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1. Introduction
1.1. Preamble: Our main objective here is to first discuss the components of the policy packages implemented in most transition economies at the start of the reform process, under the intellectual guidance of the IMF and the World Bank. We then summarise the principal models suggested in the theoretical literature to analyse the effects of one of the key ingredients of macroeconomic stabilisation policies, the freeing of prices from central plan fixing. Our focus will be on the advantages and disadvantages of partial versus full price liberalisation.
1.2. Lecture Outline: Today’s lecture is organised as follows:

a. Section 2 presents the typical macroeconomic stabilisation package introduced in transition countries in coordination with the IMF and termed also a heterodox stabilisation programme.

b. Section 3 turns to the usual longer-run ingredients of the reform packages experimented in transition economies with the support of the World Bank, the so-called structural transformation.

c. Section 4 briefly surveys the theoretical literature on price liberalisation, a central element in post-socialist stabilisation-cum-transformation, at the same time illustrating some economic effects of partial reform. It also highlights a few important results from theory by using simple graphical analysis.

2. Macroeconomic Stabilisation: components
2.1. As we mentioned in the preceding lecture, there was (almost) no relevant theory to provide guidance to the transition from plan to market. Given the pressure to avoid social disruptions and civil war, in the early 1990s the political elites of most command economies – still a mixture of “reform-minded” communists, who started calling themselves socialists, and opposition leaders with no much experience in politics and no much understanding of how a market-based society actually functions – did not neglect, and often even sought, western advice. Moreover, all of these countries had somewhat urgently become IMF and World Bank members, both in a wish to emancipate themselves from previous isolation from the world economy and because of the need to finance, through appropriate loans often in a de facto bankrupt state, the then forthcoming huge socio-economic changes. Backing transition policies by commitments to the Bretton Woods institutions was also thought to provide some credibility, “scientifically” and politically, to the unpopular reforms requiring huge sacrifices.

2.2. Under such circumstances, heterodox stabilisation programmes which included also structural transformation measures were launched, with the technical and financial assistance of the IMF/World Bank and according to the current economic views of these two related Washington-based agencies. That is why what was included in a more or less standard package of transition reforms began to be referred to as the “Washington consensus”. The recommended policies were based on some experience under distantly similar conditions (e.g. in Israel or Mexico) rather than on some clearly set out theory, at least initially. As the reforms proceeded, however, theoretical contributions started to emerge, and some of their conclusions were later on “tested”, as applied to various contexts. As an illustration to such theories trying to explain transition phenomena, we shall focus on work related to price liberalisation in the final section of this lecture.

2.3. The typical stabilisation package, implemented in transition economies under IMF stand-by arrangements (SBAs) early in the reform process, consisted of the following components:

a. Price liberalisation, through:

i. reduction of subsidies to consumer and producer prices, with exceptions for housing, utilities and energy prices that were to be freed several years later

ii. deregulation of price fixing, going along with the liberalisation of domestic trade

b. Balancing the government budget, through:

i. increases in taxes (including on excess nominal wages)

ii. cuts in government spending

c. Restrictive monetary policy, through:

i. an increase in the central bank reference interest rate so as to restore positive real rates of interest

ii. direct regulation of bank lending (credit ceilings) in most cases

d. Income policies, aiming to stop the inflation spiral

e. Foreign trade and exchange rate regime liberalisation, through:

i. abolishing export and import licences and quantitative restrictions

ii. permission given to all enterprises to engage in foreign trade on their own, while socialist state foreign trade organisations were dismantled

iii. tariffs, which were meaningless under administered trade during socialism, now became active instruments of trade policy but were lowered to express commitment to trade liberalisation and forthcoming GATT/WTO membership

iv. internal current account convertibility of the domestic currency

v. devaluation of the national monetary unit, bringing it to levels close to its (black) market rate, with differences among the countries as to the chosen, and subsequently maintained or modified, exchange rate regime

3. Structural Transformation: components
3.1. The structural reform commitment, usually undertaken by post-socialist governments under structural adjustment loans (SALs) granted by the World Bank, comprised the following measures:
a.  Launching privatisation, at the same time
i. dismantling the former state monopolies, and
ii. introducing competition rules and free entry (of private and foreign firms)
b. Setting up a market environment through:
i. banking and financial sector reform
ii. tax reform
c. Developing a social safety net:
i. to replace the former all-embracing protection system “from cradle to grave”
ii. to cushion the impact of the austerity measures and of the structural transformation

d. Initiating industrial policy:
i. to identify winners and losers in the industrial activities to be restructured
ii. to devise appropriate policies such as subsidies and tariffs
iii. to take care of the environment, at least so as to stop the damages caused during socialism

3.2. Among the measures aimed at structural transformation, those in a. and b. had to be immediately launched or at least announced in order to add credibility to the stabilisation packages. The measures in c. and d. were considered initially as less urgent, and were consequently implemented much later and to a less decisive extent.

4. Theoretical Models of Price Liberalisation during Transition
4.1. We now turn to a theoretical re-thinking of some important aspects of the macroeconomic stabilisation packages described above. Instead of discussing eclectically the broad range of their components without any underlying model that formally links them, we shall focus on just one of the crucial ingredients of macro-stabilisation, namely the liberalisation of prices. The benefit of such a limitation is that it would allow us to formalise in a consistent and straightforward way the trade-offs involved when choosing between partial (gradual) or full (big bang) price liberalisation.

4.2. Price liberalisation

a. is a key element in transition because it is a necessary condition for the introduction of the market mechanism in an economy that has been centrally planned

b. has two important dimensions

i. an efficiency dimension: reflected in its objective to bring about a dramatic improvement in the allocation of resources

ii. a redistributive dimension, with political economy implications: it will in the short run create winners and losers

4.3. Theoretical work on price liberalisation has mostly emphasised the efficiency dimension.

a. Early papers – such as Lipton and Sachs (1990), “Creating a Market Economy in Eastern Europe: The Case of Poland”, Brookings Papers on Economic Activity 2: 75-133 – has put forward the proposition that (full) price liberalisation is welfare improving. The argument goes as follows.

i. Assumptions

1. supply for a given good is inelastic at a level Q
2. due to shortages, there is an average cost of queuing, s
3. price liberalisation reform is then implemented

ii. Pre-reform analysis

1. when the price level for the good is below the market-clearing price

2. the expected welfare of the representative agent is Q-s
iii. Post-reform analysis

1. the price for the product may now be higher

2. but there is no queuing  anymore (so that s=0)

3. although the supply is still at level Q
4. therefore price liberalisation has raised welfare to level Q (from Q-s)

b. The above analysis has, however, (at least) two crucial restrictions:

i. First, it has relied on a representative agent framework; whereas in reality individual heterogeneity with differences in taste and – mostly – in income is a common fact of life.

ii. Second, it has assumed rationing by quantities with queuing, as under socialism. But this is not the only possible form of rationing. The alternative is rationing by prices.

c. Forms of rationing

i. Rationing by the price mechanism
1. favours individuals who have the highest willingness to pay
2. in practice, differences in income will favour individuals with higher income who have the highest willingness to pay

ii. Rationing by quantities with queuing
1. favours poor individuals

2. those of them who get served at a lower price may get consumer surpluses despite the aggregate inefficiency of queuing

3. possibly making this form of rationing preferred by a majority: this is an early theoretical result established by Sah (1987), “Queues, Rations, and Market: Comparison of Outcomes for the Poor and the Rich”, American Economic Review 77: 69-77

d. An insightful implication of the above considerations is that central planning could have perfectly coexisted with flexible prices for consumers.

i. Being determined by the plan, supply to consumers would have been totally inelastic to market prices, and the system of flexible consumer prices would have been equivalent to rationing by prices. This particular form of rationing would have had no effect on allocative decisions within the state sector and thus would not have led to a loss of control of central planners over resources.

ii. The only important effects would have been on the redistribution of consumer goods across income categories. Yet the socialist system – at the top as well as, seemingly, at the bottom – has preferred more equality, in fact, equality before the shortages… Otherwise socialist leaders could easily have made themselves more popular by introducing flexible prices, while maintaining central planning intact.

iii. A last important point to make in the present context is that the analysis here highlights the redistributive dimension of price liberalisation. When it is important enough in a society, political constraints will appear and will have to be dealt with.

1. These political constraints are reinforced by the fact that bureaucrats and regulators may benefit directly from the persistence of price controls because the latter represent opportunities for soliciting bribes from consumers with a high willingness to play, as in the model of Shleifer and Vishny (1992), “Pervasive Shortages under Socialism”, Rand Journal of Economics 23: 237-246.

2. Berkowitz (1996), “On the Persistence of Rationing Following Liberalisation: A Theory for Economies in Transition”, European Economic Review 40: 1259-1280, shows however that local government officials who wish to be re-elected will not support price controls when the private sector is big enough…

e. In contrast to Lipton and Sachs (1990), the theoretical literature on price reform – e.g. Boycko (1992), “When Higher Incomes Reduce Welfare: Queues, Labour Supply, and Macroeconomic Equilibrium in Socialist Economies”, Quarterly Journal of Economics 107: 907-920 – has also identified cases where (partial) liberalisation can be welfare reducing.

f. This literature – for example, Murphy, Shleifer and Vishny (1992), “The Transition to a Market Economy: Pitfalls of Partial Reform”, Quarterly Journal of Economics 107: 889-907 – has more generally  established that the welfare effects of partial liberalisation are ambiguous: these will depend on:

i. the initial inefficiency (in rationing), and

ii. certain demand elasticities in the different sectors of the economy

4.4. To better disentangle these effects and provide some simple graphical analysis which illustrates how theory has dealt with key issues in price liberalisation and macroeconomic stabilisation, we rely in what follows on the above-cited model by Murphy, Shleifer and Vishny (1992). Their analysis was intended to illustrate the disruptions caused by partial reform, explaining in particular the input diversion that took place in the state sector in the Soviet Union during the Gorbachev period. A small private sector was allowed to develop then under the name of “cooperatives”. To avoid complication and details, we rather “extract” the key lessons from the paper in the form of two figures, in fact Figure 6.1, p. 134 and Figure 6.2, p. 135 in Roland (2000).

a. Figure 6.1 illustrates the welfare loss (areas A + E) from partial price liberalisation, assuming input diversion under efficient initial rationing (i.e. when both modelled sectors have the same willingness to pay for a given good in shortage).

b. Figure 6.2 illustrates, in turn, the welfare gain (area A - B) from partial price liberalisation, assuming now input diversion under inefficient initial rationing (i.e. when the two sectors have different willingness to pay for the shortage good).

c. Note that diversion is made possible in Figure 6.2 because the delivery plan Qb cannot be enforced. If it is enforced, then the allocation remains the same as under central planning and there is no improvement in efficiency.

d. The possibility of enforcing delivery plans allows for an original policy of price liberalisation: the dual-track system, as introduced in China. Lau, Qian and Roland (2000), “Reform without Losers: An Interpretation of China’s Dual-Track Approach to Transition”, Journal of Political Economy 108: 120-143, demonstrate that, irrespective of supply and of whether rationing is initially efficient or inefficient, dual-track price liberalisation is always Pareto-improving. Moreover, efficiency can be achieved under exactly the same conditions as big bang price liberalisation provided that enforcement of the plan track is in terms of the rents it generates rather than in terms of physical quantities.
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