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1. Introduction

1. Twelve years after the fall of the Berlin Wall, domestic and international analysts
of the transition economies by and large agree that the transition from central planning to
a market economy has been exceedingly difficult. There has also been a major debate
about the extent to which the transition to date has succeeded or failed. In this paper, I
provide an assessment of the policies that were followed and I discuss the extent to which
there were known alternatives that could have resulted in superior outcomes in terms of
(a) GDP growth and other principal performance indicators, (b) building honest and
competent institutions, and (c) creating a more transparent and less corrupt system of
corporate and national governance.

2. I start in Section 2 by providing a brief overview of performance since 1989. In
Section 3 I discuss the recommendations that were made and policies that were followed.
I conclude in Section 4 by assessing the extent to which alternative paths could have been
followed and what the likely outcomes would have been.

3. While my goal is to present a relatively comprehensive view of the transition
countries as a whole, I obviously cannot cover in-depth all the countries of the former
Soviet bloc, former Yugoslavia and Albania. In presenting data and examples, I hence
focus primarily on the five Central European countries (Czech Republic, Hungary,
Poland, Slovakia, and Slovenia) that were the first to launch the transition, and on Russia
as the principal country of the former Soviet Union and now of the Commonwealth of
Independent States (CIS)."! My secondary focus is on the three Baltic countries (Estonia,
Latvia, and Lithuania) that staged a relatively fast transition, the Balkan countries that
have not been affected by war or other conflicts (Albania, Bulgaria, and Romania), and
Ukraine as the second-largest economy of the former Soviet Union and now CIS.

2.  Performance Since 1989>

4. The Soviet bloc countries entered the transition after three decades of diminishing
economic growth. They are estimated to have achieved a 4.5 percent annual growth rate
in per capita GNP during the 1950s, thus exceeding the 3.7 percent rate of growth of a
comparison group of market economies (Gregory and Stuart 1997). However, while the
comparison group of market economies is estimated to have average rates of growth of
GNP per capita of 4.5 percent in the 1960s, 2.8 percent in the 1970s, and 2 percent in the
1980s, the per capita GNP growth rate of the Soviet bloc countries is estimated to have
fallen to about 3.6 percent in the 1960s, 2.8 percent in the 1970s, and 0.8 percent in the
1980s.

1. The CIS includes Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan, Kyrgyzstan, Moldova, Russia,
Tajikistan, Turkmenistan, Ukraine, and Uzbekistan.

2. The material in this section draws in part on Svejnar (2002) and on data from the Davidson Institute Data
Center.



5. The Fall of Communism naturally created expectations that the centrally planned
economies would generate rapid economic growth and gradually catch up with middle-
income developed countries as they moved to a market system and enjoyed the benefits
of stronger incentives, Western technology, and more efficient allocation of resources.
However, most of these economies have not performed as well as many had expected in
absolute terms and relative to the advanced economies. Economic performance has also
varied widely across the transition countries, with the Central European countries
generally performing better than the Baltic and Balkan countries, which in turn
performed better than the countries in the CIS.

Gross Domestic Product

6. Calculating the evolution of GDP is a difficult exercise in the transition
economies since the communist countries used "gross material product”" (GMP) instead
of GDP, prices did not reflect scarcity and consumer demand, and there were few small
firms and their number increased dramatically during the transition, thus making it
difficult for the official statistics to capture them. Moreover, both before and during the
transition, the underground economy in these countries had evolved in unknown but
significant magnitudes. As a result, the early data obviously have to be interpreted with
caution (Filer and Hanousek 2000; Brada, King, and Kutan 2000).

7. With these caveats in mind, one may interpret the growth performance since 1989
as having been disappointing in Central Europe, and poor to disastrous in Eastern Europe
and the CIS countries. Figure 1 provides data for an illustrative set of countries. As the
figure shows, all of the transition economies experienced unexpectedly large declines in
output at the start of the transition. The decline varied from 13 to 25 percent in Central
and Eastern Europe; over 40 percent in the Baltic countries; and as much as 45 percent or
more in Russia and even more in many of the other nations of the CIS (e.g., almost 65
percent in Ukraine). Moreover, while the Central and Eastern European countries
reversed the decline after 3—4 years, in Russia and the CIS no turnaround was visible
through most of the 1990s.

8. All Central European countries except for the Czech Republic have generated
sustained economic growth since the early to mid-1990s. However, only in Poland has
the rate of growth been sufficient to start bringing the relative income gap with the
advanced (OECD) economies toward its initial 1989 level. Yet, by 2001 no transition
economy had even started closing the relative income gap with the advanced economies
that existed in 1989.

0. What is the magnitude of the income gap? At the average 1999 exchange rates,
GDP per capita ranged from $620 in Ukraine to $1,250 in Russia, $4,070 in Poland,
$5,200 in the Czech Republic, and $10,000 in Slovenia (EBRD 2000). The comparable
figures for the United States, the 15 European Union countries, and Japan were $33,900,
$22,560, and $32,600, respectively. The gap between the poor and rich countries is of
course reduced when calculated in terms of purchasing power parity, but for most



transition economies the above numbers represent enormous absolute and relative income
gaps that will take decades to close.’

Inflation

10. A number of the transition economies experienced high or hyperinflation as the
communist system disintegrated. As may be seen from table 1, Poland, Slovenia,
Albania, Bulgaria, and Romania, for instance, all experienced at least one year from 1990
to 1993 when consumer price inflation exceeded 200 percent; Estonia, Latvia, and
Lithuania had inflation around 1,000 percent; and Russia, Ukraine, and Kazakhstan
experienced at least one year when inflation was above 2,000 percent. In some cases
these bouts of inflation arose in the aftermath of lifting price controls; in other cases the
inflation grew out of financial sector crises. The possibility of high inflation in the
transition economies was a major concern in the late 1980s and early 1990s. However, by
the later part of the 1990s, many of these countries had shown that they could reduce
inflation rates with speed and effectiveness. As may be seen from table 1, by 2001
inflation rates in many transition economies were in single digits. Even countries that
experienced very high rates of inflation during the 1990s—Russia, Ukraine, Kazakhstan,
and Bulgaria, for example—had inflation rates in the range of 9 to 35 percent by 2001.

Exchange Rates and Current Account

1. Most transition economies devalued their currency as a means of export
promotion and adopted a fixed exchange rate as part of macroeconomic stabilization.
They also significantly reoriented their foreign trade away from the old CMEA
arrangements and toward market economies. However, as domestic inflation exceeded
world inflation in the 1990s, the fixed exchange rates often became overvalued, leading
in some cases to substantial current account deficits. As may be seen from table 2,
Russia, Albania, Kazakhstan, and Bulgaria, for instance, all had at least one year between
1990 and 1993 when the current account balance was —10 percent or greater. Most
countries responded by devaluing their currencies again and adopting more flexible
exchange rate regimes, although Bulgaria, Estonia, and Lithuania have fixed their
exchange rate through currency boards as a means of long-term economic stabilization.
As may be seen from table 2, countries in Central and Eastern Europe now have current
account deficits of moderate size, which would be expected for countries that are seeking
to attract a net inflow of foreign investment capital. However, Russia and the CIS
economies are often significant exporters of natural resources and are experiencing a net
outflow of investment funds, as shown by their current account surpluses.

3. Note also that since these numbers reflect the actual GDP levels almost one decade after comprehensive
price liberalization, they do not suffer from the aforementioned possible biases due to mismeasurement of
inflation during the early transition.



External Debt and Financial Crises

12.  As may be seen from table 3, a number of transition countries (e.g., Bulgaria,
Hungary, Poland, and Russia) started the 1990s with a high degree of foreign
indebtedness. Other transition economies, such as Romania, Slovenia, Czech Republic,
and Slovakia had conservative regimes, where foreign debt was less than 20 percent of
GDP in 1990.

13. These different initial conditions greatly affected the subsequent performance of
these countries. For instance, high-debt Poland succeeded in renegotiating its debt, while
high-debt Hungary serviced its debt in full. The Hungarian approach imposed a heavy
fiscal burden and induced a number of policies, including the revenue-oriented form of
large-scale privatization of state-owned enterprises (SOEs). Of course, these divergent
approaches to debt also reflected global political economy, with Poland, for instance,
being able to renegotiate in part because of its influence within U.S. domestic politics and
the influence of the U.S. in the Paris Club.

14. By the mid-1990s, most of the highly indebted countries reduced their debt
relative to GDP, while a number of the less-indebted countries raised theirs. But since
about 1996, one observes an increase in variance as foreign indebtedness has risen in the
relatively more indebted countries, especially Hungary and Russia. By 2000, all the
countries in table 3 had external debt in excess of 25 percent of GDP, but leaving aside
the outlier of Bulgaria with its poor macro management, none had external debt higher
than 70 percent of GDP. This is in line with a number of other developing and some
developed countries.

Budget and Taxes

15. Since under communism the government owned almost everything, the entire
economy by and large constituted the government budget and public finances. Taxes and
expenditures were transfers among centrally determined activities. As the transition
unfolded, governments lost direct control over firms and had to develop new fiscal
institutions that would enable them to rely on more standard taxes for revenue. This
institutional development was one of the hardest reforms to achieve. While tax collection
has been relatively effective in Central and Eastern Europe, Russia and some other CIS
countries have faced significant declines in tax revenue as many producers have been
operating in the form of barter and accumulating tax arrears. At the same time, the
governments have been facing numerous public expenditures, including traditional ones
such as those on infrastructure, and new ones such as those on the social safety net. The
relative inability of Russia and the CIS nations to collect taxes is one reason why the
social safety net has been much better developed and maintained in Central and Eastern
Europe than in the CIS.

16. The accompanying problem is that the transition economies, especially those in
Central and Eastern Europe, have higher tax rates than other countries at a similar level of
GDP per capita. A study by Tanzi and Tsiboures (2000) indicates that the highest tax



burdens—35 to 42 percent of GDP—are found in central Europe among the most
advanced economic reformers, who rely primarily on the payroll tax, value-added tax,
and personal income tax to finance government programs. These countries have been
trying to maintain social services at adequate levels, even in the face of initially falling
GDP.

17. As may be seen from table 4, the relatively high ratios of taxes to GDP in
transition economies have not prevented governments of many of these countries from
running budget deficits. Thus, Albania, Bulgaria, Czech Republic, Hungary, Lithuania,
Kazakhstan, Russia, Slovakia, and Ukraine have in a number of years had annual budget
deficits in excess of 5 percent of GDP. The public expenditures that follow from these
patterns indicate that the governments continue to be heavily involved in public programs
in Central Europe and the Balkan countries, followed by the Baltics and CIS countries.

18.  An especially problematic aspect of the public finances in many transition
economies is the increasing strain placed on the government budget by the pension
system. The countries of Central and Eastern Europe entered the transition period with
publicly funded pension systems, almost universal coverage of the population, low
retirement ages (on average, 60 for men and 55 for women), a high and growing ratio of
retirees to workers, high payroll tax contribution levels, and high levels of promised
benefits relative to recently earned pre-retirement wages (World Bank 1994; Svejnar
1997). Moreover, most of these systems practice a perverse redistribution of benefits
from lower-income workers to higher-income workers. The promises of these systems,
which are largely pay-as-you-go, are not sustainable given the promised benefits and
current tax levels. Several countries, including Hungary, Poland, Latvia, and Kazakhstan,
have already moved to raise the retirement age and to supplement the public retirement
system by a multi-pillar public/private retirement system with a funded component.
Russia and other CIS countries face less of a public sector burden with regard to
retirement costs, because the level of government-promised retirement benefits is lower.

19.  Given the fiscal pressure under which most of the transition economies operate, it
is interesting to note that governments in these economies have collected very little
revenue from privatization (Tanzi and Tsiboures 2000). The average in Central and
Eastern Europe as well as in the former Soviet Union was only about 5 percent of GDP.
Hungary, which was most revenue-oriented in its privatization, generated a total of about
14 percent of GDP, which is still a very modest figure when spread over several years.

Privatization and Creation of New Firms

20.  In the early 1990s, most transition economies rapidly privatized small enterprises
and small units of state-owned firms, thus creating small and medium-sized enterprises in
countries where most firms were, by ideological and practical design, large. Casual
evidence suggests that this shift in ownership increased efficiency of production and
quality of products and services.

21. Parallel developments were the breakups of SOEs, which contributed in a major
way to the growth in the number of firms, restructuring of firms and management, and



increased competition. Breakups of small, average, and somewhat above-average size
appear to have increased efficiency of both the remaining master enterprises and the
spun-off units (Lizal, Singer, and Svejnar 2001). Some of the broken-up firms were
privatized in the aforementioned small-scale privatization, while others were privatized in
the large-scale privatization discussed below.

22. A large number of new (mostly small) firms were founded. These firms filled
niches in demand and gradually started to compete with existing state-owned enterprises
and with imports. The growth of new firms has varied across countries. In general, it
proceeded faster and more smoothly in Central Europe than in Eastern Europe and the
CIS. Gomulka (1994) and others attribute much of the success of the Polish economy to
the rising production in the new firms.

23. Finally, in most countries, the majority of private assets were generated through
large-scale privatization, which differed in its method across countries. What is
remarkable, however, is how quickly most countries generated private ownership,
irrespective of the particular privatization methods used. As may be seen from table 5, in
1990, the private sector had perhaps 20-25 percent of GDP in Hungary and Poland, but
typically only 5-10 percent of GDP in other transition economies. But these figures
increased very quickly. As early as 1994, the private sector was more than 30 percent of
GDP in all of the transition economies and represented half or more of GDP in many
countries, including Russia. By 2000, the private sector share of GDP was at or above 60
percent in all of the transition economies except Slovenia and in most of them it
constituted 70—-80 percent.

24. The effect of privatization on economic performance is surprisingly hard to
determine. At the country-level, one observes that some of the fastest growing economies
(China, Poland, and Slovenia) have been among the slowest to privatize. In a cross-
country econometric study, Sachs, Zinnes, and Eilat (2000) find that privatization does
not by itself increase GDP growth, but they find a positive effect when privatization is
accompanied by in-depth institutional reforms. Four recent surveys of the micro-
econometric literature come up with assessments that range from finding a large variation
of outcomes but no systematically significant effect of privatization on performance
(Bevan, Estrin, and Schaffer 1999), to cautiously concluding that privatization improves
firm performance (Megginson and Netter 2001), to being fairly confident that
privatization tends to improve performance (Shirley and Walsh 2000; Djankov and
Murrell 2000). My assessment is that there is a variety of findings and that the results are
not yet conclusive. Many of the micro-econometric studies suffer from serious problems,
such as using small and unrepresentative samples of firms, data problems such as mis-
reporting and errors in measurement, limited ability to control for other major shocks that
occurred at the same time as privatization, having a short period of observations after
privatization, and above all not controlling adequately for selectivity bias. Selectivity bias
is likely to be a particularly serious problem since recent econometric evidence indicates
that better performing firms tend to be privatized first (Gupta, Ham, and Svejnar 2000).
Since many studies estimate the effect of privatization on performance by comparing the
post-privatization performance of privatized firms to the performance of the remaining



state-owned firms, by not controlling for selectivity they erroneously attribute the
inherently superior performance of the privatized firms to privatization.

Domestic and Foreign Investment

25. The communist countries, like the east Asian tigers, were known for high rates of
investment, often exceeding 30 percent, as a share of GDP. The investment rates slowed
down to about 30 percent in the 1980s in a number of countries as governments yielded
to public pressure for more consumer goods. The investment rates declined further to
about 20 percent of GDP in the 1990s in a number of transition economies (EBRD 1996),
although countries such as the Czech and Slovak Republics maintained relatively high
levels of investment. Unfortunately, much of this investment appears to have been
allocated inefficiently—by the monobank system through the 1980s and by the
inexperienced and often politically directed or corrupt commercial banks in the 1990s
(Lizal and Svejnar 2001).

26.  As figure 2 shows, until 1997 Hungary was the only transition economy receiving
a significant inflow of foreign direct investment. Analysts usually attribute this success to
the fact that Hungary was more hospitable to and had well-defined rules and regulations
for foreign direct investment since the early 1980s, long before the end of the communist
system. But starting in 1998, major foreign investments went to the Czech Republic,
followed by Poland and Slovakia. However, many countries of Eastern Europe remain,
along with Russia, rather unattractive to foreign direct investment. Overall, it appears that
the rate of foreign direct investment is increasing as a function of the proximity of the
perceived date of accession of a given country to the European Union; the desirability of
the country's political, economi,c and legal environment for foreign direct investment;
and the availability of attractive privatization projects in the country.

Employment Adjustment, Wage Setting, and Unemployment

217. SOE:s in all the transition economies rapidly decreased employment and/or real
wages as they experienced falling demand for their output in the early 1990s (Svejnar
1999). In Central Europe, the greatest initial reduction in industrial employment occurred
in Hungary (over 20 percent), followed by Slovakia (over 13 percent) and Poland (over
10 percent). Czech industrial firms experienced the smallest decline in output and they
reduced employment the least (9 percent). However, they and their Slovak counterparts
were the leaders in reducing real wages (24 and 21 percent, respectively). Polish firms
reduced wages much less (1 percent), and Hungarian real wages actually rose by 17
percent (Basu, Estrin, and Svejnar 2000). In Russia and the CIS, the adjustment took
place in a mixture of wage and employment adjustment as firms frequently delayed the
payment of wages and many workers were idled (Desai and Idson 2000).

28. The trend in employment, captured in figure 3, suggests that while in the Czech
Republic the fall in employment did not exceed 10 percent during most of the 1990s, in
the other economies employment decline reached 15-30 percent. A continuous decline is
observed in Russia, Slovakia, and Romania; an L-shape pattern detected in Bulgaria,



Hungary and Slovenia; a U-shape pattern in Poland; and a sideways S-shape pattern in
the Czech Republic. When combined with the GDP data in figure 1, the employment data
point to an initial decline and a subsequent rise in labor productivity. This pattern is
consistent with enterprise restructuring—one of the principal means of carrying out the
transition. However, a note of caution is in order here. With a significant part of
production shifting from large to small firms (Jurajda and Terrell 2002), the decline in
employment and output may be less pronounced than suggested by the official data, since
small firms are harder to capture in official statistics.

29.  As may be seen from table 5, unemployment was an unknown phenomenon
before the transition and it rapidly emerged in Central and Eastern European countries,
except for the Czech Republic. Within two years after the start of the transition, the
unemployment rate rose into double digits in most economies of Central and Eastern
Europe. By 1993, for example, the unemployment rate reached 16 percent in Bulgaria
and Poland, 12 percent in Hungary and Slovakia, 10 percent in Romania, 9 percent in
Slovenia, but only 3.5 percent in the Czech Republic. The high unemployment rates
reflected high rates of inflow into unemployment as firms laid-off workers, and relatively
low outflow rates as the unemployed found it hard to find new jobs. The Czech labor
market was an ideal model of a transition labor market, characterized by high inflows as
well as outflows, with unemployment representing a transitory state between old and new
jobs (Ham, Svejnar, and Terrell 1998, 1999; Svejnar 1999; Boeri 2000; Boeri and Terrell
2002). Unemployment rose more slowly in the CIS and Baltic countries, as firms were
slower to lay off workers and used wage declines and arrears as alternative devices to
hold on to workers. For example, unemployment in Russia was still under 6 percent in
1993 and in Estonia it was only a shade over 6 percent.

30.  Over time, one observes considerable differentiation in the patterns of
unemployment. The Czech Republic was the only central European country to enter
recession in the second half of the 1990s, and its unemployment rate correspondingly
rose to 8 percent. The fast-growing economies of Poland, Hungary, Slovenia, and to a
lesser extent Slovakia managed to reduce their unemployment rates in the late 1990s.
Conversely, the CIS and Baltic countries continued to experience gradual increases in
unemployment as their transition proceeded, reaching more than 10 percent in Russia and
almost 10 percent in Estonia by 1997. By 1999-2000, the unemployment rate rose again
in Bulgaria, the Czech Republic, Poland, Slovakia, and Slovenia. It stabilized in countries
such as Hungary, Romania, and Russia. By 2000 transition economies had relatively high
unemployment rates that were similar to and often significantly above those observed in
the European Union.

31.  While in Central and Eastern Europe real wages have increased by about 15-20
percent after their initial decline in the 1989-91 period, in Russia and a number of other
CIS countries real wages declined until 1993 and stagnated or increased only moderately
thereafter (Svejnar 1999; EBRD 2000). The trajectory of real incomes has thus been very
different in the more and less advanced transition economies.



32.  Data on income distribution, expressed in the form of Gini coefficients, are
summarized in table 7.* As may be seen from the table, the communist countries had
highly egalitarian income distributions. In Central and Eastern Europe, the Gini
coefficients ranged from 20 in Czechoslovakia and Slovenia to 25 in Poland in the late
1980s. The 1988 Ukrainian Gini coefficient of 23 (based on survey data) and the 1991
Russian coefficient of 26 based on the registry wage data of the Russian Statistical Office
(Goskomstat) suggest that income distribution was relatively egalitarian in the former
Soviet Union as well. Using analogous measures, one finds that inequality increased
during the 1990s, with the Gini coefficient reaching 26—34 in Central and Eastern
Europe, 30 in Ukraine, and 40 in Russia. These coefficients bring the transition
economies into the range of inequality levels spanned by capitalist economies from the
relatively egalitarian Sweden to the relatively inegalitarian U.S., and in line with
developing countries such as India. However, while the Central and Eastern European
data seem to reflect reality, the Russian (and possibly also Ukrainian) data suffer from
errors in measurement. In particular, the Goskomstat data are based on wages that firms
are supposed to be paying to workers. In reality, many Russian firms have not been
paying contractual wages or pay them with delay (Desai and Idson 2000). The second
row of the Russian Gini coefficients in table 7 is based on the Russian longitudinal
monitoring survey (RLMS) of households. These data suggest that income inequality in
Russia achieved high levels (Gini around 50) from early on and with some fluctuations it
remained at this level throughout the 1990s. The second row of Ukrainian Gini
coefficients suggests that by 1995 Ukraine also reached high levels of inequality (Gini of
47). These findings suggest that income inequality in Russia and Ukraine started
resembling that found in developing economies with the most inegalitarian distribution of
income (e.g., Brazil). The relatively egalitarian structure of income distribution in Central
and Eastern European countries has been brought about by their social safety nets, which
rolled back inequality that would have been brought about by market forces alone
(Garner and Terrell 1998). Conversely, the Russian social safety net has been
regressive—it has made the distribution of income more unequal than it would have been
without it (Commander, Tolstopiatenko, and Yemtsov 1999).

Life Expectancy

33. A number of social indicators suggest that average living standards improved
during the transition in Central Europe, improved slightly in the Baltic countries,
remained about the same or declined slightly in the Balkan countries not involved in
wars, and declined in the CIS. The data on life expectancy presented in table 8 are a case
in point. For comparison, between 1989 and 1999, life expectancy at birth increased by
about two years from 75 to 76.9 years in the United States and from 76.5 to 78.5 in
France. During the same period, life expectancy increased by one to three years in most
Central European countries, increased slightly in the Baltic countries, declined slightly in
Albania, Bulgaria ,and Romania, and declined by 2.5 years in Russia, over three years in
Ukraine, and almost four years in Kazakhstan. These divergent trends contrast with the

4. The Gini coefficient varies from 0 to 100, with 0 representing a perfectly egalitarian distribution of
income (every individual or household receiving the same income) and 100 denoting the most inegalitarian
distribution (one person or household receiving all income).
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uniformly rising (albeit at different rates) life expectancies in all these countries during
the 1980s. The decline in life expectancy in Russia, Ukraine, and Kazakhstan during the
transition hence represents a major break from the past trend. It suggests that the
transition had a strong negative impact in the former Soviet Union, excluding the Baltic
states, while the effect was roughly neutral in the Balkan and Baltic countries, and
positive in Central Europe. More disaggregated data indicate that the decline in life
expectancy in the CIS countries is to a large extent accounted for by middle-age males,
who are presumably more exposed to stress and resort to heavy alcohol consumption.

Marriage Rates

34.  Marriage rates have been declining over time in most Western as well as
transition economies, as seen in table 9. Moreover, marriage rates in continental
European countries have traditionally been lower than those in the United Kingdom and
United States. What is striking in table 9 is that the rate of decline in marriage rates
accelerated in most transition economies as compared to the Western countries. In 1989
the marriage rates in the Soviet republics and the Czech part of Czechoslovakia were in
the 8—10 percent range, thus being on average closer to the 10 percent rate found in the
United States than the 5-6.5 percent rate observed in France and Germany. By 2000 these
transition economies recorded rates of 3.3—6 percent, thus being around the 4.9-5.4 rates
of France and Germany, as compared to the 8.5 percent rate observed in 2000 in the
United States. The transition has therefore coincided with a dramatic decline in the
formation of traditional families in the former Soviet Union and the Czech Republic,
while the other transition countries experienced declines that were similar to those in
Western Europe.

Fertility

35. Fertility data, reported in table 10, indicate that the number of births per woman
declined dramatically in virtually all the transition economies in the 1990s, as compared
to the counterpart numbers in western countries and to the trend in the 1980s. Using the
sample of countries included in the table, one observes that fertility rates declined
modestly in most countries in the 1980s, the exceptions being Slovenia where the decline
was quite steep, Ukraine where the rate remained constant, and Russia and the United
States where the rates increased. By 1989, the transition and Western countries had
similar ranges of fertility rates, from 1.52 in Slovenia to 2.20 in Romania among the
transition countries, and from 1.42 in Germany to 2.01 in the United States. In the 1990s
we see the rates decline modestly in Western Europe and rise slightly in the United
States. In contrast, in Russia and Ukraine the fertility rates decline from the U.S. level of
about 2 to 1.25 and 1.3, respectively, thus plunging below the lowest rate observed in
Western Europe (1.35 in Germany). The rate of decline is even steeper in Romania (from
2.20 to 1.32) and it is substantial in all the other transition economies. The lowest 1999
fertility rate is registered in the Czech Republic at 1.17.
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Attitudes

36. The indicators that we have examined so far capture the actual behavior of
individuals, firms, and governments. People’s attitudes toward the changes that took
place provide interesting complementary information. For instance, a 1999 comparative
attitudinal study carried out by Public Opinion Research Center (1999) on national
random samples of 1,018 individuals in the Czech Republic, 1,523 individuals in
Hungary, and 1,111 individuals in Poland suggests that citizens of these countries harbor
relatively critical attitudes toward the accomplishments of the transition. This is
especially informative, given that these three countries are the most advanced transition
economies that have succeeded in joining OECD and NATO, and are among the five
front-runners for admission to the European Union. In particular, while many respondents
are indifferent, when asked if the changes since 1989 have brought people more losses
than gains, in each country the fraction of respondents feeling that there were more losses
than gains greatly exceeds the fraction that feels that there were more gains than losses.
Similarly, in each country more respondents feel that their “material conditions of living
are now a little worse” than they were before. The attitudinal survey hence provides a
sobering assessment of how people in the most advanced transition economies feel about
the benefits and costs of the transition. It is likely that the sentiment in the more poorly
performing countries is even more pessimistic.

3. Alternative Policy Recommendations

37. With guidance from various individual advisors and institutions such as the
International Monetary Fund and the World Bank, the new policymakers in the former
Soviet bloc formulated initial strategies that focused on macroeconomic stabilization and
microeconomic restructuring, along with institutional and political reforms to support
these strategies. The implementation of the strategies varied across countries, both in
speed and in the specifics of the actual change that occurred.

38. A major international debate has been going on since 1989 about the relative
merits of fast (“big bang”) vs. slow (“gradual”) transformation. As this debate
proceeded, part of it became irrelevant from a practical standpoints since almost all the
transition governments in the former Soviet bloc and former Yugoslavia plunged ahead in
rapid big bang style with what I have called Type I reforms (Svejnar 2002). However, the
big bang vs. gradualism debate was relevant and significant policy differences ensued in
wh?t I term Type II reforms, which only some governments carried out, especially early
on.

39. Type I reforms focused on macro stabilization, price liberalization and
dismantling of the institutions of the communist system. The macroeconomic strategy
emphasized restrictive fiscal and monetary policies, wage controls and in most cases also

5. The debate is also relevant in comparing the former Soviet bloc to China. China proceeded gradually
even with respect to Type I reforms and it also avoided the initial recession.
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a fixed exchange rate. The micro strategy entailed moving quickly toward price
liberalization, although a number of key prices like those of energy, housing and basic
consumption goods often remained controlled along with wages and exchange rates. The
institution governing the Soviet bloc trading area, the Council for Mutual Economic
Assistance (CMEA), was abolished and most countries opened up rapidly to international
trade, thus inducing a more efficient allocation of resources based on world market
prices. Most countries also quickly reduced direct subsidies to trusts and SOEs, and
allowed them to restructure or break up. They also removed or stopped enforcing barriers
to the creation of new firms and banks, and they carried out small-scale privatizations.
Moreover, early on most governments broke up the “monobank™ system, whereby a
single state bank (or a system of tightly knit but nominally independent banks) functioned
as a country’s central bank as well as a nationwide commercial and investment bank, and
allowed new and independent banks. The final feature was the introduction of some
elements of a social safety net in order to make citizens more willing to accept the
disruptions associated with the introduction of a market economy. An important outcome
is that the Type I reforms proved relatively sustainable and were associated with
improving economic performance in Central Europe (except the Czech Republic) and in
the Baltic countries, whereas they were much less successful in the Balkans and the CIS.

40.  Type II reforms involved the development and especially enforcement of laws,
regulations and institutions that would ensure a successful functioning of a market-
oriented economy. These reforms include the privatization of large and medium-sized
enterprises, establishment and enforcement of a market-oriented legal system and
accompanying institutions, further (in-depth) development of a viable commercial
banking sector and the appropriate regulatory infrastructure, labor market regulations,
and parameters and institutions related to the unemployment, social security, and
retirement system.

41. What was the external advice provided with respect to Type I and Type 11
reforms? In the rest of this section, I provide an overview of the advice that was provided
in the early phases of the transition to the former Soviet bloc countries.

Type I Reforms
Macroeconomic Stabilization

42. Since some of the early transition countries, notably Poland and Slovenia, ended
the 1980s in or near hyper-inflation, virtually all advisors agreed that achieving and
maintaining macroeconomic stability was a key goal. The differences occurred in what
specific policies were advocated to achieve this goal.

43. The so-called Balcerowicz plan, prepared in the last quarter of 1989 by a group of
Polish and Western economists, including Leszek Balcerowicz, Marek Dabrowski,
Stanislaw Gomulka, David Lipton, Jacek Rostowski, and Jeffrey Sachs, advocated
restrictive monetary and fiscal policies, large currency devaluation accompanied by
establishing a unified, fixed exchange rate and internal (current account) convertibility of
the currency, tough incomes policy together with price liberalization, and renegotiation of
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Poland’s large foreign debt (Gomulka 1992). This plan also represented the basis of
support from the IMF and the World Bank. Lipton and Sachs (1990) elaborated on these
points. In commenting on Lipton and Sachs (1990), Fischer (1990) noted that in the
context of the Polish program it was essential to reduce the budget deficit, plug gaps in
the credit system, and establish a nominal exchange rate peg after major devaluation.
Fischer differed from Lipton and Sachs, however, in that he allowed for the possibility of
a change in the exchange rate after the initial period.

44. Advising the Czechoslovak government that faced a relatively stable and stagnant
economy, Svejnar (1989) stressed the importance of maintaining existing macroeconomic
stability by using conservative monetary and fiscal policies and creating/improving the
tax collection mechanism. He also argued for measures that would induce microeconomic
restructuring and contribute to economic growth, such as freeing wages as part of an
early price liberalization package and adopting a flexible rather than fixed exchange rate
with internal convertibility. Svejnar’s (1989) argument for freeing wages differed from
recommendations given by most other advisors. The argument was based on the premise
that (a) wages are among the most important prices and allocative signals in the
economy, (b) relative wages were highly distorted under communism, and (c) significant
labor mobility from low to high productivity jobs was an essential prerequisite for
generating economic growth. Similarly, Svejnar (1989) stressed the role of the exchange
rate as a factor price and a derived price of tradables, thus providing a signaling role and
reflecting relative scarcities in the global context. He conditioned his arguments by
noting that fiscal and monetary anchors, if properly implemented, were sufficient
stabilizing measures.

45. Svejnar’s view was in part echoed by Coricelli and Rocha (1990), who provided
an early assessment of the Polish and (ex)Yugoslav stabilization programs. From the
Yugoslav situation they pointed to the possible need for de-freezing the fixed exchange
rate in view of its overvaluation after the original fixing, and they also noted that wage
policy was not a uniform blessing as tax penalties on the growth of the wage bill in
Poland hindered the growth of the labor force and working hours in the efficient and
expanding firms.

46. Calvo (1990) examined the financial aspects of stabilization. He noted that credit
markets would remain dependent on the central banks for a while and he warned against
monetary/credit policy that relied too heavily on credit crunch. He also stressed the
importance of reducing “bad” credit (extended by the Central Bank and giving rise to
inflation and resource misallocation) and extending sufficient amounts of “good” credit
(working capital that provides firms with sufficient liquidity for regular operations).
Finally, Calvo (1990) argued against the removal of input subsidies that could generate a
serious credit crunch in view of the credit market imperfections.

47. McKinnon (1990a) noted that in the Russian context re-imposing monetary and
fiscal discipline was needed to stabilize the economy and currency. He argued that this
discipline was achievable only with a radically new tax and banking system.
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48. Drawing on the experience of Chile and Mexico, Edwards (1990) pointed out that
relying on a major price jump to eliminate the monetary overhang might be very costly,
with inflationary expectations becoming high. If the economy were highly indexed, these
expectations would translate into a high degree of inertia and a long path toward price
stability. He concluded that a monetary reform, combining currency blocking with
confiscation, would result in a smoother and les traumatic transition. Like Svejnar (1989)
and McKinnon (1990a), Edwards (1990) stressed the importance of creating an effective
tax system. Using the example of the 1974 Chilean tax system, he argued that a key
feature of such a tax system is that the system itself not be vulnerable to inflation. Other
important aspects stressed by Edwards were to de-link wage increases from past inflation,
devalue the currency before pegging it and adopt a credible exchange rate rule. As it
turned out, unlike in Latin America, indexation has not become a major problem in the
transition economies. However, this was not obvious at the start of the transition because
there were developments that signaled the possibility of growing indexation (e.g., the
successful pressure of Polish pensioners in the early 1990s to index their state pensions to
wages).

49.  In the context of Hungary, Kornai (1992) provided arguments for specific
restrictive fiscal measures. In particular, he stressed the need to cut back administrative
expenses as a means of reducing the high budget/GDP ratio. At the same time, he pointed
to an ambiguous effect of reducing subsidies to state-owned firms, with the resulting
fiscal effect depending on how many firms survive and pay taxes as compared to the
number of workers who become unemployed and receive government-financed
unemployment and social security benefits. He felt that while the short-term effect might
be negative, the hardening of budget constraints on SOEs was beneficial from a longer-
term perspective. Kornai (1992) also warned that successful transition entails rapid
creation of new private firms that often evade taxes and thus represent a short-term fiscal
trap for the authorities. Finally, Kornai (1992) documented that various welfare
expenditures (pensions, health benefits, price subsidies, etc.) constitute one of the largest
items in government’s consolidated budget and pointed out that to “writhe in” this fiscal
trap will be both necessary and extraordinarily painful.

50.  Bofinger (1991) examined the options for payments and exchange rate systems in
Eastern Europe and concluded that there was need for an early transition to current
account convertibility and a fixed exchange rate. He also argued that all monetary policy
competencies should be transferred to a supranational institution designed according to a
European System of Central Banks.

51. The diversity of views was also reflected in Blanchard, Dornbusch, Krugman,
Layard, and Summers (1991), who argued that what was needed was a standard
stabilization package containing the elimination of the budget deficit and reduction in
money growth. Blanchard and others (1991) stated, however, that there was much less
agreement on details of any reform package beyond these two points, given that there is a
tradeoff between credibility (proxied by the toughness of the package of reforms) and
social painfulness of the program (proxied by the expected reduction in economic
activity). They noted that fixing the exchange rate in an inflationary environment may
require very high real interest rates and eventually devaluation that would reduce
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credibility. In contrast, Fischer (1990) argued that high real interest rates have to be
tolerated for some months. Blanchard and others (1991) also stressed that incomes policy
is no substitute for fiscal consolidation, but came down on the side of implementing some
form of incomes policy because the public sector in the former socialist economies was
very large.

52. Finally, in reviewing the first two years of transition, Fisher and Frenkel (1992)
argued that policymakers cannot go gradually and indeed have to move fast because of
the collapse of the nonmarket system. A similar view was advanced by Aslund. In
assessing the options for the Soviet policymakers after the August 1991 foiled coup,
Aslund (1991a) pointed to the danger of a collapse of the old command economy (as
happened in Albania in the third quarter of 1991) and argued that the principal lesson
from Eastern Europe was that a rapid introduction of a comprehensive package of
macroeconomic stabilization, price liberalization, privatization, liberalization of foreign
trade, and the establishment of a social safety net was required. Aslund (1991c) drew the
conclusion that instituting reforms in sequence rather than all at once would not work and
that planning for directing the pace of change is counterproductive, with forecasts being
virtually useless. Yet, Aslund (1992a) argued that a sequencing of political and economic
reforms might be desirable, with democratization being a crucial precondition to a change
in the economic system. A recent counterpoint to these views was provided by Stiglitz
(1999).

Price Liberalization

53.  Asis clear from the discussion above, most policy advisors in the former Soviet
bloc felt that rapid price liberalization and free trade constituted the optimal approach,
given the distorted price structure. Thus Gomulka (1989), Svejnar (1989), Lipton and
Sachs (1990), and others all stressed the need to free prices and introduce domestic as
well as international competition once fiscal and monetary policies have been brought
under control. They differed in whether the effect of rapid price liberalization and
opening to trade should be temporarily cushioned or not. Svejnar (1989) argued that the
rapid price liberalization would immediately provide correct signals and advocated
instituting a simple (uniform) and rapidly declining set of tariffs and subsidies that would
facilitate adjustment, make the process politically acceptable and generate a temporarily
needed source of tariff revenue for the government. McKinnon (1990b) recommended
that as they move toward full current account convertibility, transition economies pursue
simultaneous “tarification” of quantitative restrictions on competing imports, eliminate
export taxes on energy and material inputs, and phase down the highest tariffs step-by-
step to zero or to a low uniform level over a 5-10 year horizon. Experts who examined
specific sectors, such as agriculture in Russia (Desai 1992), usually came down on the
side of recommending price liberalization, while pointing to the need for removing
structural bottlenecks in production and distribution.

54.  In practice, the strategy adopted in most countries was to move quickly toward
price liberalization, although a number of key prices like those of energy, housing, and
basic consumption goods often remained controlled along with wages and exchange
rates.
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Dismantling of Old Institutions

55. CMEA. On the assumption that international trade is beneficial for economic
growth, foreign advisors usually stressed the need for the transition economies to open up
to trade with the rest of the world. They also usually did not propose outright abolishing
of the CMEA, arguing instead for its reform. Svejnar (1989), for instance, recommended
restructuring trade with CMEA partners as part of the process of liberalizing foreign and
domestic trade in general. Blanchard and others (1991) described the benefits of
maintaining a payments union, but thought that a system of export credits and subsidies
to firms exporting manufactured goods to other Eastern European countries might be a
simpler and more realistic way to allow firms time to adjust or exit from these markets.
Junz (1991) argued that the complicated links within CMEA and the enormous challenge
of integrating the transition economies into the world system mandated continuation of
CMEA trade.

56.  However, feeling that CMEA was a symbol and tool of the former communist
regime, policymakers in Central and East Europe moved relatively swiftly to abolish
CMEA in 1990-91. The result was a major decline in trade among countries of the
former Soviet bloc and reorientation of trade to the developed (European) and developing
market economies.

57. Trade with the European Community (EC) and the United States. Reflecting the
view of most advisors, Lipton and Sachs (1990) argued that existing trade barriers in both
directions between Eastern and Western Europe should be removed and the European
Union should give Eastern European countries access to its markets. Svejnar (1989) also
pointed out that liberalizing foreign trade was compatible with obtaining the most-
favored-nation treatment and negotiating favorable quotas into the European Community,
the United States, and other countries in product categories where import quotas existed.
Rollo and Smith (1992) showed that exports from Central and Eastern Europe to the
European Community were modest, but that their impact was concentrated in few
sensitive sectors. They warned against EC protectionism based on this limited impact.

58.  Abolishing the Monobank. Many advisors recommended that the “monobank”
system be abolished and replaced with a system based on a relatively independent Central
Bank and private commercial banks. McKinnon (1990c) was an exception, arguing
against breaking up the monobank too early in the transition because it was needed to
handle the bad loans of state-owned firms.

59.  Inpractice, very early on most governments broke up the “monobank” system and
allowed the creation of new and independent banks. The important question was how to
ensure that the newly created commercial banks would prosper and provide efficient
intermediation of capital. Pointing to Yugoslav and Hungarian experience in the 1980s,
Svejnar (1989) was in favor of creating a competitive network of adequately capitalized
commercial banks whose initial conditions would not be linked to the performance of the
firms placed in their portfolio (old debt) and whose lending behavior would not be
influenced by these enterprises. He also stressed the need for adopting standard project
evaluation principles in bank lending and warned against saddling the banks with phasing
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out of state enterprise subsidies by recycling them in the form of bank loans. McKinnon
(1990c¢) argued that while enterprises might have limited access to bank credit, they
should get access to liquid monetary assets (deposits) at positive real yields so that they
could replace excess inventories with these monetary assets. The allocation of capital
would improve as enterprises see the high opportunity cost of capital.

60. Brainard (1991) asserted that the creation of a viable market for capital was
indispensable for the revival of economic growth in Eastern Europe. He emphasized that
the introduction of structural reforms should be synchronized as much as possible with
stabilization efforts. Brainard (1991) identified the key structural reforms as consisting of
cleaning up the balance sheets of enterprises and banks, bankruptcy, rehabilitation of
viable enterprises and their privatization, recapitalization of commercial banks, and the
necessary accompanying fiscal reforms. He also noted that a rapid creation of a modern
commercial banking sector was feasible only if human skills and know-how could be
transferred quickly on a significant scale.

61.  Restructuring SOEs. The advice on restructuring of SOEs and creating new firms
took a number of forms. Svejnar (1989) cautioned that in the short run most existing
firms would have to be run as state enterprises and stressed the need to restructure them,
make all of them adopt a standard accounting system, embed them in a competitive
environment, gradually phase out their subsidies according to a pre-announced plan, and
introduce a system of supervisory boards with external directors as well as strong
incentives for managers. He also proposed a relatively fast privatization plan entailing the
distribution of diversified portfolios of significant minority blocs of shares of all or most
companies to citizens at large, while retaining the majority of shares in each company for
strategic investors. The fast allocation of shares to citizens at large was motivated by the
need to give people assets that could be instantly used as collateral in banks and would
stimulate rapid creation of small and medium sized enterprises.

62. Lipton and Sachs (1990) argued that privatization would take a number of years
to implement and that in the meantime “state enterprises will have to be kept on a tight
leash — with wage controls and curbs on investment — to check their wasteful tendencies.”
McKinnon (1990c) found break-ups of large going industrial concerns to be a dubious
proposition and argued against a big bang privatization by the widespread distribution of
shares in large state-owned enterprises or natural resource based industries.

63.  As it turned out, most transition countries quickly reduced direct subsidies to
trusts and state-owned enterprises, and allowed them to restructure and even break up.
Most countries also removed or stopped enforcing barriers to the creation of new firms.

Introduction of Social Safety Nets and Institutions Facilitating Labor Mobility

64.  An important feature of the reform was the introduction of a social safety net in
order to make citizens more willing to accept the disruptions associated with the
introduction of a market economy. Svejnar (1989) also stressed the importance of
government providing job information and re-training, improving the transportation and
telecommunication infrastructure and liberalizing housing so as to assist the unemployed
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with finding jobs and facilitate their occupational and geographic mobility. Lipton and
Sachs (1990) noted that in view of rising unemployment the governments would have to
introduce unemployment insurance, job retraining, and credit allocation to individuals
who start small businesses. Kornai (1992) pointed out that welfare expenditures were
among the largest items in state budgets and that their reduction would be socially
extremely painful.

Foreign Capital and Assistance

65.  Svejnar (1989) noted that the prosperity of the transition economies was a
prerequisite for democracy and political stability. He pointed out that while some areas
(e.g., modernization of obsolete technology) could be handled through trade and private
capital inflows, other areas such as infrastructure development, ecological improvements,
education, and improving the safety of nuclear power plants were primary candidates for
financing with foreign assistance. In a review of the early Czechoslovak experience,
Dyba and Svejnar (1991) observed that investments by foreign companies into
Czechoslovak enterprises, such as those by Volkswagen and Glaverbell, had been
occurring and had indeed contributed to modernization and transfer of know-how.
Lipton and Sachs (1990) as well as Fischer (1990) discussed the beneficial effects of both
foreign investment and foreign management consultants. Brainard (1991) also pointed to
the possibilities of foreign capital inflows as a solution to problems such as inadequate
managerial know-how, but he cautioned that the position assumed by the transition
countries vis a vis foreign investment was going to be crucial for whether foreign capital
would flow in or not. Mann (1991) examined various options and concluded that foreign
investment through joint ventures would be the best way to promote industrial
restructuring. Aslund and Layard (1991) appealed for Western assistance to stabilize the
ruble as Russia was about to free prices, introduce a balanced budget and make ruble
convertible on current account in the absence of significant foreign exchange reserves.
They pointed to the failure of Bulgaria to stabilize its economy during a similar
liberalization exercise earlier in 1991. Aslund and Layard’s (1991b) message was echoed
by Fischer and Frenkel (1992) who argued that Western aid in the form of a currency-
stabilization fund for Russia would be needed if the reform momentum were to develop
and be maintained.

66. In practice, Western private and public capital inflows have been very limited. As
discussed in Section 2, until recently foreign direct investment inflows were small in all
countries except Hungary. Large scale public assistance in the form of a “Second
Marshall Plan” was actively discussed in 1990, but it never materialized.

Type II Reforms
Privatization and Closures of Large and Medium-size Enterprises

67.  Virtually all advisors stressed the need to privatize SOEs, but they differed on the
method and speed. It is important to note that even those who otherwise advocated a
rapid approach to the transition (e.g., Svejnar 1989; Kornai 1990; Lipton and Sachs 1990)
warned that it would take a while to privatize the large state sector and generate capable
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managers and entrepreneurs. The motivation for privatization ranged from perceived
gains in economic efficiency to gains in much needed government revenues, to political
appeal (Lipton and Sachs 1990; Gupta and others 2000).

68. The principal arguments for fast privatization were that (a) price liberalization
would not give correct incentives in SOEs, (b) the state would not be able to resist
intervening in SOEs (Frydman and Rapaczynski 1991; Boycko, Shleifer, and Vishny
1993) and (c) managers would decapitalize firms in the absence of rapid clarification of
property rights (Frydman, Phelps, Rapaczynski, and Shleifer 1993). In contrast,
Dewatripont and Roland (1992a,b) and Roland (1994) argued that gradual privatization
was needed because political backlash to rapid privatization of all firms (and hence
closing down of many of them) would be unacceptable and could lead to the need to
renationalize. In particular, Dewatripont and Roland’s (1992a,b) first argument for
gradualism was that it allowed the government to pursue a strategy that necessitated
fewer workers/voters being immediately laid off and also permitted adequate
compensation of the ones who were laid off. Their second argument was that rapid
privatization brought about major uncertainty that might be unacceptable. Gradualism
presumably generates less uncertainty and allows it to be in part resolved before the
process is fully launched. As a result, Roland (1994) stressed the need to divide firms into
well and poorly performing ones, privatize the good ones and keep these privatized firms
under a hard budget constraint (extend no more subsidies to them). As to the bad firms,
the state should keep the bad firms for a while, improve its control over these firms and
restructure them before privatizing. This line of reasoning of course presupposes that the
state is politically strong enough to impose financial discipline on both sets of firms. In a
number of countries, including pre-1997 Bulgaria and Russia, the state was unable to do
SO.

69. In approaching the practical aspect of privatization, a question that arose from the
start was how to privatize thousands of state firms in a manner that would be equitable,
politically viable and resulting in higher efficiency due to effective corporate governance.
There was a major concern that managers could seize state property and claim it as their
own through the so called popular privatization as occurred early on in Hungary and to
some extent the other Central European economies (Svejnar 1989; Lipton and Sachs
1990). Some also feared that workers would claim ownership of their firms (Hinds 1990,
Lipton and Sachs 1990), although others have argued that both economic theory and
empirical evidence indicated that this fear was exaggerated (Prasnikar and Svejnar 1991;
Ellerman, 1993).

70.  Numerous proposals for privatization appeared. Svejnar (1989) proposed a
method that combined competitive bidding by foreign investors on majority stakes in
state firms with free distribution of significant minority stakes in the form of diversified
portfolios to citizens at large, as well as using part of the shares for funding pensions,
health benefits and unemployment insurance. Svejnar’s proposal was motivated by the
goals of (a) improving economic performance through Western capital and management,
(b) ensuring fairness and minimal risk for citizens in the allocation of shares, (c)
achieving the maximum price by the government from sales to foreigners while enabling
citizens to participate in the process and obtain collateral for bank credit that was both
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absent and needed to launch small enterprises, (d) preventing asset stripping by managers
or other insiders, and (e) contributing to the development of a stock market.

71.  Lipton and Sachs (1990) noted that political acceptability of privatization would
require at least a partial transfer to stakeholders such as workers, state banks, and local
government. They also pointed out that some shares might stay in the Treasury and/or
that the government could sell a leveraged firm and become a rentier rather than
capitalist. In his comment on Lipton and Sachs (1990), Stiglitz (1990) argued against
“give away” of firms, noting the importance of giving proper signal about profitability of
firms.

72. Blanchard and others (1991) started from the premise that there was no unique
path to privatization or “best” structure of ownership. In particular, they assumed that the
establishment of a clear system of ownership claims was urgent to avoid plundering of
assets, but that restructuring of firms, by necessity, had to proceed slowly. The need for
speed led them to argue that privatization should proceed by distribution rather than sale
of ownership claims. They also believed that large shareholders were necessary for
efficient management. These two propositions, together with a need for fairness, led them
to conclude that the best program would emphasize the role of holding companies, with
shares traded on the stock market and the mandate to restructure and divest themselves of
firms in their portfolio over some period of time.

73. The closure of persistently loss-making enterprises was advocated by a number of
advisors, including Gomulka (1989), Svejnar (1989), and Burda (1993). In practice,
relatively few firms were completely closed down, although many scaled down their
operations and spun off or closed down individual plants. The one country that moved
aggressively to force bankruptcies on loss making firms was Hungary in 1992.

74.  Many advisors used the Central and East European experience in formulating
their advice for Russian privatization. Hence Aslund (1992) saw Russian privatization as
proceeding excellently and advised Yeltsin and Gaidar to stick to their policies. Sachs
(1992) reviewed the early Polish privatization experience and warned against a method
that gave a veto to every group of stakeholders as well as a method relying on sales of
individual firms. He viewed the not-yet-implemented voucher privatization program in
Czechoslovakia and the investment fund program in Poland as promising. Given that
Russia was facing a much larger scale of privatization (45,000 state enterprise as
compared to around 8,000 in Poland), Sachs (1992) argued that Russia needed to adopt
across-the-board mechanisms of privatization, in which thousands of industrial
enterprises would be moved along the privatization process simultaneously, in a manner
that reflected the implicit ownership claims that existed without letting these claims derail
the privatization process. He also suggested that for large enterprises the key initial step
should be a mass commercialization of enterprises, in which thousands of enterprises
would be transformed into joint-stock company form, with the initial claims over the
shares reflecting the balance of interests in the enterprises. Once mass commercialization
was accomplished and managers and workers received an initial distribution of shares,
new supervisory boards could be assigned the responsibility for privatizing another
tranche of the shares, sufficient to bring the privatized equity to over 51 percent. Sachs



21

(1992) also noted that the crucial aspect of mass commercialization would be the
introduction of corporate governance where no clear governance existed. The Russian
government could then divest itself of the remaining minority equity stakes

Promotion of New Firms

75. From the start, most advisors stressed the importance of assisting the creation and
nurturing of the new private firms. Svejnar (1989) used the successful experience of
China in the 1980s to argue that one of the most important goals of the transition was the
encouragement of entry of new firms. Since China’s success stemmed from the rapid
growth of township, village and private enterprises, Svejnar (1989) advocated a
pragmatic (non-ideological) approach that would permit new firms with various forms of
ownership and control. He also argued for the availability of easily accessible and
competitively priced credit for the new firms. Lipton and Sachs (1990) noted that the
private sector had been unable to tap adequately credit from state banks and advised that
governments encourage the formation of financial institutions catering to the needs of
small businesses. Kornai (1990) argued that policy emphasis should be placed on the
creation and promotion of small- and medium-sized businesses.

76. In practice, most Central and East European countries carried out privatization of
small and medium-sized firms. In varying degrees, they also supported access to
financing by these firms. However, econometric evidence by Lizal and Svejnar (2001)
suggests that small and medium-sized firms faced credit constraints throughout the
1990s. In the Balkans and CIS, restrictions often appear to have remained against the
creation and expansion of new firms. Pissarides and others (2000) report that financing
problems, including high interest rates, hinder expansion and that these firms also face
problems in getting land, office space, and buildings. At the same time, the problem does
not appear to have been just a lack of credit, but also a lack of information about the
availability of special credit lines, which were occasionally unused.

77.  Inretrospect, the establishment and growth of small and medium-size firms (start-
ups), rather than privatization of existing SOEs, appears to have been the major driving
force of the transition in the economies that generated economic growth in the 1990s
(Gomulka 1994; Jurajda and Terrell 2002). In contrast, in countries that experienced
longer decline, such as Russia, the development of SMEs was often stunted by policies of
mayors and other government officials. The available evidence therefore suggests that
placing more policy emphasis on the development of new firms would have accelerated
the transition.

Development and Enforcement of Laws and Regulations

78. Contrary to the currently prevailing view, a number of early advisors stressed the
importance of establishing and enforcing a market oriented legal framework that would
establish a level playing field, create well defined property rights, permit the enforcement
of contracts, and limit corruption. Svejnar (1989) stressed that the “first step in the
transformation process is the establishment of a clear set of laws on economic activity.”
He argued that defining the rules of the (new) game was essential for reducing
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uncertainty and providing an environment that would be conducive to economic decision-
making. He also emphasized the importance of having incentives for achieving economic
efficiency embedded in the legal system and he recommended that the drafting of laws be
carried out as a joint process between lawyers and economists. In the context of the
relatively stable economic environment in Czechoslovakia, Svejnar (1989) proposed that
market-oriented laws and regulations be passed and institutionally anchored before the
principal reform measures, such as price and exchange rate liberalization and
privatization, would be introduced.

79.  Litwack (1991) also stressed that a stable legal framework was a prerequisite for
successful economic reform. He argued that the experience of capitalist countries
demonstrated that a secure economic legality depended on a web of social traditions and
expectations that would be hard to create quickly in the transition economies. Examining
the first two years of the reform at the micro level, Svejnar (1991) brought attention to a
counterintuitive development — while all the countries of Eastern Europe were striving to
join the European Community, none of them decided to adopt a (presumably consistent)
legal framework from one of the Western European countries or from the 1992 European
Community framework. Svejnar (1991) warned that this de novo creation of an entire
legal system was resulting in an incomplete and at times inconsistent set of economic
laws.

80. Aslund (1992c) carried out an early assessment of the main barriers to the
transition and identified as key problems the absence of secure property rights and the
poor quality of laws brought about by the shortage of good lawyers in the transition
economies.

81. As the transition progressed, institutions such as the World Bank, USAID, and
EBRD began providing legal advice, and the American Bar Association (ABA) launched
a major initiative to train judges. The latter initiative has resulted in the creation of the
Central and East European Legal Institute (CEELI) that operates under the ABA
sponsorship with funds from USAID and other institutions.

Development of Institutions

82. Svejnar (1989) stressed that the development of institutions conducive to the
functioning of a market system was a much-needed complementary measure to the
establishment of an effective legal framework. He argued that some institutions, such as
the tax collection offices, needed to be established simultaneously with the passage of the
laws, while others had to be developed immediately thereafter. Murrell (1991) argued
that efforts at creating institutions were essential, but he noted that there was no unified
economic theory on how to construct the institutions that were central to the success of
capitalist economies. Ellerman (1993) pointed out the difference between a rapid (big
bang) and incremental (gradual) approach to institutional change and argued in favor of
the latter because it would generate better and more incentive-compatible institutions.

83. Overall, the need to develop effective, market-friendly institutions was generally
acknowledged (see, for example, the 1996 World Bank World Development Report and
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annual Transition Reports of the EBRD). The problem is that the development and
functioning of the relevant institutions has often lagged in practice. This reflected in part
inadequate emphasis, and in part the difficulty of establishing well-functioning
institutions.

In-depth Development of a Viable Banking Sector

84. Soon after the dissolution of the monobank system, problems inherent in the
underdeveloped capital market started becoming evident. Calvo and Frenkel (1991) noted
that the underdeveloped capital markets inhibited the effectiveness of price reform,
monetary and credit policies, and trade liberalization. As a result, they argued for policies
that would remove capital market imperfections. Like Brainard (1991), they focused on
“cleaning” the balance sheets of enterprises and banks of bad debts and argued that this
process should be carried out in a way that signals a credible government commitment to
reform, namely by socializing the debt—swapping government obligations for the claims
that banks and creditor firms hold against other enterprises.

85. Svejnar (1991) noted that the first round of efforts to convert the monobank
system into a system consisting of a central bank and competitive and functioning
commercial banks had so far failed. The newly created commercial banks were
undercapitalized, lacked trained loan officers and other professionals, and their inherited
assets were often in the form of loans to loss-making firms. Frequently, they were
unwilling or logistically unable to provide credit to new private firms.

86.  Sachs (1992) argued on the basis of Poland’s 1990-91 experience that large state
banks should be rapidly commercialized and privatized because they play a vital role in
the governance of firms as creditors and equity holders.

87. In practice, the transformation of the new banking system into a viable and
performing system has been one of the most difficult aspects of the transition process.
After initial clean-up operations most commercial banks accumulated new bad loans and
banking crises erupted in virtually all the transition economies. Unable to cope with the
problem, Hungary, Czech Republic and Poland have been the first countries that decided
to sell virtually all domestic banks to large Western banks. The hope of this privatization
into foreign hands is that the Western banks will bring in quality service and competitive
interest rates.

Labor Market Institutions and Regulations

88.  Most advisors predicted a rapid rise of unemployment, which was a non-existent
phenomenon in the Soviet bloc countries. While acknowledging its negative social
impact, many analysts discussed the beneficial expected economic effects of
unemployment. Gomulka (1989) for instance argued that Poland “needs unemployment
to create competitive labor markets to produce greater labor mobility, work discipline and
the control of wage inflation.” Others have focused on the need to create institutions that
would promote labor mobility from low to high productivity (and wage) jobs, while
protecting workers during unemployment. As mentioned above, Svejnar (1989) stressed
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the importance of government providing job information and re-training so as to assist
the unemployed with finding jobs and facilitate their occupational and geographic
mobility. Blanchard and others (1991) argued for generous short-term (e.g., six-month)
unemployment benefits, with the generosity declining substantially thereafter. Burda
(1993) noted that unemployment was needed to allow the emergence of the new private
sector since workers have to move from the old state sector to the newly created firms.

89. A number, but not all, advisors addressed the issue of trade unions and the best
system of industrial relations. Svejnar (1989) noted that labor and human capital were
going to be the key to growth in the resource-poor transition economies and predicted
that one should expect the emergence of economically oriented trade unions and possibly
some forms of worker participation in management. He stressed the need to treat these
institutions in such a way that they would be cooperative since this would reduce
industrial conflict, increase worker identification with the firms and thus increase
productivity through lower quits and higher accumulation of firm-specific human capital.
In order to enable the survival of weaker firms he argued for the introduction of firm-
(rather than industry-) specific bargaining systems. Moreover, to reduce firms’ propensity
to resort to layoffs and thus create unemployment in the presence of shocks, Svejnar
(1989) argued in favor of introducing (Vanek-Weitzman type) profit sharing schemes that
would make part of worker compensation (and hence labor cost) cyclical.

90. Burda (1993) argued that emerging unemployment will offset a growing
imbalance in bargaining power of workers over managers in the aftermath of central
planning and pointed out that unemployment provides a “disciplining device” to raise
effort and productivity to Western levels. He also stressed that the special nature of the
transition process necessitated the creation of new labor market institutions that differed
from those in advanced industrial countries. He argued for corporatist-style bargaining
structures and tighter administration of unemployment benefits.

91. In practice, most Central and East European economies introduced or resurrected
unemployment and other social safety net policies that strongly resembled those found in
Western Europe (Burda 1993; Ham, Svejnar, and Terrell 1998). The level of benefits was
originally very high and it was gradually scaled down to more modest but still fiscally
very demanding levels. The industrial relations system was mostly recommended by the
International Labor Organization, and it often translated into industry-wide bargaining in
a tripartite (management-labor-government) framework.

Retirement System

92.  The Central and Eastern European countries entered the transition period with
publicly funded, pay-as-you-go pension systems, almost universal coverage of the
population, low retirement ages (on average 60 for men and 55 for women), high and
growing dependency ratios, high expenditure and contribution levels, high statutory
replacement rates, and perverse redistribution of benefits. The result of the high
dependency ratio was that the system was very costly and yet offered relatively low
benefits. With an aging population, the tax burden would become increasingly heavier.
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93. A number of advisors offered views on how to face this problem and restructure
the retirement system. Diamond (1992) for instance described in depth issues involved in
addressing the short- and long-run financial concerns, as well as institutional design. In
doing so he focused on Poland’s institutional framework and drew on the Chilean system.
World Bank (1994) provided an in-depth follow-up analysis and recommendations.

94, In practice, several countries have already moved to raise the retirement age and
supplement the public retirement system with voluntary private schemes. However, most
have delayed this painful and socially unpopular reform. With the significant aging of the
population, the problem is being exacerbated over time. The current policy discussion is
focusing on the desirability of allowing significant immigration of young individuals as a
means of stemming the demographic problem.

Concluding Observations on Actual Policies

95. In general, the ability of transition governments to carry out Type I and Type 11
reforms turned on two factors: their ability to collect taxes and finance public programs,
and their ability to minimize corruption and rent-seeking behavior. Type I reforms aimed
at reducing subsidies and centrally planned regulation. Most transition governments
quickly abolished central planning. However, a number of them, especially in CIS, had
great difficulty in setting up a reliable tax system. For these governments, reducing
subsidies and the scope of government was almost forced upon them. Type II reforms
emphasize not only the withering away of an omnipresent dictatorial state, but also a
creation of an efficient state apparatus that provides a level playing field for and
regulation of the market economy. Type Il reforms hence require that governments have
some resources, enforce competition and market-friendly laws, and that they not be
dominated or captured by special interests. In this area, most transition economies have
so far failed and have a long way to go.

96.  While all the differences across countries in Type Il reforms are difficult to
capture in a brief account, in what follows I give a sense of the range of differences
across several areas: privatization, banking reform, labor and social institutions, and a
market-oriented legal system.

97. Remarkable differences exist across the transition economies in the adopted
strategy of privatizing large and medium-size firms. Poland and Slovenia, while quick to
undertake Type I reforms, moved decidedly slowly in terms of privatization of state-
owned enterprises, relying instead on their commercialization and on the creation of new
private firms. Estonia and Hungary were equally vigorous Type I reformers, but they also
proceeded assiduously and surprisingly effectively with privatization of individual state-
owned enterprises by selling them one-by-one to outside owners. As mentioned above,
this method of privatization was originally viewed by many strategists and advisors as
too slow. Yet it provided much needed managerial skills and external funds for
investment in the privatized firms, and generated government revenue and effective
corporate governance. It also turned out to be relatively fast when carried out by
determined governments. Russia and Ukraine are examples of countries that opted for
rapid mass privatization and relied primarily on subsidized management-employee
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buyouts of firms. This method had the advantage of speed, but it has led to poor corporate
governance in that management usually was not able or willing greatly to improve
efficiency. The method also did not generate new investment funds and skills, and it
provided little revenue for the government. Finally, the Czech Republic, Lithuania, and,
to a lesser extent, Slovakia carried out rapid equal-access voucher privatization, whereby
a majority of shares of most firms were distributed to citizens at large. While this
approach may have been the best in terms of fairness and one of the best in terms of
speed, this mass privatization program did not generate new investment funds, nor did it
bring revenue to the government. Instead, it resulted in dispersed ownership of shares and
together with a weak legal framework it imposed little control on management and
resulted in poor corporate governance. The poor corporate governance resulted in the
management or majority shareholders appropriating profits or even assets of the firms
(tunneling) at the expense of the minority shareholders.

98. In the development of a banking system, virtually all countries rapidly abolished
the monobank system as part of Type I reforms. The development of a new banking
sector became of major importance for the availability of credit to existing and newly
formed firms. Some countries, such as Russia, allowed spontaneous growth of new banks
from the bottom up, resulting in the creation of hundreds of banks virtually overnight. In
Central and Eastern Europe, the process was much more government-controlled, but even
there dozens of small banks rapidly emerged in countries like Czech Republic and
Poland. While the banking systems differed in various ways, they shared some
discouraging patterns. Many of the small banks quickly collapsed. In most countries the
large banks started the transition with a sizable portfolio of non-performing enterprise
loans and, upon restructuring, they rapidly accumulated a large number of new non-
performing loans. The large banks survived primarily because they were "too large to
fail" and governments bailed them out. The need to carry out repeated bailouts of banks
has since the mid-1990s led Hungary, Czech Republic, and Poland to privatize virtually
all domestic banks by letting them come under the control of large Western banks.
Central Europe has thus become a unique laboratory where one will be able to observe

the effects of an attempt to introduce competitive Western banking system without local
banks.

99.  The countries have differed in the nature and speed of further development of
labor and social regulations and institutions. By the end of 1991, all the Central and East
European countries developed relatively well-functioning unemployment compensation
and social security benefit schemes, with the originally generous benefits becoming
somewhat more modest over time (Ham, Svejnar, and Terrell 1998). In Russia and the
other countries of the CIS, the official benefits were low to start with and decreased
dramatically in real terms over time—and even the low official benefits were often not
paid.

100.  Virtually no country succeeded in rapidly developing a legal system and
institutions that would be highly conducive to the preservation of private property and to
the functioning of a market economy, although some countries did much better than
others. In retrospect, this lack of a market-oriented legal structure appears to have been
the Achilles heel of the first dozen years of transition. Many policymakers
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underestimated the importance of a well-functioning legal system, or believed too readily
that free markets would take care of all major problems. In addition, many newly rich
individuals and groups in the transition economies—especially those who have
contributed to the corruption of public officials—did not desire to have a strong legal
system established. Finally, lawyers in the former Soviet bloc countries have tended not
to be proposing legal reforms and spontaneously drafting bills and other reform
measures, while economists were a fertile source of reform proposals. Overall, the
countries that have made the greatest progress in limiting corruption and establishing a
functioning legal framework and institutions are the central European and Baltic
countries, with the partial exception of the Czech Republic and Slovakia. In recent years,
an important impetus for carrying out legal and institutional reforms in many of these
countries has been the need to develop a system that conforms to that of the European
Union as a prerequisite for accession. The required terminal conditions, as opposed to
initial conditions, thus gradually became an important determinant of progress in reforms.

4. Were Alternative Approaches and Outcomes Possible?

101.  Most observers agree that the performance of the former Soviet bloc economies
during the first twelve years of the transition has been relatively poor. What went wrong
and what went right? A major problem for the transition economies was clearly the initial
recession that set them back relative to the advanced economies. In Russia, Ukraine, and
other CIS countries, this depression lasted almost a decade. In view of this initial
handicap that was shared to varying degrees by all transition economies except China and
Vietnam, I start this section with a discussion of the causes of the economic decline.

102.  The depth and length of the early transition depression was unexpected, given that
the countries were presumably switching from a less to a more efficient economic
system. A number of explanations have been offered: tight macroeconomic policies
(Bhaduri and others 1993; Rosati 1994); a credit crunch stemming from the reduction of
state subsidies to firms and a rise in real interest rates (Calvo and Coricelli 1992);
disorganization among suppliers, producers and consumers associated with the collapse
of central planning (Blanchard and Kremer 1997; Roland and Verdier 1999); a switch
from a controlled to an uncontrolled monopolistic structure in these economies (Li 1999;
Blanchard 1997); difficulties of sectoral shifts in the presence of labor market
imperfections (Atkeson and Kehoe 1996); and the dissolution in 1990 of the Council for
Mutual Economic Assistance (CMEA), which governed trade relations across the Soviet-
bloc nations. While each explanation appears to contain a grain of truth, none is in itself
completely convincing. All countries have gone through the decline, yet cross-country
differences in initial conditions, policies and nature of reform are substantial enough to
make one question the universal applicability of any single explanation. Moreover, no
explanation has strong empirical support across the board.

103.  The next question is what factors account for the persistent growth in Poland,
Hungary, Slovakia, and Slovenia since the early- to mid-1990s, as compared to the
recession experienced in the second half of the 1990s by the Czech Republic, Bulgaria
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and Romania, and the continuous decline in Russia and the other CIS countries? Again,
there is no single explanation and it is interesting to note that geography alone does not
explain the outcomes since the western-most country, Czech Republic, did much worse in
the second half of the 1990s than countries further east such as Hungary, Poland and
Slovakia. In fact, as may be seen from figure 1, the evolution of Czech GDP in the
second half of the 1990s resembles that of Bulgaria and Romania.

104.  The extent to which countries pursued a complete or incomplete set of Type 11
reforms provides some explanatory power. For instance, the overall experience suggests
that rapid mass privatization in the absence of a strong legal system has negative effects
on performance (e.g., Czech Republic, Russia, and Ukraine), while the absence of rapid
privatization may not detract from growth if the countries expose the state-owned
enterprises to competition and a genuine risk of financial failure, and if they create new
private firms (e.g., Poland and Slovenia).

105.  The four leading transition economies shown in figure 1—Poland, Slovenia,
Hungary, and Slovakia—have steadily pursued a relatively complete set of reforms, with
the exceptions of large-scale privatization in Poland and Slovenia and the development of
a strong legal framework in Slovakia. Among the intermediate cases, the Czech Republic
has been a clear leader in terms of rigorous Type I reforms, but it failed to carry out
sufficient Type Il reforms, especially in the area of legal and banking sector
development. This failure, together with the reliance on mass voucher privatization,
resulted in weak corporate governance, managers who diverted corporate assets to their
own uses, inability to enforce contracts, and ultimately a credit crunch during the major
banking crisis of the mid-to-late 1990s.

106.  Upon reflection, it is obvious that the success of mass privatization is contingent
on a functioning legal and institutional system, since millions of financially
inexperienced citizens suddenly become small and highly dispersed minority
shareholders of many firms. In the Czech and, to a lesser extent, the Slovak cases, there
was virtually no legal protection of minority shareholders. As a result, enterprise
managers, as well as managers of investment funds that held significant blocs of shares in
given firms, frequently appropriated the firm’s profit and stripped its assets (i.e., tunneled
the firm) for their own private gain rather than restructuring it for the long term benefit of
shareholders and the society at large. The tunneling was a sensible strategy for those in
control of firms since the absence of a legal system was presumably a temporary
phenomenon. There were many ways in which this tunneling was carried out, including
the use of transfer pricing through related companies, private trading in securities at
artificially low or high prices, and concluding unfavorable options and futures contracts
(Black, Kraakman and Tarassova 1999). As the practice spread, foreign investors fled,
thus further reducing the liquidity of the emerging capital market. The lack of a
functioning legal system also prevented Czech banks from enforcing contracts. The banks
therefore increased the collateral requirements, in some cases up to 200 percent of the
value of the loan. However, lengthy bankruptcy proceedings allowed the debtor to strip
assets to the point where the banks were reluctant to initiate bankruptcy proceedings,
relying instead on jawboning and eventually also highly discounted out-of-court
settlements. In the end, the banks severely reduced lending to the private sector, thus
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bringing about the financial crisis of the mid-to-late 1990s. The Czech government also
maintained an overvalued fixed exchange rate and its central bank pursued perhaps
overly tight monetary policy.

107.  After a relatively promising start, Bulgaria and Romania encountered problems in
maintaining Type I measures and implementing Type II reforms. Bulgaria has succeeded
in re-imposing macroeconomic controls and its economy has resumed moderate growth
since 1998. Romania has had a more difficult time in reaching a political consensus and
in re-embarking on a consistent set of integrated reforms. Russia, like other CIS
countries, has experienced similar shortcomings in its Type II reforms, but its situation
has been further aggravated by difficult initial conditions (political and economic
disintegration of the Soviet Union, attempted coup, greater presence of organized crime,
etc.), less vigorous pursuit of Type I reforms, and a more serious problem of loss of state
control that has resulted in the spread of aggressive rent seeking and corruption.

108. A key observation is that the transition countries further east have on average
performed worse than their more Western counterparts. This pattern suggests that
geography-related initial conditions have been important in the transition process. The
central European countries, located most to the west among the transition economies,
have historically shared the same alphabet and religions, had similar educational and
bureaucratic systems, and intensively traded and otherwise interacted with countries in
Western Europe. They, together with the Balkan and Baltic countries, were under the
Soviet system for only about four decades, as compared to seven decades in the CIS
countries. Finally, they were the first to aspire and be encouraged to prepare for entry to
the European Union. The physical proximity and historical belongingness to Europe
hence seem to have provided an important advantage for the “Western” transition
economies in moving from the Soviet-style system to a democratic and market-oriented
system. However, as noted above, my assessment is that while these geographically-
related initial conditions are important, they do not provide the whole story. The fact that
the Western-most transition economy, Czech Republic, performed worse than others in
the second half of the 1990s, and that differences in performance have been observed
among the Baltic countries, indicates that geography does not provide a complete
explanation and that Type II policies do matter.

109.  Given the diversity of advice provided in the early stages of the transition (see
Section 3), a number of alternative policies could obviously have been pursued. Within
the class of Type I reforms, too much emphasis was in my view placed on multiple
anchors (monetary and fiscal policies, fixed exchange rate, and incomes policies),
especially in countries that did not suffer from high or hyper inflation. As stressed in
Svejnar (1989), there was a recognized trade-off between using incomes policies and
fixed exchange rate as additional tools over and above monetary and fiscal measures to
induce macro stability, rather than allowing wage and exchange rate flexibility to induce
restructuring at the micro level through reallocation of labor, tolerable interest rates, and
opening up to world competition. This tradeoff in a way represented a clash of macro and
micro views at the time, and the macro advocates prevailed.
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110. Calvo’s (1990) warning against excessive monetary restriction that could result in
a credit crunch and hence a recession appears accurate, since in some countries the GDP
decline of the early 1990s was probably brought about in part by the restrictive monetary
policy.

111.  While exhilarating politically, the rapid dismantling rather than restructuring of
CMEA appears to have been economically costly for the transition economies. While
Western advisors did not argue for the elimination of CMEA, and many pointed out the
benefits of maintaining some form of trading area, more advice probably could have been
given to the policymakers in the former Soviet bloc on how to restructure CMEA and
prevent the collapse of trade within the region.

112. While trade between the Central and Eastern European transition economies and
the European Community grew rapidly, the transition countries faced numerous anti-
dumping procedures and safeguards. Given the small size of the transition countries
relative to the EC and the urgent need for the transition economies to reorient trade, a
more open-arms approach on the part of the EC would have been beneficial for the
transition economies, and it would have imposed only limited cost on the Western
European countries.

113.  Western assistance was in general limited. While discussions took place in the
United States and Europe in 1990 about the desirability of mounting a second Marshall
plan, a major assistance program was never launched. Instead, limited assistance was
provided on a bilateral and multilateral basis. There were also specific initiatives carried
out to assist in the development of specific markets and institutions, such the financial
markets (USAID), labor legislation and unemployment and social security systems (ILO)
and lending for the development of small and medium-size firms (EBRD). They appear
to have been successful in that they usually established the legal and institutional
features, although the practical implementation often lagged, especially in the less
developed transition economies. Without Western guarantees, private capital also moved
in selectively and slowly. As a result, in the first half of the 1990s, the total inflow of
foreign direct investment into all the former Soviet bloc countries fell short of the amount
flowing to Singapore. In sum, there is no doubt that the strategic decision of the Western
countries not to launch a major reconstruction program for the former communist
countries had a negative effect on their ability to avoid a deep recession and start catching
up with the advanced market economies.

114.  Within the class of Type II reforms, where governments’ achievements varied
dramatically across countries, the issue of speed and sequencing was obviously much
more important. My personal view, expressed already in 1989, is that the development of
a market-oriented legal system and institutional framework should have preceded the
other structural reforms. If this sequencing were not possible, the development of a
market-oriented legal system and institutional framework should have at least received
top priority within the cluster of initial reforms that were being carried out
simultaneously. Evidence to date indicates that countries that placed emphasis on the
development of a functioning legal framework and corporate governance of firms (e.g.,
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Hungary, Poland, and Slovenia) have performed better than those that did not (e.g.,
Czech Republic, Russia, and Ukraine).

115. The speed and form of privatization of medium and large enterprises depends on
the underlying political economy. If rapid and large-scale privatization constitutes the
only politically acceptable option, as some have argued was the case in Russia, then this
political imperative may dominate the economic benefit-cost calculus. In the absence of
such an imperative, however, numerous options existed and still exist. Evidence indicates
that large-scale privatization can be handled in a variety of ways, or even delayed, as long
as the government is able to make state-owned firms face the discipline of needing to
earn their way without government bailouts and as long as new firms appear through new
creation, breakups of old firms, and foreign investment. Interestingly, while this was by
and large achievable in countries such as Poland and Slovenia, Russian policymakers in
the early 1990s felt that without privatization one could not impose discipline on state-
owned firms. Hungary also dispelled the notion that a country could not sell firms one-
by-one within a reasonable period of time. Thus, while the rapid large-scale privatization
in the Czech Republic ended in 1995, Hungary reached a similar stage of privatization by
1996. Moreover, the quality of corporate governance has on average been better in
Hungary than in the Czech Republic. Overall, evidence form the 1990s indicates that
except in extreme circumstances, countries can choose from a variety of forms and
speeds of privatization.

116. While advisors stressed and government officials by and large acknowledged that
newly created firms could play an important part in the transition, the importance of
supporting the development of these firms was in general greatly underestimated. As it
turned out, de novo firms have played a major part in several (mostly Central European)
economies and their contribution to economic growth and employment could have been
even greater had credit and other policies been more supportive. The implication is that
policy could have been and still should be geared much more toward the support for the
creation of new firms.

117. A number of governments started the transition with a degree of skepticism
toward foreign investment. While Western advisors generally stressed the beneficial
aspect of foreign investment, in retrospect it appears that even stronger advice should
have been given in this area. Firms with Western capital tend to do better than local firms
and they have had beneficial spillover effects. Moreover, while there is a selectivity
problem in that Western firms tend to invest in better local firms, available evidence
suggests that the selectivity effect does not dominate.

118. Western advice on the development of the banking sector was generally sound. It
identified the main likely areas of trouble — the burden of inherited non-performing loans,
the danger of accumulating new bad loans, the lack of banking skills and accountability,
corruption of banking officials, and the inadequate capitalization and supervision of the
banks. The advisors stressed the need to (a) clean the banks’ balance sheets of the non-
performing loans, (b) socialize the debt, (c) supervise the banks, and (d) capitalize and
privatize the banks so as to avoid the need for repeated bailouts. As it turned out, the
advice was not heeded and most countries have encountered repeated banking crisis. In
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Central Europe, the governments realized that they were unable to prevent these crises
from recurring and they eventually decided to privatize their commercial banks to large
Western banks.

119. Western advice was also quite adequate in the area of labor market institutions
and regulation. The subsequent institutional developments reflected primarily the advice
given by the International Labor Organization and the fiscal conditions of the individual
countries. As with other legal developments, in countries where problems arose, the
shortcomings were more in the area of compliance than in the absence of rules and
regulations on the books.

120.  Finally, it is important to re-iterate that most developments in the transition
economies have been conditioned by the ability and willingness of government to collect
adequate but not excessive tax revenues and, similarly, finance adequate but not
excessive social programs. The patterns of public revenues and expenditures reflect local
factors as well as the advice that the transition economies received from Western
countries and institutions. Let me conclude the discussion by illustrating that diversity of
official Western advice can lead to potential problems in coordinating multiple goals. The
World Bank and the International Monetary Fund have generally advised the transition
economies to aim for balanced government budgets, or to run only small budget deficits,
while increasing the size of the private sector and reducing the role of the government.
The European Union (EU) also emphasized low budget deficits and imposed a 3 percent
upper bound on the size of the deficit relative to GDP as a precondition for entry into the
Union. The EU has been also requiring, however, that Central and Eastern European
countries applying for EU membership adopt a number of relatively costly social
programs and structural measures that form the essence of the acquis communautaire.
This has placed upward pressure on government expenditures and through the (relatively)
balanced budget constraint also on the need to raise tax revenue and maintain relatively
large share of government expenditures in GDP. Greater policy coordination among the
donors would have facilitated the policy work of the transition governments in this and
other areas.
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