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STARTING POINTS
TABLE 21.1

Selected Indicators for Economies in Transition, 1989



 
Percentage

                        Average 

        Monetary 


PPP
of  
        Telephones
         Years of 

         Overhang 


GDP
Labor
           per
                 Schooling,
   Population
   as 

Population,
per Head
Force in
          100
                 Population 
   Growth
        Percentage

Millions
1989
     Agriculture       People                 25+           Rate
           of GDP

Eastern Europe

Albania
3.3
1,400
56
                       2
                 6.2
                   1
             4.3

Bulgaria
8.9
5,000
17
                      32
                7.0
              -0.1
           18.0

Croatia
—
6,171
—
                     —
                 —
—
           12.0

Czechoslovakia
15.7
6,280
11
                       29               
9.2
0.4
           27.1

Hungary
10.5
6,810
15
                       19          
9.8
0
           27.7

Macedonia FYR
—
3,394
—
                     —
                 —  
—
           12.0

Poland
38.4
5,150
27
                        15
               8.2
0.4
           13.6

Romania
23.3
3,470
29
                        13
                7.1
0.4
           16.8

Slovenia
—
9,200
—
                      —          
—
—
           12.0

Former Soviet Union

Armenia
3.5
5,530
11
                       18
                5.0
0.4
           25.7

Azerbaijan
7.3
4,620
15
                       10
                5.0
1.2
           25.7

Belarus
10.3
7,010

                       16
                7.0
0.6
           25.7

Estonia
1.6
8,900
9
                        21
               9.0
0.0
           25.7

Georgia
5.5
5,590
14
                        10
               5.0
0.7
           25.7

Kazakstan
17.0
5,130
20
                        11
               5.0
0.9
           25.7

Kyrgyz Rep.
4.5
3,180
16
                         7
                5.0
1.8
           25.7

Latvia
2.7
8,590
9
                         24 
             9.0
-0.1
           25.7

Lithuania
3.8
6,430
10
                        22
               9.0
0.1
           25.7

Moldova
4.4
4,670
21
                         11 
             6.0
0.7
           25.7

Russian Fed.
149.0
7,720
20
                         15
              9.0
0.5
           25.7

Tajikistan
5.6
3,010
14
                           5 
             5.0
2.7
           25.7

Turkmenistan
3.9
4,230

                            6
             5.0
1.9
           25.7

Ukraine
52.2
5,680

                          16
             6.0
0.4
           25.7

Uzbekistan
21.5
2,740
17
                            7
             5.0
2.0
           25.7

Mongolia

2,100
40
                             3
            7.2
2.6
             7.6

SOURCE: Martha de Melo, Cevder Denizer, and Alan Gelb, “Patterns of Transition from Plan to Market,” World Bank Economic Review 10, no. 3 (September 1996), 400, and UNDP Human Development Report, 1997.

Common Features

However, despite these differences, all of the transition economies shared at the outset several important points of commonality:

1. Macroeconomic balance was achieved by direct control of the planning agencies rather than by a reliance on the market 

2. The plan, not market forces, was the primary coordination mechanism of the economy.

3. There was no adequate institutional framework within which a market economy could operate. This deﬁciency was clearest in terms of intertemporal coordination, where the absence of deﬁned property rights and enforceable contracts was most limiting.

4. The relative prices of goods and factors of production reﬂected neither relative costs nor relative scarcities.

5. Entry into most economic activity was controlled by the government, and many activities that would be regarded as socially beneﬁcial in a market economy were illegal during, and in the immediate aftermath, of central planning.

6. The extent of private property was limited. Although in some countries (e.g., the former Yugoslavia) there was an attempt to combine socially owned capital with market coordination, such experiments had not in general been fruitful. 

7. Foreign trade was controlled by the state and therefore the efﬁciency-enhancing impact of foreign competition was largely absent.

THE STEPS OF TRANSITION

Domestic liberalization .3 in the construction of the index. 

External transactions liberalization also has a weight of .3. private sector entry liberalization, is measured by the extent of progress in the privatization of state assets and the entry of new ﬁrms weight of  .4.
TABLE 21.2

Liberalization, Growth, and Inﬂation in 26 Countries in Transition, 1989–1994


 
  


Average 
Lowest



Average
Average
GDP in 
Level


Cumulative

Inﬂation
Annual
1993–1994 
of GDP 

Liberalization
Average
Rate 
GDP
as a Per-
as a Per-

Index
Liberalization
1993–1994 
Growth
centage of 
centage of

1994
1993–1994
(percent)
1993–1994
1989 GDP
1989 GDP

Advanced Reformers

Slovenia
4.16
0.82
26
3.0
84
81

Poland
4.14
0.84
34
4.2
88
82

Hungary
4.11
0.84
21
0.0
81
80

Czech Republic
3.61
0.90
16
0.8
81
80

Slovak Republic
3.47
0.86
19
0.4
79
77

Average
3.90
0.85
23
1.7
83
80

High Intermediate Reformers

Estonia
2.93
0.85
69
0.9
69
67

Bulgaria
2.90
0.68
81
21.4
73
73

Lithuania
2.72
0.79
231
27.3
44
44

Latvia
2.45
0.71
73
24.4
60
59

Albania
2.30
0.70
57
9.5
74
65

Romania
2.29
0.66
194
2.2
69
67

Mongolia
2.27
0.64
164
0.6
84
83

Average
2.55
0.72
124
0.0
67
65

Low Intermediate Reformers

Russian Federation
1.92
0.63
558
213.5
57
52

Kyrgyz Republic
1.81
0.68
744
213.2
61
57

Moldova
1.62
0.53
558
217.0
53
46

Kazakstan
1.31
0.37
1,870
218.5
57
49

Average
1.67
0.55
933
215.6
57
51

Slow Reformers

Uzbekistan
1.11
0.37
640
22.5
89
88

Belarus
1.07
0.35
1,694
216.6
73
64

Ukraine
0.80
0.20
2,789
218.6
56
48

Turkmenistan
0.63
0.19
2,751
215.0
69
62

Average
0.90
0.27
1,968
213.2
72
66

Affected by Regional Tensions

Croatia
3.98
0.83
807
20.7
69
68

Macedonia FYR
3.92
0.78
157
210.7
57
55

Armenia
1.44
0.42
4,595
27.4
38
38

Georgia
1.32
0.35
10,563
224.6
24
23

Azerbaijan
1.03
0.33
1,167
217.7
50
44

Tajikistan
0.95
0.28
1,324
226.3
35
30

Average
2.11
0.50
3,102
214.5
45
43

SOURCE: de Melo, Denizer, and Gelb, 405.
STABILIZATION

The common experience of almost all transition economies
 has been macroeconomic disturbances of a magnitude and endurance that have surprised almost all observers, consisting of rapid and sustained inﬂation and a sharp reduction of real output. The accompanying rise in unemployment has been smaller than expected, largely due to extensive subsidies to industry.

Inflation

The causes of inﬂation in the transition economies are complex, but the most important are the following:

1.
The monetary overhang created by supply and demand imbalances in the planned regime. Relaxation of price controls released pent-up demand and drove prices higher.

2.
The absence of an adequate taxation system and the inability of governments to borrow on ﬁnancial markets forced reliance on the creation of money and credit to ﬁnance government activity.
3.
The continuation of soft budget constraints in much of industry, increasing the ﬁscal deﬁcit. To prevent the failure of state-owned and privatized enterprises during transition, governments frequently extended credit to industry. This is a politically necessary move in many cases, since widespread failure would lead to unemployment, political unrest, and a failure of any reforming regime to complete its program. In many cases, government support to industry had to increase sharply as implicit subsidies in the pricing system under central planning were eliminated.

4.
Flight from the domestic currency to foreign currencies (generally speaking the dollar) because of an absence of conﬁdence in the domestic currency.

High rates of inﬂation have profound distributional consequences in the transition economies because they act like a tax on ﬁnancial assets. The losers are predominantly households and ﬁrms that held positive cash balances, who see their savings wiped out by hyperinﬂation. The winners are the government sector, which reaps the gains of seigniorage, and any households or ﬁrms with net debts. In general, the inﬂation tax is regressive and falls more heavily on small savers who have difﬁculty converting their ﬁnancial assets into real property or dollars (or other foreign currencies) where it is safe from inﬂationary ravages.

The Collapse of GDP

Causes of the Contraction.  
1. Dislocation

2. End of negative value added.  

3. Third, dislocation had domino effects because enterprises that had lost buyers suffered a shortfall of revenues and therefore had no resources to pay for raw materials. 

4. Internationalization of domestic transactions.

5. End of CMEA.

6. Failure of internal distribution.

Labor Productivity.  
Table 21.3

Annual Change in Labour Productivity, 1990-1999

	
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999

	Eastern Europe 
	-4.02
	-4.58
	1.46
	2.67
	3.87
	6.19
	3.22
	2.16
	1.88
	4.89

	Albania 
	-9.27
	-24.26
	12.62
	11.57
	-2.17
	12.15
	13.18
	-7.17
	10.87
	10.87

	Bulgaria 
	-3.19
	5.28
	0.85
	0.18
	1.19
	1.68
	-10.90
	-2.97
	3.31
	4.43

	Croatia 
	-4.33
	-13.50
	-0.59
	-3.91
	6.55
	6.84
	4.64
	7.41
	-4.00
	-0.00

	Czech Rep.
	-0.30
	-6.43
	2.02
	1.59
	1.46
	3.06
	3.74
	1.19
	0.19
	2.33

	Hungary 
	-0.21
	-1.75
	7.47
	6.38
	5.66
	4.04
	2.76
	5.59
	4.57
	1.43

	Poland 
	-7.72
	-1.04
	6.57
	6.12
	4.31
	5.50
	4.62
	4.67
	3.03
	8.68

	Romania 
	-4.65
	-11.90
	-4.92
	4.38
	3.64
	11.25
	5.11
	-2.43
	-2.60
	3.41

	Slovakia 
	-0.71
	-2.31
	-7.23
	-4.11
	8.06
	4.33
	2.77
	6.81
	4.81
	5.80

	Slovenia 
	-4.37
	-1.27
	0.03
	5.73
	7.95
	4.82
	4.51
	5.49
	4.55
	4.10

	Estonia 
	-6.80
	-7.42
	-8.11
	-0.76
	0.10
	8.03
	4.81
	8.97
	6.27
	3.76

	Latvia 
	2.80
	-9.95
	-27.52
	-5.63
	7.19
	1.76
	4.25
	4.86
	2.55
	1.14

	Lithuania 
	-0.62
	-7.91
	-17.83
	-9.19
	-2.75
	3.23
	2.39
	4.52
	4.26
	-2.65

	Armenia 
	-7.71
	-12.86
	-30.44
	-3.32
	4.28
	3.83
	4.77
	4.80
	6.42
	4.38

	Azerbaijan 
	-12.49
	-1.28
	-19.27
	-15.38
	-9.22
	-4.76
	-0.39
	2.11
	3.89
	3.17

	Belarus 
	-1.01
	1.32
	-7.22
	-5.90
	-8.87
	-3.55
	2.85
	8.71
	6.26
	2.62

	Georgia 
	-17.01
	-11.18
	-21.61
	-10.90
	-3.20
	-5.73
	5.03
	0.26
	0.14
	4.70

	Kazakhstan 
	-2.27
	-9.62
	-3.17
	-0.63
	-6.80
	-5.99
	0.69
	1.71
	2.68
	2.44

	Kyrgyzstan 
	4.28
	-7.39
	-18.10
	-6.01
	-13.37
	-3.16
	3.64
	4.47
	0.84
	0.02

	Moldova 
	-1.51
	-17.17
	-22.95
	11.65
	-21.50
	-0.38
	-2.53
	1.17
	-2.94
	2.61

	Russian Fed. 
	-2.61
	-3.02
	-11.68
	-5.95
	-7.42
	-0.75
	-1.82
	1.83
	-2.46
	3.39

	Tajikistan 
	-2.91
	-9.68
	-26.29
	-8.44
	-11.25
	-5.13
	-3.95
	-0.56
	1.68
	2.31

	Turkmenistan 
	-1.55
	-7.80
	-15.99
	-1.24
	-15.02
	-5.99
	2.52
	-7.21
	2.75
	6.42

	Ukraine 
	-3.60
	-6.88
	-7.26
	-10.07
	-14.35
	-8.53
	-4.01
	-0.08
	-0.40
	0.93

	Uzbekistan 
	-4.80
	-4.82
	-9.70
	-1.69
	-5.10
	-1.23
	0.28
	2.73
	2.24
	2.70


SOURCE: United Nations Economic Survey of Europe 2001, p. 122.
TABLE 21.4

Labor Productivity Growth: Change, 1992–1995 (percentage)


Privatized 
State-Owned

Firms
Firms


Bulgaria
12.4
21.4


Czech Republic
8.6
22.6


Hungary
6
3.2


Poland
7.5
1.4


Romania
1
20.5


Slovak Republic
7.8
24.1


Slovenia
7.2
1.8


Average
7.2
20.3

SOURCE: Gerhard Pöhl, Robert E. Anderson, Stijn Claessens, and Simeon Djankov, “Privatization and Restructuring in Central and Eastern Europe,” World Bank Technical Paper (1997), 368.

PRICE LIBERALIZATION

Effects of 

Regulation of Monopoly

contestability of markets 

This is our notorious gigantomania. We always thought that a larger plant is bound to be better than a small one. We artiﬁcially propagated monopolists. An industrial giant that has already been built is impossible to break up into parts. This means that it will long remain a technological monopoly. . . . Fortunately there are not so many of them in the light and food industries. But heavy industry is full of these monsters. To speak of competition here is impossible. We will have to introduce price controls and anti-monopoly legislation.

The Role of Trade

THE REFORM OF ENTERPRISES
The Enterprise under Central Planning

Enterprises in the centrally planned economies were quite different in structure, goals, and culture from their counterparts in developed market economies. These differences have been mentioned earlier, but a review is worthwhile:

1.
Size of enterprises.  By the late 1980s, almost three-quarters of the Soviet labor force was employed in enterprises of more than 1,000 persons and over 20 percent worked for enterprises with more than 10,000 workers.

2. Objectives of management. 

3. 
Marketing and sales effort. .

4. Lack of export orientation. 

5. 
Extent of vertical integration. 

6. 
Provision of ancillary services. 
Corporatization

1. Creating independent management. 

2. 
Deﬁning the goals of the enterprise
3. 
Separating ancillary services from the productive enterprise. 

4. 
Establishing a realistic accounting syste
5. Providing incentives to management and workers. 

PRIVATIZATION
Principles of Privatization

The Problem of the Commons.  

Principal-Agent Issues.  

The Restitution Issue.  

Holding the Nation’s Assets in Trust.  

Desirable Characteristics of a Privatization Program

If we list the characteristics that are desirable in a privatization program, we quickly recognize that some may be in conﬂict.
 Features that we might want to see include the following:
Rapidity. 

Improved enterprise governance. 

Fairness. 

Gaining the support of powerful interests. 

Facilitating the inﬂow of new capital, technology, and management skills. 

Sustaining and supporting the liberalization program. 

Techniques of Privatization

Restitution.  

Small-Scale Mass Privatization.  

Sale to Insiders

Direct Sale to Outsiders

Initial Public Offerings.  

Voucher Privatization.  
Well-designed voucher privatization can overcome many of the problems encountered with the various sales techniques, notably the perceived unfairness, the shortage of domestic capital, and the difﬁculty of placing a value on assets. Because the voucher approach can proceed rapidly, it can simultaneously stimulate the development of market institutions, create new owners, and reorient the interests of existing ones toward further reform. Furthermore, it can speedily cut the links between enterprises and the state that both inhibit restructuring and put ﬁscal pressures on the state.

FINANCIAL SECTOR REFORM

The Central Bank

One of the ﬁrst priorities must be the creation of a central bank, usually achieved by divesting the monobank of its other responsibilities and focusing it on functions traditionally reserved for the central bank.

These include the following:

1.
Acting as a clearing bank for the commercial banks

2.
Acting as the promulgator and enforcer of regulation to enhance the stability and efﬁciency of the ﬁnancial system

3.
Functioning as a lender of last resort to banks

4.
Controlling the stock of money in the economy, and hence the interest rate

5.
Monitoring the foreign exchange value of the currency

Commercial Banks/Investment Banks

Stock Markets

The dormant stage. 

Manipulation. 

Speculation. 

Consolidation or crash. 

Maturity. 

REFORM OF INTERNATIONAL TRADE

THE SOCIAL SAFETY NET

BIG BANG VERSUS GRADUALISM

POLITICAL REFORM AND ECONOMIC REFORM

TABLE 21.5

Progress to Political and Economic Reform in Transition Economies: Freedom House Rankings 2001

	
	Economy
	
	Democracy
	

	
	Rank
	Score
	Rank
	Score

	Poland
	1
	1.67
	1
	1.44

	Hungary
	2
	1.92
	4
	1.94

	Estonia
	3
	1.92
	7
	2.00

	Czech Republic
	4
	2.00
	2
	1.81

	Slovenia
	5
	2.08
	5
	1.94

	Latvia
	6
	2.50
	6
	1.94

	Lithuania
	7
	2.75
	3
	1.94

	Slovakia
	8
	3.25
	8
	2.25

	Bulgaria
	9
	3.50
	9
	3.06

	Croatia
	10
	3.58
	10
	3.25

	Armenia
	11
	3.58
	17
	4.56

	Georgia
	12
	3.75
	15
	4.19

	Moldova
	14
	4.00
	13
	3.94

	Romania
	13
	4.00
	11
	3.31

	Kyrgyz Republic
	15
	4.00
	21
	5.13

	Russia
	17
	4.17
	18
	4.63

	Albania
	16
	4.17
	14
	4.13

	Ukraine
	18
	4.33
	16
	4.44

	Kazakhstan
	19
	4.50
	23
	5.56

	Macedonia
	20
	4.58
	12
	3.75

	Azerbaijan
	21
	4.92
	24
	5.56

	Yugoslavia
	22
	5.33
	19
	4.63

	Tajikistan
	24
	5.50
	22
	5.44

	Bosnia
	23
	5.50
	20
	4.94

	Uzbekistan
	25
	6.17
	25
	6.50

	Belarus
	26
	6.25
	26
	6.56

	Turkmenistan
	27
	6.50
	27
	6.94


SOURCE: Freedom House, Nations in Transition, 2001 www.freedomhouse.org/research/nattransit.htm
1996. New York: Oxford University Press, 1996.

� The main exception is, of course, the People’s Republic of China, which has maintained extremely strong economic growth throughout its liberalization effort. Growth in China was 11 percent between 1989 and 1995, and inﬂation a modest 8.4 percent. Vietnam combined liberalization with growth—roughly 8 percent between 1989 and 1995—although inﬂation was in excess of 100 percent per annum.





� Consider, for example, the case of energy, which was supplied at well below world prices throughout the Soviet bloc. The elimination of the implicit energy subsidy squeezed many ﬁrms that had been conditioned to operate in a relatively energy-intensive fashion. To avoid the failure of these ﬁrms, the government had to grant generous credits.


� Cheryl W. Gray, “In Search of Owners: Privatization and Corporate Governance in Transition Economies,” The World Bank Research Observer 11, no. 2 (August 1996): 179–197.


� Gray, “In Search of Owners,” 90.





