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1

INTRODUCTION


The neo-classical theory clearly shows that a liberalized (free market) economy is more efficient than the controlled economy, except when there are major externalities, incomplete markets, distorted market structures, or issues relating to the provision of public goods, in which case certain taxes or other forms of government intervention are recommended. The neo-classical theory gives us the welfare theorems, the complete  market (Arrow-Debreau) theorems, the comparative advantage theorems, and others of this nature which need to be modified to incorporate aspects of reality. Most attempts to incorporate imperfections are at the partial equilibrium level, and even where some form of external intervention is indicated, the comparative static results do not indicate the path of adjustment. In other words, the neo-classical model is not easily capable of leading us to an understanding of the steps needed to reach the free market state. 


Instead of “steps” and “sequencing,” therefore, the neo-classical economist would recommend that reforms be  rapidly implemented (e.g.,  Krueger, 1986). This recommendation is dictated both by welfare as well as by credibility considerations. From the welfare point of view it is pointed out that retention of controls induces severe distortions in resource allocation and results in welfare loss. Credibility in this context assumes that agents have rational expectations and if any weakness in the reform process is noticed by them, then their beliefs about the objective or pace of the reform process will get confused, leading them to behave in some other non-optimal fashion. Some models of sequencing in the neo-classical mold have been attempted,
 but as expected, sequencing is not found to have a significant impact on the behavior of real output and real prices, particularly in the long run.  These researchers therefore believe that the sequencing of reforms is at best a short term issue, and the discussion centers around minimizing short term costs to the society.


On the other hand, the political economist finds enough complexities in the process of reform to recommend sequencing. Primary considerations would be the political fall-out, taking the people into consideration at each step, and institutional reform. Evidence suggests that the political economist is correct here. The cases when reform was sought to be introduced using the “Big-Bang” method, such as in Eastern Europe, have generally ended up in distress. A typical proponent of this political economy approach is Edwards (1990).  He recognizes two opposing effects of gradualism on credibility.  Gradualism  reduces unemployment effects and by allowing for a stable fiscal equilibrium improves the credibility of reform.   But it also gives different groups opposing price vectors. Additionally - and this is the point of focus of this paper - it appears to be of little interest to consider merely the gains accruing from efficiency - which would presumably peter out as the markets become efficient. The implicit if not explicit objective of  reform everywhere has been to give a strong push to long-term sustainable growth. Therefore the political economist is interested in knowing how the sequencing of liberalization is linked to growth. 


The consideration of questions as wide-ranging as these would naturally lead us away from the straight-jacket of neo-classical economics. We therefore begin with the neo-classical model, but add certain features which are empirically seen to have played a vital role in the growth of nations worldwide. These are primarily the psychological factors such as the scientific attitude, and institutions such as social, political, and judicial. Then we look at the “correct” sequencing based on these broader, or institutional, considerations. 

2

THEORETICAL PERSPECTIVE 


A very vital consideration has to be history. It is clear that the First World did not achieve its current economic status as a consequence of deliberate sequencing. There was instead a natural evolution of the societies and institutions which took place over a very long period of time. There has also been an increasing public intervention into economic affairs, such as in primary education and in research and development.
 There was very little of the purely neo-classical in this evolution, but the result of the process was long term growth. It appears that these societies succeeded in designing their incentive systems in a way that most individuals were willing to do their best in order to succeed. Therefore we need, in the ultimate analysis, to look at markets and institutions as being efficient only when they succeed in setting into place incentive systems whereby each individual is motivated to put in his or her best effort.


Let us look a little more closely at the evolution of institutions and social capability in these successful nations. First, the scientific revolution commenced in some of the European nations. Second, institutions developed in these nations that led to the development of contractual law which assisted these nations in developing a “long reach” across the world.
 Third, the demand for skilled industrial labor led to the imparting of primary education to the masses by many means, including by the public sector. Fourth, political institutions came into being over the course of time whereby each individual was provided equality of opportunity and of rights. This did not happen all at once. There were many failures along the way. There was economic and political exploitation, the inhuman aspects of which have been documented by authors such as Marx. The path toward political equality and democracy was not an easy one in any of these nations. But at the end of it they managed, by and large, to establish some extremely efficient institutions.


In continuation of the fourth point above, it is hypothesized here that building successful economic institutions can at best lead to the initiation of modern economic growth (MEG). The sustainability of this growth needs respect for pluralism in the society, ultimately through some form of democracy. We therefore attempt to frame a two-step model of sustainable growth, keeping in mind that it is extremely difficult to create a model which will explain all situations arising from liberalization. 
Figure 1:  STEP 1 of the model 
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The catalysis through social capability incorporates economic and social institutions which lead to economic efficiency, apart from the provision of education to the people. Nabli and Nugent (1988) recognize that, “... by affecting transaction costs and coordination possibilities, institutions can have the effect of either facilitating or retarding economic growth.”  North (1990) shows how institutions had a major role to play in the economic success of the north America. According to him, the origin of such institutions can be traced to colonization by England which had in the mean while built up efficient institutions of its own. On the other hand, Latin American countries were colonized by Spain which had a relatively inefficient institutional structure.  An even stronger statement can be made than this: there appears to be no sign of convergence between North and South America despite common ideological influences. North (1990:117) believes that in the former, the institutional framework permits complex impersonal exchange whereas in the latter, personalistic relationships are still the key to much of political and economic exchange.
 Ostrom, Schroeder and Wynne (1993) analyze at length the practical aspects of building institutions which offer suitable incentives to operate rural infrastructure, and overcome the problems of transaction costs, information asymmetries, rent seeking and free riding, among others. We believe that this is a critical aspect that “sequencing” must address, viz., the use of economic and political theory to quicken the pace of development of institutions that work. 


Another  illustration of the importance of institutions would be the stock market crash in India of 1992 when about $2 billion in capitalization was wiped out in less than a week. This crash was precipitated by the failure of the banking and capital market institutions which did not develop a system of checks and balances to prevent the outflow of bank funds illegally into the stock markets as interest rates rose due to monetary contraction
 and the value of the government securities held by the banks declined substantially. The central bank had a six-month lag in the monitoring of such flows, and was ill-prepared for the illegal capital flows taking place in the economy. Theoretical economics has little to offer in building institutions of this nature. Nations must therefore take recourse to empirical analysis and comparison with successful systems.

Figure 2: STEP 2 of the model
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There is nothing in neo-classical economics which leads to the conclusion that liberal capitalist democracy is in any way an optimal institution for a society. In fact, we see repeatedly that the social planner’s (dictator’s) optimum is at least as good as the market optimum in most cases and in many cases it is even better.
 As far as political systems are concerned, research in the neo-classical paradigm has shown that democracy extracts welfare costs since the politician is always seen to be maximizing his votes at the time of the elections rather than maximizing the welfare of the people (Cukierman and Meltzer:1991). This implies that the longer the delay to the elections, the more “optimal” is the result for the society. In other words, the theoretical ideal would be to have no elections, ever, thus nullifying democracy altogether. Another interesting result by Arrow, shows that in representative democracy, majority decisions do not always lead to a consistent collective preference ordering (Doel and Velthoven:93), which means that people could end up in cyclical decisions, choosing what most of them did not want in the first place.

It is sometimes argued, perhaps in the neoclassical strain, that reforms require authoritarian regimes to curb resistance which such reforms are likely to generate. But, generalizing the experience with reform in eight countries
 Bates and Krueger (1993:459) state that, “We have found little evidence for  a relationship between economic reform and political authoritarianism.” This confirms to the model presented above, in which the political form of government is not critical in the initial stages of reform - except perhaps when there are excessive distortions in the price system created by communism or other ideologies - and hence we exclude it from step 1 (i.e., the initiation of growth). 

But on looking at the long run sustainability of economic reform and growth, we seem to have incontrovertible evidence that democracy is imperative. The theoretical foundations for this necessity of democracy come from the liberal political economy paradigm.
 This paradigm takes into account not only the form the economy and its institutions must take, but also the form of government and its role. For political economists,  it is not enough to study the circulation of commodities in the marketplace. They focus on “the nature and dynamics of the mode of production found in a capitalist society and its relation to the legal and political superstructure as well as the forms of social consciousness that arise out of it” (Stone and Harpham:12-13). The conclusion of the liberal paradigm is supported by data. We see, in Table 1, that there is a very strong relationship between economic success and democracy in the long run. 
Table 1: Relationship between democracy and long run growth

A.  Leaders in growth


USA

Democracy


UK

Democracy



France

Democracy


Germany
Democracy



Australia
Democracy


Canada

Democracy


New Zealand
Democracy

B.  Followers in growth


B.1
Successful followers


Japan

Democracy


Korea

Democracy


Turkey

Democracy


Taiwan

Democracy since 1991


Indonesia 
Unstable democracy


Thailand 
Partial Democracy


Malaysia
Constitutional Monarchy


China

Not yet, but pro-democracy movements are taking shape; cultural 


pluralism has already commenced.


B.2
Less successful followers


Mexico
Democracy


Argentina
Democracy in fits and starts (alternating with military junta)


Colombia
Democracy (under the control of drug lords?)


Chile

Democracy since 1990



India

Democracy 


Pakistan
Democracy in fits and starts (alternating with military rule)



Erstwhile

USSR

One party democracy till 1989.

B.3
Least successful followers



Sub-Saharan 

Africa

Difficult to find democracies 


This model does not throw light on the question of “sequencing” of  reform. ‘Optimal sequencing’ does not exist as there is no theory to support it. Instead of looking at theory to help us out, we have to look at the liberalization experience of various nations to guide us. 

3

TRADITIONAL COMPONENTS OF REFORM


Macro-economic reform, traditionally, has comprised of the following components (listed in no particular order).

*
Institutional reform: “Success in economic reform often depends heavily on complex institutional reforms”(Roemer et al, 1991). Such reform could involve things like dismantling the licensing authorities, making customs authorities more honest, creation of new financial institutions and instruments, efficient infrastructural investment which may be helped by decentralization of government activities, etc. 


Bates and Krueger (1993: 462) found that at least in the initial stages, macro-economic reforms lead to  increase in the power assumed by the government. Therefore, expansion of market reform seems to require strengthening of the state, particularly of its bureaucracy, in order to ward off pressures from different interest groups and to implement reforms in a non-partisan manner. They call this the “institutionalization” of policy reforms through creation of powerful economic bureaucracies.  For instance,  in Korea the President placed economic  technocrats  under political protection and empowered them with power to set sectoral and firm-level targets. Thus they argue that institutional reform  is a crucial component of the politics of economic policy reform.
*
Stabilization. This involves keeping inflation in check through fiscal and monetary instruments. On the fiscal side, this involves the cutting down of deficits to below approximately 3% of GNP. On the monetary side it usually means keeping money growth at reasonable level (based primarily on the real growth in demand).



*
Product market reform (industrial policy). This usually involves delicensing while providing selective protection (strategic promotion) to some industries in the initial stages. The second major component of this is privatization of public sector industries to the extent possible. A third component is technology liberalization whereby favorable terms are provided for foreign collaboration. Directed flows of DFI to provide competition to domestic firms are the fourth component of product market reform. 

*
Labor market reform. This involves the change in attitudes toward workers who are now seen as partners and not as “labor” alone. Japan’s involvement of workers through the QC approach (quality circle) is a typical example. It also involves providing the right to “restructure” an industry by firing excess workers, as well as providing an exit policy to industry, i.e., the right to file for bankruptcy. The final objective is to achieve classical flexible wages.

*
Financial sector reform. This includes capital market, banking and insurance market reforms, among others. For example, competition can be provided in these areas through admitting foreign banks. The reserve ratio for banks can be reduced, thus increasing the risk they face [which will ensure that their lending policies become more careful], and promoting venture capital. Denationalization of the banking and insurance sectors can provide the much needed competitive spirit to these natural oligopolies. Capital markets can be exposed to foreign investment through portfolio investment and thus exposed to the global trends in the product markets and technology.

*
External sector reform. This is targeted toward a stable current account position. Its components are usually the minimization of non-tariff barriers, the reduction in tariffs, and exchange rate reform - making the latter more flexible. Other parts of external sector reform would be capital account liberalization, involving fully open DFI and portfolio investment, as well as foreign borrowing by the domestic private sector.


In the following two sections we will seek to determine a ‘good’ sequencing of these reforms, in the context of the political economy perspective which we have outlined earlier. 

3

VIEWS ON SEQUENCING AND ANALYSIS OF ISSUES

3.1 
VIEWS ON SEQUENCING 


Given that there is very little available from theory to guide us on sequencing of reform,  we undertook a brief literature survey - far from comprehensive - seeking to examine how some researchers think about this issue. 

View 1: Stabilization first and trade reforms next

Sachs (1987), McKinnon (1984) and Fischer (1986, 1987) recommend that stabilization policies be implemented first, to be followed by external sector reform.  India has seen a spurt in growth rates of GDP to close to 7% per annum for the last two years. They argue this would avoid the overvaluation of currencies that is found in nations with fixed exchange rates and high fiscal deficits, apart from avoiding the price volatility typical of such nations. But Rodrik (1990) notes that though stabilization  should precede structural reforms, in practice, countries have found it difficult to stabilize fully in their first attempts, and therefore other components of reform get implemented amidst on-going stabilization. When we look at data, we note that stabilization was almost invariably the first step in the successful reforms attempted by East Asian nations (World Bank, 1993: 148-155). We also note that where stabilization was not completely successful (as in the Latin American nations), the reform process has rarely achieved its objectives. 

View 2: Simultaneous stabilization and trade reform

On the other hand, Krueger (1981, 1984), and Corden (1987) find that there is little correlation between these two sets of reform measures, and that the costs of high trade barriers are too high to postpone trade reform. They also caution that overvaluation of the currency should be avoided. Thus it is possible in some cases, particularly when domestic inflation is relatively low, to initiate external sector reforms simultaneously with stabilization. But in general, from the experience of successful nations, one learns that while devaluation can be initiated simultaneously with stabilization, trade reform and the float of the currency must wait for a while. 

View 3: Factor market reform and social security

Krueger (1986) believes that labor markets need to be highly flexible from an early stage in the reform process, in order to allow factors to be moved from one use to another as opportunity costs change over the course of reform. We support this view too, but are not optimistic about this being successful if implemented at the very outset. Its successful implementation would often require a period of increasing domestic competition in the economy which would make everyone realize that it is in their interest to go in for labor market reform. It also requires a simultaneous building up of a safety net or a preliminary social security system to care for those who are too unskilled and old to be of much use in the economy. 

View 4: Capital account liberalization and ER float at the beginning of reform

Using a political economy argument, whereby efforts need to be made to overcome short term costs (e.g., unemployment and bankruptcies), some authors contend that (Little, Scitovsky and Scott (1970) and Krueger (1981, 1984)) reliance on foreign funds and strong multilateral assistance can tide over the transition. This implies that barriers to capital movement need to be reduced before other reforms are introduced. Lal (1986) believes that a freely floating exchange rate and to some extent a convertible currency is crucial for a liberalized economy. Hence capital account liberalization, according to these authors, should be the first step.  We do not quite agree with this view as massive capital inflows need to be managed carefully when the reform process begins  - which is precisely the period when the institutional base is likely to be weak and unable to support these kinds of flows. We illustrate using the case of the unsuccessful/ relatively unsuccessful reform process of Argentina and Uruguay (Figure 3 below).

Figure 3: Pre-mature introduction of Capital Account Convertability
(Based on the experiences of Argentina and Uruguay)  
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View 5: Capital account liberalization at the end of reform

Contrary to the previous view, therefore, several other researchers have argued against opening up of the capital account too early in the reform process. Prominent among these are McKinnon (1971), Edwards (1989, 1990), Edwards and Wijnbergen (1983, 1986), Rodrik (1987), Corden (1987), and Calvo (1987).  Summarizing the main conclusions from the 1985 World Bank Conference on Dynamics of Structural Reforms, Edwards (1989: 15) remarks: “...there was widespread agreement that the most appropriate sequencing of reform would postpone capital account liberalization until trade reform is completed.” Edwards (1990:3) reasserts that, “... the first, and perhaps the only generally accepted principle in sequencing, is  that international capital controls should be lifted after the domestic financial market has been reformed and domestic interest rates have been raised. In turn interest rates should be liberalized only after fiscal deficit is under control.” We tend to support this view. 

Some arguments against introduction of capital account early in the reform process are:

i.)  
Opening up of capital account results in excessive capital inflows. Consequently  the real exchange rate (RER) appreciates, whereas trade reform would require a depreciated RER to give boost to the export sector and neutralize the effect of reduction in tariffs on imports (McKinnon, 1973), Edwards (1989a, 1989b).
 

ii) 
Opening of the capital account makes exchange rate management difficult (Corden, 1987)

iii) 
There are differences in the time required for adjustment in the asset and goods market. While the asset market adjusts fast goods market is slow in adjustment. Hence trade reforms should precede capital account liberalization (Frenkel, 1982).

iv) 
Opening of capital account  when  there is lack of credibility would result in  excessive imports financed  from international sources (Calvo, 1987).


McKinnon (1982) and Edwards (1990) attribute the superior performance of Chile when compared to Argentina and Uruguay (all of which implemented reforms in the mid sixties) to differences in the sequencing of reforms adopted. While Argentina and Uruguay adopted capital account openness fairly early in the reforms process, Chile did it only at the end of the reforms process. They believe that before trade reforms are put in place the fiscal deficit has to be eliminated and turned into surplus, so that the government is not constrained to seek external finance to fund its deficit. In Chile fiscal reform was introduced first followed by domestic financial and goods market reform. Capital controls were removed at the very end.  On the other hand, in Argentina, the fiscal deficit was still at 11.3 per cent of GDP in 1980, while controls on the domestic financial sector and on capital movements were removed early on in the reform process. In Uruguay capital controls were removed first, followed rapidly by reform in the domestic financial sector. The liberalization of goods market came last and was never implemented (Edwards, 1990:7).


This view is also supported by the successful sequencing seen by the East Asian nations (World Bank, 1993: 148-155). According to Bhattacharya and Linn (1988) who looked at the East Asian experience,  the ideal sequencing is to reform the real sector followed by the financial sector, and finally capital account liberalization.

3.2
SOME ISSUES
3.2.1
The role of  initial  conditions and the pace of reform:

Relatively little attention has been paid to an examination of initial conditions. One example of such a discussion is in Caprio, Atiyas and Hansen (1994) who look at the experience of financial sector reform in six countries  (Korea, Malaysia, Indonesia, New Zealand, Chile, and Turkey). The results of their finding are summarized in Table 2 below:


Table 2: Experience of  Selected Countries with Financial Reform

Country
Initial Macro Economic Conditions
Initial Market Orientation of the Financial Sector
Initial Restrictions on Capital Flows
Approach to Reform
Whether short term Crisis  Resulted

Korea
Favorable
Moderate
Closed
Gradual
No

Malaysia
Favorable
High
Open
Gradual
No

Indonesia
Favorable
Moderate
Open
Gradual
No

New Zealand
Moderate
Low
Open
Big Bang
Yes

Chile
Unfavorable
Low
Open 
Big bang
Yes

Turkey
unfavorable
Low
Closed
Big Bang
Yes

Source: Summarized from Chapter 5 of  Caprio et al., (eds.) (1994). Financial Reform: Theory and Experience. Cambridge: Cambridge University Press.


It appears from this that a gradual approach to financial sector reform usually helps avoid short term crises. Facilitating this outcome would be favorable initial macro conditions and greater initial market orientation of the financial sector. It also appears that the big bang approach under unfavorable initial macro conditions and low market orientation almost surely leads to a crisis. Based on this kind of analysis, perhaps, the Indian experience in financial sector reform seems to be an appropriate one, with the following steps implemented over five years.

a) 
Gradual reduction of the reserve ratios to targeted levels (parallel with the commitment to reduce fiscal deficit). 

b)  
Banks made to comply with stricter disclosure norms by duly recognizing the non-performing assets in their financial statements. 

c) 
Strengthening  competition by allowing ten private banks to compete  with existing Public sector Banks. 

d) 
Gradual interest rate deregulation.
  


Further steps required would be privatizing the nationalized banks, promoting foreign competition and introducing new risk management products in the financial markets.


Ranis (1991) has created a model to endogenize development policy change. He pays particular attention to the initial conditions facing a nation, primarily the resource conditions. This approach, while extremely new, is worth exploring as a tool helping in the design of appropriate sequencing. On the pace of reform, most researchers have argued for gradual reforms to minimize short  term costs to the society, as already discussed above. Edwards (1984) and Edwards  and Wijnbergen (1983, 1986), using an intertemporal (two period) model argued that slow liberalization results in rise in present period savings thus reducing the extent of possible distortions induced by reforms. Edwards (1989a)  observes that  gradual trade reform would reduce unemployment dislocations. One tends to agree with Edwards, as we look at the associated issue of political economy below.

3.2.2
Political economy issues:

According to Krueger (1986), the most serious problem with reform is the political resistance it can generate. “Without a proper understanding of the political consequences of structural reforms, the potential alienation of important constituencies may jeopardize the adjustment process at its inception and lead to a return to the “status quo” (Agenor et al, 1996: 534). This is what has happened in many Eastern European nations. If the people are not convinced that reform will be good for them, then the entire process of reform can receive a set-back. It is therefore vitally important to involve people, and mitigate personal loss among the sections which are likely to be hit adversely by reform.


The political business cycle also can easily threaten to undo the work on stabilization and lead to oscillating reform (Agenor et al, 1996: 536-7). According to this, leaders follow a contractionary policy when they enter government but are forced toward an expansionary policy as their tenure ends. Inflation therefore arises in many LDCs due to the political structure itself. Haggard (1991:233) attributes the unsustainability of the stabilization policies in Latin American nations at least partly to their political structure.

3.2.3
Credibility of Reform


The credibility of reforms is a major issue to be kept in mind (Edwards  and Cox Edwards (1987) and Corbo  and de Melo (1987)).  If the agents in the economy do not believe that the reforms will be fully carried out, they will surely undertake actions defeat the objectives of the reform process (Calvo, 1987). To illustrate, if agents believe that the  trade liberalization will be reversed,  they will import consumer durables in bulk while imports are allowed, using capital account convertibility and also by resorting to foreign credit. This will result in unsustainable current account deficit and falling reserves of the central bank which may in fact force the reversal of the trade reform process and confirm their beliefs. Therefore, Calvo argues that where governments lack adequate credibility, capital account should not be liberalized until the trade reform program is fully in place.

To take a specific case, Edwards (1990) points out that in Argentina,  the huge fiscal deficit was inconsistent with liberalized financial markets and pre-announced exchange rate policy. In Chile the overvalued currency  following removal of capital controls was inconsistent with long run stability. Therefore Edwards  counsels that governments should create strong institutions that assure public that government will not be able to able  to implement abrupt policy changes.
 

3.2.4
Sustainability
Rodrik (1990) considers a 2(2 matrix of reforms based on the range and magnitude of reforms. He postulates that the strategy of a large magnitude of reform in a narrow range is most compatible with sustainability. Further, hesitant reforms send the wrong signal to the agents. But this is not enough. For long-term sustainability of reform and growth, economic reform must go hand in hand with other - institutional, scientific attitude and social capability - reforms. In addition, scientific knowledge is vital to improve the institutional infrastructure in  a society.
 

We observe from a casual empirical survey across the globe that without the basis of strong institutional reform, which includes independence of the central bank, building a judicial system capable of supporting the complex contractual obligations of modern economies, bureaucratic independence, and many other associated reforms, liberalization often insurmountable hurdles. The question of the ultimate political system compatible with long term growth must also be clearly articulated and understood by all concerned, viz., a democratic system of governance. 

4

“OPTIMAL” SEQUENCING


There is clearly no theoretical or even empirical basis to arrive at an “optimal” sequencing of reform. Each case is unique, being dependent on the initial conditions including capital resource base (physical and human), the unique history, culture, and above all, the political system. But some policy recommendations do arise out of the empirical survey and theory. These recommendations are summarized in the Gantt chart below (Figure 4). It should be kept in mind that these are only indicative, and not prescriptive. Given different situations, one should be able to arrive at a different sequencing and pace of reform. It is also best if the time frame of reform is determined in consultation with the representatives of the people, and that the time frame is generally adhered to, thus enhancing credibility of the reform. 

Figure  4:  Policy Recommendations on Sequencing of Reform.
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Notes:

(
Institutional and political reform. Institutional reform is very time consuming and hence skipped in the literature. But successful cases of reform have always been associated with the building of strong and independent institutions, as is evidenced in World Bank, 1993:352. Among the major changes suggested here - already touched upon elsewhere -  are giving independence to the central bank, stronger monitoring role of the central bank, strong capital market institutions, stronger judiciary, particularly stronger contract enforcement. It is also important to develop intellectual property rights and promote private and public research and development efforts. Finally, political reform leading to democracy is essential, in our view, to sustain and foster growth in the long run. 

(
Stabilization (Devaluation and Deflation).  This will ensure that the inflation is controlled. Consequently devaluation expectations and its adverse effect on capital flight will be under check.  Low inflation will also lend credibility to the reform process.

(
Industrial policy reform. This will promote competition among the domestic enterprises and prepare them to face up to the challenges of competition form imports and  foreign companies.  DFI should be allowed gradually  starting from the  priority sectors such as infrastructure, high technology. Over the medium run, say five years, almost all sectors should be opened up to DFI.

(
Financial sector reform.  Allowing competition in the banking sector will bring down the spread and promote efficiency.  This should be followed by  allowing competition from foreign banks. 

(
Labor market reform. This aspect is vital to the health of reform. This must be designed not only to ensure the relatively free mobility of factors from one to the other use, and to promote flexible (and rising) wages, but also to provide a basic support to workers who are displaced. The setting into place of a social security system should therefore be a clearly articulated goal of the reform process.

( 
External sector reform. Trade liberalization a should go hand in hand with  industrial policy reform.  Here too gradualism is recommended, i.e., progressive reduction of import tariffs to targeted levels over a time frame. Since the inflation has been controlled, there will be no devaluation expectation. After the initial devaluation,  Currency should be floated to ensure that the exchange reflects the demand and supply. This can be done in phases  to avoid shocks.
 Financial sector liberalization  and the credibility of the policy reform  would ensure that  risk premium is reduced. These measures in turn mean that domestic interest rates are in line with international rates. Hence there is no need for destabilizing capital flows (both inflows as well as outflows).

Duration of each step: The duration of each step should be determined keeping in view the initial conditions and the political environment. It is clear that we favor gradualism, but hesitation in reform is to be strictly avoided. Reforms would require involvement of experts from other disciplines, particularly legal experts, who would assist in the development of suitable institutions at each stage.

Special case: Liberalization under crisis 

J.Sachs (cited in Rodrik, 1996:33) believes that, “In deep crises, there is simply no consensus to build upon, only confusion, anxiety, and a cacophony of conflicting opinions.” Gradualism, according to Sachs, would lead to the derailment of reform due to political opposition. In the case of Poland the shock therapy of Balcerowicz led to a resurgence of Poland’s economic fortunes at the expense of the political careers of the leaders who led the Polish reform.
 Foreign investment exceeded $5 billion by 1995, and Poland's 7 percent growth in 1995 was the highest in Europe. This has clearly been a remarkable turnaround. In fact, the depth and breadth of this “Polish shock therapy” far exceeded the recommendations of the International Monetary Fund or the World Bank (Simpson, 1996). While the political fallout has been significant, the change in leadership does not augur a turn away from reform (Sikorski: 1996). At the same time, Poland's experiments with privatization were derailed by economic, political, social and administrative problems (Rondinell, 1996). By late 1993 only 28 percent were privatized, generating only about $473 million in sales. Of the 8,443 state-owned companies only 617 had been liquidated. Further, the situation is not so rosy in other nations of Eastern Europe. Also, Russia is still to recover from the over US$40 billion of capital flight. 

Thus, while the example of Poland seems to indicate that there is considerable strength in the neo-classical model of reform (i.e., the big bang shock therapy), it seems to be a relatively isolated incident on the canvas of big bang failures. To us, it would still appear worthwhile to build a strong base in the economy through institutional reform. This would require building political consensus as also training the manpower involved. 

5

CONCLUSION


The economic reform process is basically designed to unleash the forces of  the market and thus achieve efficiency. We have however, preferred to look at it in the broader perspective of long term growth and therefore our emphasis on institutions. We believe that economic reforms in isolation are no panacea to the ills of developing countries. To quote Rodrik on this issue:

“The problem is that liberalization is frequently advertised as generating benefits  that go far beyond these static gains, and it is here that the intellectual underpinnings of liberalization policies are weakest. This is particularly the case for the oft-repeated benefits in terms of economic growth. Unlike what much current practice might lead us to believe, economic theory is generally silent  about the effect of liberalization on the rate of  growth of an economy. Increases in GNP can be registered while the one-time reallocation of  productive factors lasts, but there can be no presumption that liberalization can raise the rate of growth over medium to long run” (Rodrik, 1990:938; emphasis in the original).


According to Rodrik (1990) crucial to growth would be investment behavior. The question then would be whether liberalization leads to an increase in the investment rate. He points out that is not clear whether this will actually happen.
 The total investment in the economy is dictated by domestic and foreign savings. While foreign savings are  exogenous and volatile, there is no guarantee that domestic savings will increase consequent to liberalization. He counters the McKinnon-Shaw hypothesis that liberalization of controls will lead to increased savings rate in response to increased interest rates. 


We therefore look at the slow reformers who have been extremely successful in achieving long term growth, viz., the East Asian tigers. Their liberalization was founded on the strength of strong institutions, and we also observe how each of them is finally moving toward democracy. During the long period of time of their reform, they were able to build incentives in a strategic manner for exports, while providing for domestic competition. Thus both domestic and foreign investment was attracted to East Asian nations. 

Many LDCs, including Sub-Saharan nations, have entered into a period of liberalization in the past ten years. In most cases, the institutions were extremely inadequate, and the political commitment weak. Where reform has been based on relatively strong institutions, as in India, there has been some success.
 But unfortunately, it appears that the influence of thinkers like Sachs still dominates the IMF and World Bank. Therefore, adequate emphasis has not been placed on institutional reform and human capital building in virtually any nation. Apart from that the IMF and World Bank have not articulated the need to build democratic institutions coterminus with reform, or even emphasized the need for such participative political systems.  


It is our belief, supported by the analysis here, that if the lessons of history are imbibed seriously at the policy level, then there is no reason why LDCs should not hit the high, long term growth rates observed in East Asian nations since the 1960s.
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“Institutional reforms aimed at reducing the degree of indexation of wages may thus be a critical component for ensuring the credibility and ultimate success of disinflation programs” (Agenor and Monteil: 60).




�  For example, Khan and Zahler (1983, 1985, 1987) use a simultaneous equations model to examine the impact of alternative sequencing.


�  For example, the NASA is a major public research institution in the world. 


� Grief, Avner (1994).


�  Abramovitz, 1986.


�  Easterlin, 1996.


�  Similar considerations are analyzed in a game-theoretic framework by Grief, 1994.


� A part of the stabilization process started in 1991 in India.


�  For example, in the Human Capital model of endogenous growth by Lucas (1989).


�  These countries are Brazil, Chile, Korea, Ecuador, Egypt, Ghana, Turkey, and Zambia.


� This paradigm has had a long and distinguished history, originating in The Theory of Moral Sentiments by Adam Smith and leading to the much wider liberalism of J.S.Mill and his successors such as Leonard T. Hobhouse, John Dewey and R.M.MacIver. Almost invariably, these theories lead to a democratic solution as the political institution best suited to promote human creativity.


�  This list is not comprehensive. Nations have been included only to illustrate the point. 


�  This also played a crucial role in the recent Mexican crisis (Dec.1994). Mexico lifted controls on capital flows during 1989. Subsequently there were huge foreign capital inflows  into the economy.  The lifting of controls also coincided with the NAFTA agreement and foreigners became bullish on Mexico. During 1990-93 period the total capital inflows into Mexico was $91 billion (about 20% of capital inflows into developing countries), two-thirds of which was volatile portfolio investment. The Mexican stock index (Bolsa) boomed  during this period (1990-93) by 430%.  Obviously this was a bubble. Consequent to the capital inflows  the Peso was overvalued and began hurting exports and encouraging imports. Current account deficit reached 6.5% of GDP in 1993 and 7.7%  in 1994.  This was not a sustainable situation and the currency consequently suffered a serious setback (Data Source: Survey on Mexico, Economist, October 28, 1995).


�  Interest rate regulation began by fixing ceiling rates on deposits and floor  rates on loans of banks. This was followed by freeing interest rates on  loans above Rs. 200,000 (Indian Rupees),  freeing  deposit interest rate charged by non-banking finance companies  subject to certain compliance norms such  as credit rating from designated agencies (deposits  by these companies are not covered by deposit guarantee scheme). Non-banking finance companies also collect deposits and lend. However they are not allowed to offer regular banking  services such as checking accounts and other  such banking services


�  As an example Edwards cites the creation an independent Central Bank in Chile. which is aimed at removing the time consistency problem.


� Ostrom et al, 1993: 218.


�  India has followed a very successful exchange rate regime transition from fixed exchange rate regime to floating rate regime over a  period of  three years. In July 1991 the currency was devalued by 22%. In April 1992, the currency was partially floated (exporters were allowed to convert 60% of their forex earning at market prices, and 40% had to be surrendered at official exchange rate (which was lower than the market exchange rate).  This was followed by unification of exchange rate in April 1993. Since then currency has been stable and depreciating according to the fundamentals.  Controls on capital account ensured that there are not  too much pressures  on currency due to destabilizing flows.


� Continuing with destabilizing policies such as running huge fiscal deficits after the capital account has been liberalized could be disastrous as evidenced from the recent Mexican crisis. Mexico had delayed  capital  account liberalization till 1989 though the reforms began early in 1980s. Yet Mexico could not avoid the crisis in Dec. 1994. 


� Lech Walesa could serve as president of Poland only for five years from 1990 through 1995.  He was defeated in November 1995 by Aleksander Kwasniewski, who had led the effort after 1990 to shape the Polish Communist party into a western social democratic party. The causes of the loss of popularity of Walesa have been discussed in Simpson, Peggy (1996) and Sikorski (1996). Essentially, it appears that the people were not taken into confidence about the fallouts of the reform. 


� Recent experience by Mexico supports this contention. The domestic savings of Mexico fell from 22% of GDP to 16% of GDP in 1994 (Source: Economist, October 28, 1995).


� India has seen a spurt in growth rates of GDP to close to 7% per annum for the last two years.
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