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Foreword

Occasional Papers is a monograph series established as an avenue for the publication
of policy analysis and operational research undertaken in the Bank. As the activities and
experiences of the Bank broaden and deepen, there is greater scope for such policy analysis
and operational research, as a basis for the discussion of issues and the formulation of new
operations and policies.

Occasional Papers is meant mainly for distribution within the Bank. However, papers
under the series are also available on request to interested readers outside the Bank.

Occasional Papers is the fifth in the Economics and Development Resource Center’s
research monograph series program. Other series and titles in each series are shown at the
end of this paper.
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CMEA
DM
FSU
GATT
GDP
GNP
IMF
RS
LAO PDR
NTE
PRC
SLORC
TEAs
VAT

Abbreviations

Council for Mutual Economic Assistance
Developing Member Country

Former Soviet Union

General Agreement on Tariffs and Trade
Gross Domestic Product

Gross Natonal Product

[nternational Monetary Fund

Internal Revenue Service

Lao People’s Democratic Republic
MNontariff Barriers

People’s Republic of China

State Law and Order Restoration Council
Transitional Economies of Asia
Value-Added Tax
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Abstract

Virtually all the world’s formerly planned economies have recently undertaken
systemic reforms with the ultimate objective of replacing central planning with reliance on
market mechanisms. The proposed reforms have been fundamental and have had significant
impact on all sectors of the economy. Implementing these reforms has proved difficult for
a number of reasons, including the lack of historical precedents from which to derive
lessons.

To date, the results of the liberalization efforts in Eastern Europe and the former
Soviet Union (FSU} have been disappointing. While some signs of economic recovery have
started to emerge in Poland, the former Crzechoslovakia and Hungary, output has gEI‘lEI‘EI"}'
fallen. The decline has been most rapid in the countries with the most ambitious
liberalization programs. In contrast, output in the transitional economies of Asia
(TEAs)}—comprising the People’s Republic of China (PRC), Lao People’s Democratic
Republic (Lao PDR), Mongolia, Myanmar and Viet Nam—has generally continued to grow
after liberalization at more or less the same rate as during the pre-reform period, Price
stability has also generally been maintained in the TEAs.

Initial conditions and exogenous circumstances account for much of the ditference
in economic performance between the TEAs and Eastern Europe and FSU, but different
approaches to design and sequencing of reforms have also been important. The "Asian
approach” to design and sequencing corresponds mainly to the approach of the PRC, but
it is also largely consistent with the experiences of Lao PDR, Myanmar and Viet Nam.
Mongulia. which 1s following the Eastern European approach, is the sole exception.

The Eastern European and Russian approach to reforms, frequently described as the
big bang approach, has invelved sweeping transfers of property rights, sudden price
decontrol, and trade and foreign exchange liberalization. The basic objective of this approach
i5 to convert the centrally planned system into a free market economy in the shortest period
of time, In such a context, the question of how to sequence reforms is relatively irrelevant.
The gradual approach of the TEAs has made the question of sequencing more important.

The "standard approach” to sequencing reforms, generally associated with the
International Monetary Fund and World Bank, places macroeconomic reforms ahead of
microeconomic ones, The "Asian approach” is "bottom-up” and has put most microeconomic
reforms (including institutional reforms—agricultural and industrial enterprise reforms, and
reforms of the legal framework under which enterprises operate—and price reforms) earlier
than most macroeconomic reforms (including fiscal, monetary and foreign trade reforms),
This has been instrumental in developing relatively efficient commodity markets and
eliciting quick supply responses. It has also made it possible to control inflation and to
reduce the social costs of adjustments.

The TEAs and Eastern Europe have also taken ditferent approaches in such areas as
enterprise, price, exchange rate and financial reforms. In designing enterprise reforms, the
TEAs have encouraged the development of the nonstate sector while improving corporate
governance of state enterprises by increasing autonomy and accountability. This contrasts
with the Eastern European approach, where outright privatization has been given increasing
priority on the reform agenda. The TEAs have also generally recognized that a certain
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amount of industrial dualism (where the traditional "soft budget” enterprises—that is,
enterprises that receive subsidized credit from state banks—co-exist with newly liberalized
‘"hard budget” enterprises) is inevitable during the initial stages of reform, and that different
price, exchange and financial arrangements are required for the liberalized and
nonliberalized sectors.

This gradual and cautious approach is very different from the big bang price
decontrol implemented by the Eastern European countries and Mongolia, in which state
enterprises with soft-budget constraints could suddenly bid and negotiate prices freely for
all goods and services. This resulted in a price explosion at the producer level and very
rapid inflation.

Without denying the great importance of the difference in initial conditions among
countries, the findings of this study still contain valuable lessons for the TEAs and
transitional economies in Eastern Eumpe and Central Asia. These lessons are:

(i}  The dominance of agriculture and light industry is a definite advantage to
reform. When a producing unit is a household or small enterprise, profit and
income maximization comes about more or less naturally.

(ii} ~ The presumption that a free market will emerge overnight if the infrastructure
of central planning is eliminated and the market is freed—is wrong. Scrapping
the central planning system is a necessary condition for the evolution of a
market system. Unless, however, there are rudimentary institutions that can
be readily converted to effective market-based structures that facilitate
production and distribution, the transition process will be difficult and
lengthy.

(i)  Creating opportunities for nonstate enterprises (including small-scale private
businesses) and improving corporate governance of state enterprises is more
important than privatization as such.

(iv)  Outward-oriented trade policies increase competitiveness and efficiency and
also probably increase growth and investment prospects.

{v) Unless the political situation dictates otherwise, gradualism can work.
Government regulatory intervention has an important role to plav during the
transition period. Also, during the transition period, different price, exchange
and financial arrangements will be required for the liberalized and
nonbiberalized sectors.

(vi) In terms of sequencing policy reforms, fiscal and monetary policies are less
important in the near and medium term than what standard policy
prescriptions make them appear. Institutional reforms and price reforms are
more important at the early stages. At a later stage, however, as
macroeconomic instability develops, effective fiscal and monetary policies will
have to be in place.




While the initial success of the TEAs is laudable, the process of reform is far from
complete. Reforms have lagged in Myanmar, and Mongolia has adopted a big bang
approach to liberalization. The road to reform is long and arduous even in the more
successful TEAs.

While state enterprise reform and macroeconomic adjustment have proved difficult
for all the TEAs, most have achieved considerable success in reforming agriculture and small
industrial enterprises. Success in reforming large state enterprises has been modest. There
is an urgent need for a comprehensive restructuring program for state enterprises. A proper
legal framework that establishes and regulates the exchange of property rights, enforces
contracts and bankruptcies, and sets the rules governing the entry into and exit from
productive activities is also required.

PRC, Lao PDR and Viet Nam have reached a stage in their reform process where a
failure to move expeditiously on macroeconomic reform could place at risk the successes
achieved so far in the microeconomic areas. The most urgent need is fiscal reform, followed
by improvements in the finance, foreign exchange and commercial sectors. Specific

recommendations and policy agenda which could be considered by the TEAs are
summarized in the paper.







