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Instructor: Dr. Yin-Kann Wen

Annotated Outline

SESSION 4: MARKETS VERSUS CONTROLS

Reading: Textbook GPRS Chapter 5

Other references (if available)
 

· World Bank: World Development Report 1997: The State in a Changing World. 

· Vito Tanzi & Hamid Davoodi. “Road To Nowhere: How Corruption In Public Investment Hurts Growth.” Economic Issues, No. 12, IMF, 1998.

I. Introduction

A. Chapter 5 of the textbook surveys the historic debate about the scope for market forces versus government controls in promoting economic development.  The chapter reviews the strengths of the market mechanism, along with market failure problems stemming from monopolies, externalities, infant industries, underdeveloped institutions, and national goals such as equity.  The pros and cons of central planning are outlined in parallel fashion with reference to the wave of reforms that swept through the socialist world around 1990.

B. Two policy approaches for faster economic development.  Capitalist or market economy and socialist or command economy.

II. Managing Development

A. From World War II until 1980s, competition between capitalism and socialism, but neither of these systems were pure.  All market economies were mixed economies, managed by governments.  In the 1980s, the socialist countries began to adopt market systems.  Debates continue regarding market mechanisms versus controls.  *The interest of the debate has re-surged after the Asian financial crisis.

B. Market economies.  

1. Most countries depend on market mechanisms, rather than government controls, to allocate resources.  Markets are often more efficient and effective.

2. Market failures

a. Monopoly or oligopoly power can dominate the market and earn abnormal profits. Competing imports to curtail monopoly power were seldom used.  Instead, developing countries often used price controls or taxation.  

b. External economies are the benefits of a project that are enjoyed by people not connected with the project.  Examples: a hydroelectric dam benefits the downstream farmer whose production rises because the dam prevents floods; many other overhead investments.  Private investors are unlikely to undertake such investments because they cannot charge external benefits and often these investments are large.  *BOT (build, operations, transfer)

c. External diseconomies are costs not borne by the firm.  Examples: pollution fo air and water.  Polluters have little incentive to control pollution of their own.  Common resources (forest, fisheries, or open grazing land) can be used by many people who do not owned them.  Example: cattle and grazing land – more cattle, less public land for grazing and overgrazing causes degrades the rangeland.

d. Infant industry was supported by protective tariff or initial subsidy because investors are not willing to invest on new product.  Effective only when the new industry can compete with new imports.  *Venture capital from private source is an alternative source, but only available  when the financial market is fully developed..

e. Underdeveloped institutions exclude large numbers from the market.  In LDCs poor farmers and rural laborers cannot influence on the types of goods and services supplied.  Inadequate information about markets and products also cause many consumers remain ignorant about the goods and services are being offered. 

f. Macroeconomic imbalances.  Markets are not fast enough to adjust for changes.

g. Government intervention to achieve national goals, such as Malaysian new economic policy to increase economic shares of indigenous people who are in majority.

3. Market failures provide justification for government to intervene in market economies.  However, the particular interventions chosen are not always ideal.  They often work against the goals they supposed to achieve.  Examples: legislation on wages, pension, and job security; tariff and import controls; interest rate ceilings; food price controls (*U.S. milk price control).

C. Socialist economies, or centrally planned economies (CPEs).  Socialism: government ownership and control of the means of production.  Requires a central plan.  Central planners controlled the quantities produced and consumed.  Official prices became irrelevant to production and investment decisions.  Recent history has demonstrated the limitations of the CPEs system.  It was effective in mobilizing resources in the early days of communism to achieve industrialization such as the former Soviet Union.  But later the system became inefficient.  Most of former CPEs have turned toward market economies, * or called transition (轉軌) economies.

III. The March Toward Markets

A. During the 1990s, most governments have been reducing the scope of controls and adopting market mechanisms to guide their economies.  Why?

B. The appeal of controls

1. Two major reasons:  

a. To correct market failures: mixed or market economies.

b. To make large structural changes for faster development such as USSR and China to implement centrally planned systems and LDCs to use controls.  

2. Historical developments:

a. Special circumstances: the Great Depression in the 1930s (using fiscal policy to stimulate economy); price controls and quantity rationing in the US during the WWII, *and during the oil shock in the early 1970s.

b. LDCs: countries after independence followed India’s practice to have active intervention and controls in their economies.  LAC countries: import substitution policy, protectionism.

3. Economic thoughts: 

a. Karl Marx’s belief in chaotic nature of markets had a major influence on former socialist countries’ economic systems..  

b. Paul Rosenstein-Rodan’s 1943 theory of the big push and Albert Hirschman’s 1958 strategy of unbalanced growth: both strategies assumed that markets would not work adequately for rapid development and suggested some form of government intervention. 

c. LAC economist Raul Prebisch and European economist Hans Singer: export pessimism and import substitution – the world demand could not grow fast enough to accommodate the rapid growth of food and raw material exports from LDCs.

d. W. Arthur Lewis’s 1954 theory of the labor-surplus economy:  implied government intervention to achieve rapid development.

4. The above historic and intellectual tendencies influenced many governments to try a range of interventions to accelerate development.  By the early 1970s, the vast majority of LDCs were mixed economies with heavy controls.

C. Resurgence of the market

1. During the 1980s and 1990s, the trend was toward economic reform for market mechanisms and liberalization. In the U.S., Carter and Reagon administrations had many sectors deregulated.  Western Europe’s single market was effective in 1992.  The Uruguay round of negotiations was completed in 1994 and the World Trade Organization was formed in 1995 to replace GATT.  Many LDCs undertook market reforms (Chile, Bolivia, Ghana, Kenya, Tanzania, India, South Korea and Indonesia.  *Taiwan also.)  Socialist countries China, Vietnam, Russia and East European countries underwent economic reforms.

2. Factor for LDCs to undertake market reforms

a. Controls and other market interventions did not work very well.  Protection and import substitution slowed industrial development at the end.  Price controls had unintended consequences: high protective barriers(inefficient manufacturing; interest rate ceilings(suppressed the evolution of financial system, depressed monetary savings and encouraged unproductive investment;  minimum wages( reduced employment growth and increased inequalities;  ceilings on food prices and taxes on agricultural exports( discouraged farmers and retarded productivity growth in agriculture.
b. Widespread corruption and rent-seeking behavior because of controls.  Rents: regulations created higher than necessary profits.  

c. The near stagnation of many LDCs in the 1970s and 1980s stood in stark contrast to the rapid and sustained growth of four East Asian newly industrialized countries (NICs).  NICs: export promotion and outward-looking strategy.

d. Neoclassical school began to promote the virtue of market-oriented, outward-looking development even before the oil and debt crisis.  Thedore Schultz’s work implied market incentives with new technologies would induce farmers to change their methods and raise productivity; this view was realized by green revolution in Asia,.  Outward-looking strategy worked better than import substitution strategy, which was assessed by Bela Blassa, Jagdish Bhagwati, and Ann Krueger.  

e. Core argument for market guided development: markets create competition and competition stimulates the growth of productivity.  In mixed economies, greater market orientation –less government intervention and more open to world markets – appears to promote gains in factor productivity.  

f. Reasons for market guided strategy

1. In market economies, competition and the profit motive force producers to operate efficiently and to reduce costs, or they may fail.

2. When market forces do not guide production decesions, the incentive for productivity gains is weaker; for example, price distortions draw production factors (labor, capital, etc.) into less productive use.

3. Government regulations establish incentives for rent-seeking and bribery; enterprise managers spend more time dealing with and influencing government officials and less time making their firms run more efficiently. [*See WDR87 presentaions]  Management of state-owned enterprises lacks of incentive to run efficiently.

g. Empirical support: 

1. Moshe Syrquin & Hollis Chenery.  Table 5-1: Impact of outward orientation on growth.

2. Jeffrey Sachs & Andrew Warner.  Two criteria – property rights and economic openness.  For 1970-89, only 13 out of 75 countries meeting these tow criteria.  Of 13, 11 had growth rates of income per capital over 3% a year.  Of 75 not meeting these criteria, only 6 grew more than 3%.  

3. But market orientation is not the only factor contributing to growth: entrepreneurial talent, educated workers, and well-run governments are also important.  Openness works because it introduces competition, and market, which create competition also work to raise productivity.

IV. Implementing Market Reforms

A. Five conditions for a well-functioning market economy.  These requirements incorporate two market failures discussed before: macroeconomic instability and monopoly power.

1. Prices must become reasonably stable and macroeconomy should be close to equilibrium. Macroeconomic instability discourages productive activity and invites widespread government interference with market forces; such instability includes large budget deficits, rampant inflation, and a severe drain on the balance of payments.

2. Most goods and services must be bought and sold through market mechanisms.

3. There must be competition in both domestic and international markets.

4. Relative prices should reflect relative scarcities in the economy for efficient allocation of resources.  “Getting prices right” is a major objective of most market-oriented reform.

5. Firm managers, farmers, and other decision makers must be able and willing to respond to market signals in order to achieve profit maximization.

B. Stabilization of the macroeconomy.  

1. Inflation leads to distortions in relative prices.  Real interest rates often become negative and exchange rates overvalued.  Price distortions and the uncertainty about future inflation cause people to speculative activities (real estate and gold) rather than productive assets.  Impressive evidence: macroeconomic stability is necessary to promote economic growth.  Stanley Fischer:  Higher inflation, higher budget deficits, negative real interest rates, and more overvalued exchange rates are closely correlated with reduced economic growth, and the macroeconomic imbalances cause slower growth.  [Fig. 5-1 and 5-2] show that none of the countries with rapid inflation were able to generate growth in per capita income.  Conversely all the countries with very rapid growth had low rates of inflation (especially East and Southeast Asia countries).

2. Stabilization programs. Designed to tam inflation and correct other imbalances like budget deficits and BOP deficits. IMF has stabilization programs financed by its standby facility, with conditionality, or by debt reschedule.   

a. IMF’s prescriptions:

1. Reduce government budget deficits

2. Control money supply growth (*central bank independence)

3. Devalue exchange rate

4. Remove price controls

5. Restrain wage increases

b. IMF’s stabilization package is controversial: related to timing and process.  Notable failures like Brazil and Argentina in the 1980s and some successes like Bolivia in 1985’s fight against hyperinflation..  Asia’s governments have been able to use the packages to correct budget and payments imbalances and control inflation.

C. Dismantling controls.

1. Once macroeconomic stability is achieved, the other four elements of a well-functioning markets must be put in place.  World Bank’s structural adjustment loans are designed to achieve those goals.

2. Trade reforms: remove import quotas

3. Remove other restrictions: governments should help firms acquire land, and get foreign exchange for imports of capital equipment and intermediate inputs; farmers to get fertilizers, etc. 

4. Dismantling controls over production, marketing, and consumption, in both mixed and command economies, is a central feature of structural adjustment packages.  Reforms that end controls are called liberalization or deregulation.  *Taiwan’s financial liberalization.

5. In CPEs (China, USSR, Vietnam) before reform: allocation of goods through the market, except for retail sales to consumers, was rejected altogether.  Efficiency was low.

D. Ensuring competition

1. Foreign firms are often barred to enter the domestic markets to avoid “unfair” competition because they were more experienced.  Competition between domestic firms is also viewed as to waste resources.  Waste is not apparent if caused by lack of pressure to produce more efficiently.  Examples; US’s 3 big car makers ignored demand for small cars until facing Japanese competition.  

2. Competition is the force that pressures everyone to do better.  East Asian 4-tigers: desire to produce goods that were competitive in international markets. State-owned enterprises (SOEs) are often inefficient in part because the state often awards monopoly control of their market to SOEs – monopoly control to set high prices with high costs to produce often inferior quality goods.  CPEs in China and USSR: little competition in their SOEs before reform.

3. Reform programs attempt to introduce competition into markets where it has been limited or absent.  Remove import or investment restrictions may foster competition.

E. Moving toward scarcity prices.  

1. Relative prices give signals for firms how to manage their resources to earn the highest rewards to achieve static efficiency (firms maximizing profits and consumers utility).  Scarce resources (like capital) should have higher prices to conserve their use while abundant resources (like labor)  receive relatively low prices (like wages) so they will be used more intensively in production.

2. Governments often intervened to set prices and shield them from market influences.  Price controls in principle were designed to correct for market failures and thus to bring prices in line with real scarcity.  In reality, price setting was generally a process based on political objectives.  

3. A major objective of structural adjustment reforms is to reduce or remove price distortions generated by government intervention.  Price distortions: tariffs, interest rate ceiling, wage bargaining by large urban workers, fuel price ceiling, and food price controls.  Riots occurred from removing food subsidies.

4. Political nature of price setting.  Price distortions most often occur with few and concentrated beneficiaries, while losers are large in number and dispersed.  Structural adjustment reforms designed to correct price frequently run into stiff resistance, especially from former CPEs (e.g., China’s SOEs).

5. Difficult to measure welfare gains for a nation after removing controls.

F. Responding to market signals.  

1. The least understood of the reforms needed to make markets work are those that induce producers to act according to market signals.  The rule is simple:  producers should maximize profits by cutting their costs or increasing their sales.  Produces or managers may not maximize profits as usually assumed by economists.  If producers are not rewarded by higher profits, they may not respond to higher prices.  

2. Increasing the role of the market often works most easily in agriculture.  Farmers are profit maximizers.  If prices are raised on a particular crop (e.g., coffee in Kenya), farmers will plant more land in that crop (coffee) to raise income.  Reform can be effective by freeing up agricultural prices to reflect society’s demand for most needed products.  China and Vietnam successfully reform agricultural sector in such ways.  Likewise, small scale industrial and commercial firms behave like farmers for opportunities to make money.

3. SOEs.  Profits and efficiency may not be a specified goal.  

a. Create concept of property rights. Privatization is a way to solve the problem, including property rights issue.  Most SOEs fail to meet property right requirements.  Property rights should be institutionalized, namely, they should be

1. well-defined and exclusive,

2. secure for a long period,

3. transferable through sale or lease,  and, 

4. enforceable usually through a well-established legal system.

b. Privatization may or may not be necessary, but it is almost never sufficient.  Privatization that creates secure and transferable property rights but does nothing to force the firm to compete will not create efficient firms capable of sustaining high productivity growth.  Management energy must go into raising sales and cutting costs rather than generating more government support.  Government reform is an integral part of making both state and private firms work better; e.g., a rule-based tax system is better than a discretion-based system.

V. The Transition to market System

A. The implementation of stabilization and structural adjustment measures raises another set of issues for a reforming government: the credibility of the whole reform package, the timing of measures, and the magnitude of change.  

B. Success in reforming an economy depends crucially on the credibility of the entire package.  Otherwise, the public would have wrong expectation such as continued or higher inflation.  To establish credibility, governments need to manage their reform programs decisively.  They may also need to lock in reforms by making commitments that are difficult to reverse.  For example, Mexico signed NAFTA trade agreement with the US.  Reverse the commitment would face international treaty.

C. Credibility also depends on the public’s perceptions about stabilization and liberalization. The public would like to compare situations before and after.  A stabilized economy may look worse than the observed pre-crisis economy, but could well be an improvement over the situation that might have developed without stabilization, which is not observable [*e.g., Indonesia]

D. Foreign aids such as from IMF and World Bank.  Foreign aid can enhance the position of reforming elements within a government and can be used by government to sell stabilization programs to the public.  But additional resources also make the crisis seem less intense and reform less necessary.  More over, an IMF presence has increasingly become a focal point for opposition to economic change.  Foreign debt plays a similar dual role.

E. Timing and magnitude.  Should reforms be pushed through quickly or phased in gradually?  
1. The beginning of a new regime is probably the best time to act (Joan Nelson).  Poland’s shock treatment or the big-bang approach to reform, which tried to do everything at once, proved impossible to implement.  China and Vietnam adopted a gradual approach in the 1980s and early 1990s.  Most LDCs have some form of market system already, and few have economies dominated by large scale SOEs.  In this case, piecemeal reform of one sector rather than the whole economy might be possible.  For example, import liberalization can occur across the board, or it can begin with a few commodities and then spread to others. (*中國的試點)

2. But even in market-dominated economies, structural adjustment reforms may not always be able to be carried out gradually overtime and in a piecemeal fashion.  For example, in many LAC countries, without controlling inflation first, trade liberalization is difficult.  But control of inflation is difficult.

3. Successful cases: East and Southeast Asian countries.

VI.   *The Role of the State (WDR97)

A. The state does not deliver basic services well.  

1. The state (government) size in terms of expenditure has grown everywhere.  The call for greater government effectiveness has reached crisis proportions in many LDCs where the state has failed to deliver even such fundamental public goods as property rights, roads, and basic health and education.

2. Vicious circle: people and business respond to deteriorating public services by avoiding taxation, which leads to further deterioration in services.

B. Two part strategy proposed by the World Bank

1. Matching the state’s role to its capability.  Focus on fundamentals first.

2. Raise state capability by reinvigorating public institutions.  Means:

a. Design effective rules and restraints, to check arbitrary state actions and combat entrenched corruption.

b. Subject state institutions to greater competition, to increase their efficiency.

c. Increase the performance of state institutions, improve pay and incentives.

d. Make the state more responsive to people’s needs, bring government closer to the people through broader participation and decentralization..: increase the performance of state institutions to greater competition

VII. *Fighting Corruption (time permits)

VIII.   Next Week 

A. Homework: Chapter 5 Study Guide, please study Worked Example (pp.92-93) first, then do Exercises 1 and 2 (a, b only).

B. Preview Chapter 7: Sustainable Development

� Material from other sources than the textbook is marked by *
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