss of the cyele of privais mvestment
in zfjustment prosrams i Latls Amenci appears in
Sclimano (19921

Z7. In Bolivia hemeves, an poriant pon of the aoononn
fthe mos dyoemic o) v not mexsared The may ale
aiTect the menorr=—rr of veilmenl

28 See Meller (1997) 2od Lustiy (19923 for an anudyss of
the sociil costs of adstment policies s Chile and Mesioo
during the 19805
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