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1. Introduction
1.1. Preamble: In the preceding lecture, we introduced macroeconomic stabilisation during transition from a theoretical perspective, focusing on  price liberalisation as a key component of the Washington consensus reform packages that were applied. We shall now discuss the consequences of these policies, as they are evidenced in the data. The principal objective of price liberalisation was to significantly improve the efficiency of real allocations, inducing a strong supply response to eliminate shortages. However, aggregate output has reacted with a big lag. We shall compare the macroeconomic reaction of transition economies to price liberalisation in terms of their inflation and real GDP performance and shall discuss the explanations for the huge and protracted output fall that have been suggested in the literature.
1.2. Lecture Outline: Today’s lecture is organised as follows:

a. Section 2 first presents the evidence on price liberalisation: more precisely, we look at the degree to which prices were freed-up and when this has been done across transition cases, as well as into the post-liberalisation inflation dynamics.

b. Section 3 then turns to the effect of price liberalisation on aggregate output patterns under shock therapy, gradualism and reversed reforms.

c. Section 4 finally surveys the literature that has attempted to offer explanations of the unexpected depth and persistence of the decline in real GDP which followed price liberalisation, by also pointing out to the difference in the underlying socio-economic environment in countries where output ultimately recovered to levels higher than the pre-reform ones (e.g. Poland) and economies which have not yet attained a sustainable growth (e.g. Russia).

2. Price Liberalisation in Practice: degree, initial jump and inflation dynamics
2.1. We discussed in Lecture 6 some theoretical arguments in favour of full (big bang) versus partial (gradual) freeing of prices in a post-socialist transition context. What was observed, however, in the reforms that were actually implemented was a preference of the reformist governments to partial price liberalisation. As we have already mentioned, the reason for such an approach was essentially of a social nature. Politically sensitive prices, like those on housing and energy, were kept unchanged for some time, and only liberalised in stages afterwards. In certain transition economies, reversals to an increasing share of administered prices were witnessed as well.

2.2. In the above sense, one could talk about various degrees of the initial and subsequent price liberalisation. These are usually measured by the share of administered prices in a general price index, e.g. the CPI. Table 6.1 in Roland (2000), p. 133, provides such data on the degree of price liberalisation. Unfortunately, precise data are unavailable for Russia and Ukraine, so these two countries are not included in the table, originally taken from EBRD’s Transition Report (1999). The following facts from the table deserve a bit of comment:

a. The general pattern is one of important though not full liberalisation of prices early in the transition process.

b. Poland is the country which has kept, since the reform started in 1990, the share of administered prices roughly to its initial cut at 11%, which is indicative of a rather decisive, one-off price liberalisation with no reversals over the course of transition.

c. Belarus illustrates the opposite case, of a step-by-step but small reductions each year, which has brought the share of administered prices from 90% in 1991 to 27% in 1997, a level the other East European countries have all achieved as early as with the initial price liberalisation. Yet, reversal is not observed neither in the Belarus case, nor in the Polish case.

d. Bulgaria, Latvia and – to a lesser extent Hungary – have however returned to a greater share of administered prices in later stages of the reform process. Such reversals, manifested clearly in the data, illustrate empirically our theoretical point in Lecture 6 about the political constraints induced by the second key dimension of price liberalisation, namely the redistributive one, in addition to its efficiency dimension. Similarly to Latvia, in many former Soviet Union countries the political constraints we are talking about have materialised either as a longer period during which price controls were kept intact or as reversal episodes observed later.

2.3. Another issue in the practical implementation of the macroeconomic stabilisation packages was how far freed prices would push up the general price level. We illustrate this point by IMF International Financial Statistics (IFS) data, now also available online via the Economic and Social Data Service (ESDS). As could be verified in Figure 7.1 at the end of the lecture, the following conclusions have already been well established:

a. There was an initial price jump in all countries which liberalised prices in a big bang manner (e.g. Poland and Russia in the figure).

b. This price jump, as measured by the CPI, has been higher than what was expected.

c. By contrast, a true initial price jump is not evident in data for gradualist reformers (such as Hungary and China in the figure).

d. However, in countries which implemented consistent reform policies such as Poland (or the Czech Republic, not shown
 in Figure 7.1), the jump was followed by a gradual, although not very quick, return to one-digit annual inflation.

e. By contrast, in countries with policy reversals as in Bulgaria (or war, as in Croatia) the initial peak in inflation was followed by a second, even stronger one. In such cases it proved therefore much harder to bring down inflationary expectations. In Bulgaria, the hyperinflationary episode of January-February 1997 led to a huge currency depreciation and, in consequence, to a rather extreme change in the transition policies as a currency board was introduced in July 1997. It did quickly “anchor” down inflation to one-digit annual rates, as evident in Figure 7.1, but also had some other effects on the economy – more about exchange-rate regimes and transition is to come in Lecture 8.

3. Output Effects of Price Liberalisation: expectations and reality
3.1. Up to here, we have just looked at the inflation effect of freeing-up the prices formerly fixed by central planners. We now turn to the real effect of price liberalisation during transition, concentrating on the response of aggregate output.

3.2. One of the most striking stylised facts about transition is the considerable, and sometimes quite prolonged, fall of real GDP in Eastern Europe. There have been disagreements about how precise are the figures that were published, especially the earlier ones. These were mostly based on industrial production and, being of the order of 30%, overstated the output fall by not appropriately accounting for the role of services and the emerging private sector as well as the informal economy.

3.3. Subsequent data revisions have introduced more precision in those estimates. The revised data, based on final expenditures as measured by GDP (and not on industrial production), are not that scaring as the originally released ones, yet the (average) magnitude of the transition output decline they report remains impressive. The cumulative fall in real GDP does not reach the 30%, typical for the Great Depression, in Poland, Hungary, the Czech Republic and Slovakia, but largely exceeds this “threshold” in Russia and Ukraine. For most other transition countries the output fall is somewhere along the range defined by the above extremities.

3.4. We make use of such rather credible statistical information in Figure 7.2 (at the end of the lecture), by relying on the same source as mentioned before, i.e. IFS-ESDS. Looking at these graphs as well as at their earlier counterparts in Figure 7.1, several findings appear worth mentioning:

a. The greatest output fall in most shock-therapy countries generally coincides with the timing of the price liberalisation.

b. This initial output decline tended to persist in a less and less severe manner several years in a row.

c. In gradualist countries the output fall, if observed at all (which is not the case of China – see Figure 7.2), cannot be attributed to any initial and comprehensive price liberalisation. It has instead often been explained with the external shock of the CMEA breakdown in 1991 (the case of Hungary – see the figure) and the gradual loss of Soviet markets: recall that trade between former Comecon partners passed to world prices while Western competitors began offering in these “new” markets either cheaper products, or of better quality, or both.

d. A lesson to learn is also that indecisive transition with reform reversals, due to stronger political constraints and to effects of much harder social consequences of half-way reforms, has manifested itself in a second major output fall after the economy has once bottomed-out, as in Bulgaria (1991 and 1997).

e. Another interesting fact, not seen on Figure 7.2, is that for the years prior to liberalisation a substantial output fall was already reported in some ex-USSR countries – certainly in Russia and Ukraine.

4. Explanations for the Output Fall: why recovery did not always follow soon?
4.1. We now turn to the suggested explanations for the decline in real GDP after the initial price jump in countries like Poland and Russia which opted for a shock therapy. We also try to understand in what sense Russia was different from Poland so that a seemingly similar transition strategy, that of the big bang, has brought about different output responses: a relatively quick recovery in Poland after the initial fall and an absence of recovery in Russia for many years.

4.2. It is difficult to classify the various reasons suggested in informal accounts and formal models as the principal cause of the output fall in the early stages of transition.

4.3. Lavigne (1999) – following Nuti (1993), “Economic Inertia in the Transitional Economies of Eastern Europe”, in Uvalic, Espa and Lorentzen (eds.), Impediments to Transition in Eastern Europe, European University Institute, Florence, pp. 25-49 – enumerates three main types of reasoning, called respectively:

a. the “incredulity” approach: the fall is mostly an illusion, due to imprecise measurement

b. the “complacency” attitude: output had to fall, if not that deeply, due to:

1. external shocks: the policy-makers’ scapegoat

2. systemic disorganisation: the disruption of former links among centrally planned unities which were not immediately replaced by functioning market mechanisms

c. the gradualist alternative: better follow China’s example instead of the prescriptions under the Washington consensus

4.4. In surveying that kind of literature, Roland (2000) divides, in turn, the explanations of the output decline during transition into:

a. purely macroeconomic explanations: aggregate demand/supply analysis

i. excess fall in aggregate demand associated with restrictive stabilisation policies

ii. simply postulating a fall in aggregate supply

b. microfounded explanations

i. informal stories: the output fall is related to price liberalisation, in particular to the speed of closure in the shrinking sectors (due to the changed relative prices) which has been excessive

ii. formal models

1. the credit crunch hypothesis put forward by Calvo and Coricelli (1992), “Stabilising a Previously Centrally Planned Economy: Poland 1990”, Economic Policy 14: 175-208: high interest rates + hard budget constraints => enterprises strongly reduced their demand for credit… but: 

a. interenterprise arrears

b. recent evidence of a weaker “credit squeeze”

2. models with labour market frictions that result from sectoral shifts, such as Atkeson and Kehoe (1996), “Social Insurance and Transition”, International Economic Review 37: 377-402,… but:

a. sectoral shifts in other economies do not generally lead to such big output losses

b. evidence that sectoral shifts have not been too strong in transition countries

3. models with monopoly behaviour of enterprises after liberalisation: Blanchard (1997), The Economics of Transition in Eastern Europe, Clarendon Lectures, Oxford University Press,  and Li (1999), “A Tale of Two Reforms”, Rand Journal of Economics 30: 120-136, suggested a “double marginalisation” argument:

a. the central planners behaved like a single vertically integrated monopoly

b. liberalisation led to multiple monopolies charging monopoly prices to downstream monopolies… but:

c. while true in a closed economy, this argument loses strength in an open economy after trade liberalisation has created import competition, eliminating the monopoly effects

d. moreover, empirical evidence for low concentration levels in Russia was found (which may however be compatible with regional monopolies and which may miss to account for the strong specialisation bias of enterprises  inherited from central planning)

4.5. All these explanations are valid only partially. Furthermore, a crucial flaw in all of them has been that they assume markets as functioning, and thus apply standard demand and supply analysis (at a macro or micro level), which was, of course, not the case in real-world transition economies.

4.6. Two more recent models have therefore attempted to go deeper into the matter, “at a more inframarginal level than the level of markets, looking at the decision problems of individual producers” in the terminology of Roland (2000). These models stand out as innovative at the background of the preceding literature insofar they do not assume that markets already exists at the time of liberalisation or that markets are created instantaneously. What both these models propose as the principal reason for the output decline during transition are the disorganisation effects of liberalisation on existing production links. The models differ, however, in what is considered in them to be the more profound cause of this disorganisation.

a. The first model, Blanchard and Kremer (1997), “Disorganisation”, Quarterly Journal of Economics 112: 1091-1126, sees liberalisation as creating disorganisation of existing production links as a result of inefficient bargaining when legal contracting institutions are absent

b. The second model, Roland and Verdier (1999), “Transition and the Output Fall”, Economics of Transition 7: 1-28, derives disorganisation from search frictions and investment specificities:

i. the absence of pre-existing markets makes search more costly

ii. as a result of investment specificity, agents will only invest once they have found long-term business partners

4.7. A second important difference between these models is that

a. Blanchard and Kremer (1997) is not really a dynamic model, so the output fall can be

i. either understood as a comparative static exercise

ii. or interpreted dynamically as leading to a permanent output fall

b. Roland and Verdier (1999) features, in turn, only an initial output fall followed by a higher level of output than under socialism

4.8. In the above sense, it appears more appropriate to apply Blanchard and Kremer (1997) when explaining what happened in countries like Russia or Ukraine, whereas Roland and Verdier (1999) is a model that would better explain the case of countries like Poland or the other East European economies. This point may help us answer to a provocative, but reasonable question: Why have so similar policies, shock therapy in both cases, produced so different outcomes in Poland and in Russia? Basing our reply on the analysis in the two models just summarised, a plausible explanation may be that former Soviet Union countries have suffered from a permanent income shock, where as the shock has been temporary in the case of Eastern Europe. 

4.9. In addition to the above interpretation, other models have emphasised once again the political constraints at play. Russia and transition economies with similar output paths have essentially become the victim of government collapse, so that law enforcement has turned out impossible in the face of the spontaneous emergence of criminal activity preying on private producers. Markets, it seems clear now, did not come into being so quickly when the state withdrew from administering economic activity in such countries as did mafia-like structures, taking profit of the institutional vacuum (and social chaos). The lack of rule of law in the Russian case, and similar cases of transition, has led to an increase in predatory behaviour that has had adverse effect on productive activity. This is another reason why in Russia there was a considerable slowdown in the emergence of the new private sector, and consequently of an output recovery. Models such as Johnson, Kaufmann and Shleifer (1998), “The Unofficial Economy in Transition” Brookings Papers on Economic Activity 2: 159-239, and Roland and Verdier (1999), “Law Enforcement and Transition”, No. 262 in William Davidson Institute Working Papers Series, have recently addressed issues of government collapse which fails to ensure law enforcement, a new avenue for research into less successful post-socialist reforms.
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Figure 7.1
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Figure 7.2

� In choosing the country cases illustrated in the figures at the end of the lecture, we have been guided by two criteria: (i) the longest time series available; and (ii) the usefulness of a country case as an illustration of a particular empirical or regional tendency. Because of shorter periods of data availability, we have not included some of the East European countries (e.g. the Czech and Slovak republics) in our two figures; and due to other data problems, we have not been able to include many former Soviet Union (e.g. Russia in the second figure) and Yugoslav countries. The benefit from having less, but quite representative country cases in terms of our second criterion, is nevertheless that the trends stand out more clearly and comparisons between differing patterns are easier.
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