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Introduction

The first question to be asked about this country group is the following: what
makes it different from other underdeveloped countries on the periphery of the
world economic system? The most trivial answer is of course its military might
and geographical location. Russia still maintains far the largest army in
continental Europe of over 2.5 mn people in uniforms. Until December 1994
besides Russia, Ukraine and Kazakhstan followed independent nuclear policies
on their own and only White Russia has declared its disinterest in retaining its
nuclear arsenal. Second, geography does not follow new developments in trade,
technology or intellectual fashions having relocated their focus on the
Transatlantic axis. Therefore disasters of various sorts - from the repercussions of
a still functioning Chernobyl power plant to those of the endless interethnic
conflicts in Bosnia, producing hundreds of thousands of refugees - are bound to
spill over more immediately to the core countries of the European Union than
cataclysms taking place elsewhere. Third, most of these countries have
historically, culturally, religiously and even politically and militarily been integral
parts of the pan-European scene, especially in the last two centuries. In sports
and politics, arts and sciences, music and personal, even family contacts various
Central and East European nations have not only felt but have actually become
inseparable parts of the old continent in the pre-Yalta period.

The economic background of these countries have been substantially
divergent in the pre- and post Cold War era alikel, ranging from the Czech Lands,
with per capita income exceeding Austrian levels in 1920 to Albania, which has
traditionally been the most backward Islamic society of Europe. What they have
in common is the fate they were sharing until recently. Namely most of them
were parts of the Soviet empire, and all of them were subject to a command
economy in one form or another. In other words each of them have become
subjugated to the greatest experiment of social engineering in modern history:
the state socialist modernisatory attempt.

1 For details ¢f. Berend and Ranki (1974) and Kaser and Radice, eds, (1985).
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It is important to keep in mind both components having molded the
specificities of this country group: the Russian/Soviet imperial quest and the
socialist ideology inspiring many individual choices, as neglecting either of
these presents a biased view on developments. Meanwhile it is equally important
to stress: they underwent a grandiose modernisation attempt, initiated and
imposed from above. This attempt though earnestly aimed at attaining modernity
as defined by Max Weber (1972): qualitative congruity with most advanced

capitalist societies (actually, many aspects of the welfare state included).

However, as evidenced by scientific analyses and everyday experience alike,
this particalar experiment failed. Neither international competitiveness, nor
innovation, not to speak of other qualitative aspects of life, like providing
personal freedoms or caring more about public goods or preserving the
ecological equilibrium, where centralised systems seem tO enjoy an
uncontestable edge over private markets, could Central and Eastern Furopean
societies outperform their Western counterparts. Even in terms of quantitative
indicators? the ex-socialist countries were faring worse. If corrected for
intentional misreporting and conceptual distortions (see Annex) we find that the
catching up phase has come to an end by the late 60s. From then on, though the
investment effort of socialist countries exceeded that of OECD countries by 5-7
percentage points on average, incremental growth was still lagging behind the
West. Since the West, especially Western Europe has entered a long term phase
of relatively modest growth in the last two decades, the catchup potential of
backward countries must have been considerable, as evidenced by the newly
industrialising countries. However this potential has not been utilised under
socialism. Therefore the combination of a higher investment effort with a
lower yield resulted in a cumulative bandicap in the living standards of
countries which started the race from a lower relative level of development from
the very outset. Their openness, i.e. constant comparisons to the West makes this

manifest.

It is important to see that socialism has not produced a more equitable
society either. For one income, and even more carreer, prospects were tyed to

hyerarchies rather than performance, which strongly resembled feudalism.

2 True, reliance on current flow indicators on assessing overall economiec performance is seen by modern economic

theory as simplistic at best. However socialist régimes did declare this measure as their comparative Success
indicator.



Introduction

Second, average income differentials of 1:5 to 1:7 ie. typical West European
proportions survived all across the socialist period in most of the countries (with
the possible exception of Albania and North Korea). Third it has not produced a
better provision of public goods and services than contemporary capitalism,
Fourth it has not produced a modern postindustrial society, but conserved
antiquated industrial structures of the period of World War 1. In sum, the often
invoked equality versus efficiency tradeoff (Okun, 1975) does not seem to have
played a significant role in making public choices, like in resisting reforms in the
1970s or supporting systemic change in 1989/91.

In reality it was the fate of the Russian military and the related Dbolitical
might which proved decisive in setting the actual life cycle of this
barticular experiment. The parallel introduction of command planning and of
one party rule in 1948 took place just as simultaneously across the region as the
collapse of the system in 1989/90, followed - with a year of delay - by Russia
proper. Even in Yugoslavia the Russian-US agreement in December 1989 on
troop withdrawal from Central and Eastern Europe triggered the latent
interethnic conflict into an open military one. In sum, besides several features of
underdevelopment, like indebtedness, poor governance, macroeconomic
populism or the lack of competitiveness the Central and East European country
group does posess with some clearly discernible Dbeculiarities. This
becomes manifest in the type of problems that a successful developmenital
strategy needs to address. Besides conventional stabilisation and adjustment
problems specific tasks related to the distortions brought about by the socialist
system and of the Soviet empire need to be corrected. As coexistence of
dependent periphery countries with a less rather than a more developed
colonialist core country? is rather exceptional phenomenon in economic
history, the multidimensional long time horizon and peculiar nature of Central
and East European transformation becomes quite palpable,

3 Interestingly encugh in the 1970s and 1980s the Yugoslav cconomy in general and its core economy, the Serbian in
particular has become as dependent on Russian markets as any Comecon member, having transacted half of their
trade with the Soviets, selling most of their manufacturing output on the secure Eastern markets.
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It is important to bear in mind that - contrary to the prophecies of Marx -
socialist revolutions the world over could only overcome in backward countries.
Their victory was often intertwined with a strong national movement, either in
form of decolonialisation, as in China, Vietnam and Cuba, or in the context of
World Wars as in Russia in 1917 or in Serbia in 1945. Therefore it was inevitable
that developmental catchup with the most advanced countries figured high in
legitimating the system and in setting the priorities of socialist industrialisation.
Besides, following the action-reaction principle, revolutionary régimes were only
right to expect a backlash internally and externally alike, since they could
nowhere and never win democratic legitimation through free elections.
Therefore a peculiar type of a catchup strategy has been chosen: enforced
industrialisation with a clear-cut emphasis on beauvy industry, more
particularly defense and defense related industries.

This choice has first been made in Russia in 1926-28, with other countries
following suit from North Korea to Cuba automatically and without much
hesitation or speculation about their separate national roads. In the Russian
industrialisation debate? the issue was bluntly stated. If organic development had

been chosen, that would have implied

a) a long term coexistence with petty commodity producers, the
predominant peasantry and the class of dealers;

b) it would not have allowed a quick military buildup at any rate;

¢) it would not have allowed for a radical version of social
engineering where system’s designers insisted not only on their
specific vision to be implemented, but also on the speed of attaining
their goals. Likewise any corrective feedback or doubt in these was

seen as undesireable and positively harmful.

4 For more on these of Ehclich {1960); Carr and Davies (1974), Nove (1992, pp- 115-225).
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The totatarian state is the only means’ 1o get these goals through, against
the more or less explicit preferences of the majority, but in the name of the
avantgarde, which hoped to deliver accelerated modernisation as a byproduct
and ex post legitimation of its rule. As it has been theoretically proven by the
classic book of Hayek (1944) the choice of cereain type of values and priorities
predetermines also the ways and means, which culminates in a totalitarian state
and a command economy as its subsystem. And indeed: wherever such an
experiment has been launched, from Algeria to Nicaragua, the trend was
unmistakeably emerging even if it could not always get through. Therefore either
enforced industrialisation, on command planning and totalitarianism should be
treated as partial or particular excesses of a fundamentally good idea.
Furthermore they can or should not be criticised on their own, separated from
other aspects of systemic totality, as ideologising categories - like state/Soviet
socialism, Stalinism, overindustrialisation or overcentralisation - would imply.

But for Central and Eastern Europe the socialist industrialisation has not
meant a2 modernisatory path chosen by the collective action of each and every
country. It has been the postwar great power division of Europe in Yalta
which was decisive in setting the geographical (and timely) limits to where the
borders of the world socialist system would be in Europe. It is important not only
that borders went sometimes across nations as in Germany, but also that
countries of Central and Eastern Europe were artifically homogenised by their
being integrated into the Soviet empire. This was decisive in setting several

features of their lot.

1. Their traditionally Westward looking commercial relations were
reorienied to the East in 1948,

2. Not only a general East bloc orientation, but a particular Soviet
orientation prevailed. This meant that despite many talk about
socialist multilateral integration the relationship remained basically a
bilateral Soviet-Polish, Soviet-Bulgarian etc. one, with the Russian
relation having accounted for two thirds of total Comecon trade of
Central and East European countries.

3. Certain turns in economic policies, esp. the more important ones
took place nearly simultaneously. This applied to the more

5 Obviously, in a totalitarian state power is always as much an objective as a means, a value on its own right, thus the
above distinction is only of relative worth.
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consumer oriented policies of the 1953-55 period, to collectivising
farming in 1959-61, to the growth acceleration projects of the early
1960s and of the 1970s. By the 1980s a desynchronisation has
become observable, reflecting the fatigue of the imperial
coordination mechanism (the Warsaw Treaty, the CMEA, but
primarily the top level intraparty contacts).

4 External economic relations, esp. vis-d-vis the European
integration process, the IMF and the USA remained under Soviet
surveillance until the late 80s. Economic interests were subjugated
to foreign policy considerations.®

5. A qualitatively similar institutional infrastructure’ have been in
existence for decades thus having produced an astonishing degree of
behavioural similarities in such otherwise distant countries as
Eastern Germany and Bulgaria. Trends towards selfsufficiency and
centralisation of organisational patterns, or defensive strategies of
firms and their aversion to innovation are all well researched
features of this development path. In other words patterns typical of
laggard countries spread also in historically more advanced societies,
like in the Baltic states as well.

6. Being parts of the external empire meant a completely different
developmental pattern for Central and Eastern Europe than total
conquest meant for the Baltic states. The latter were not only
politically Sovietized but also incorporated into the single Soviet
economic space. Remembering the then quite recent memory of the
Austro-Hungarian Monarchy Stalin did not want to replicate a
situation in which two thirds of the population is disinterested in
keeping the state-construct together. Therefore he and his
successors intentionally resisted the temptation to integrate any of
the conquered nations® Instead the Byzantian power pattern of
creating radial dependencies was followed. This principle - known as

democratic centralism in communist parties - means that only

10

"The most extreme cases of conflict between the two were the 1953 Berlin uprising, the Polish and Hungarian 1956,
the crushing of reform movement in Czechoslovakia in 1968 and in Poland in 1981. In each cases monoarchic rule
and Fastward orientation have become questioned.

The most detailed accounts of this particular system 0 date are Zaleski (1980) and Kornai (1992), with the latter
proving theoretically why even the most radical of reforms could not surpass the inherent constraints of the
socialist model.

When Todor Zhivkov offered Bulgaria's joining the USSR as a 16th member state in 1973 his offer was turned down
immediately, and not only because of the honeymoon of détente policies.
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vertical contacts are legitimate; and any attempt to create
subgroupings are seen as high treason. Incidentally, when former
General Secretary of the Cominform Georgi Dimitrov forgot about
this maxim in his capacity of Bulgarian leader, and formed a customs
union with Tito in 1948, he was toughly criticised by the Russians
and died in a copule of weaks under mysterious conditions (Berend,
1971).

This experience was instrumental in setting the pattern of intra-
CMEA relations. On the one hand, the Soviet model of command
planning had to be imported and copied. On the other hand, it
could not be generalised. Economically the latter would have meant
the imposition of supranational planning on the nationally
segmented markets. But this would have run counter to the imperial
maxim described above. Going the other way round i.e. through the
market would have presumed the functioning of real markets inside
the constituent economies. But a radical market socialist variant is
already at odds with one party rule (not to speak of private markets).
Thus the market option has remained equally closed. And this has
remained the fundamental paradox of Comecon all across its
existence. As could be documented elsewhere (Csaba, 1990) the
bulsation between the equally closed ends of the tunnel, ie.
integration® via either planning or markets has contributed
considerably to the decay of communism. In practical terms it was
the obvious impossibility to reform a malfunctioning, antiquated
Comecon which convinced Gorbachev of the need to abandon the
external empire.

The type of domestic economic strategies that could be followed in
Central and Eastern Europe has thus been greatly predetermined by
the exigencies described above. From a systemic perspective
embedment in a planned/plannable environment was a
precondition for a viability of macroeconomic planning in
small open economies. On the input side long term (five year)

It is instructive in this sense that the contemporary official name, ‘socialist economic integration’, so keenly
employed also by some Western specialists in choosing the title of their books, was more or less the precise inverse
of reality. It was not particularly socialist, it was Russian dominated. It was not economie, but of military/imperial
nature. Finally it could be anything but integration owing to its instrinsinc limitations on both sides, as summed up

11
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obligatory intergovernmental contracts secured domestically
unavailable imports that were needed to set up macroeconomic
balances. And on the output side planned markets secured the sale
of production from the newly created capacities. Quite soon
following its installation, this shadow world came to a life of its own,
creating interests, structures reproducing themselves and ’socialist
comparative advantage’ and resisting structural and institutional
change (Hillman-Schnytzer, 1992).

This state of affairs explains most of the policy choices, dilemmas and actual
development patterns of the entire socialist period. Exceptional cases apart
Soviet operative interference was negligeable into the actual conduct of
affairs, like in making the choices among particular competing large investment
projects or in setting sectoral or organisational priorities. This explains to a great
extent the considerable diversity of the actual course of affairs in the individual
Central and Eastern European countries. For instance the excessive imbalances
created by the incompetent Polish investment policies of the 1970s stood in
sharp contrast to the continuously preserved external and internal financial
stability of the former Czechoslovakia.

But beyond all differences certain inherent similarities of the paitern of
modernisatory endeavour have become clearly discernible. From a
developmental perspective it is neither a surprise nor a point of criticism to state:
the investment priorities of the Central and East European countries were not
determined by considerations of return. In more established terms it means the
conduct of inward looking, import substitution policies'®, as well as a
consequent neglect for market considerations.

Both historically and logically the choice for the command economy derived
from a desire to set developmental and structural priorities in an autonomous
fashion. As stated explicitely in the industrialisation debates, the system was
meant to supplant a policy of attaining a vision, and goals derived from that
vision, ie. by definition unavailable in the current environment. Once

introduced, however the system was bound to exert a feedback on the priorities

10 Interestingly, if and when some pilot/prestige projects aimed at foreign sales were initiated, these proved to be

symbals of failure. Sufice to recall the Lada car factory, selling the 1966 car of the year well into the 1950s, or the
horrendous costs of producing the pride of the Honecker régime, the 1 megabyte chip.

12



An Overview of a Modernisatory Dead End

governments could choose "autonomously”, or find rational in their own logic.
Namely only projects fitting into the shadow world of Comecon and plan-prices

that could survive.

The system was tailored to suppress any feedback, be that of market clearing
prices, or signals of the capital market, or even more reactions from the external
(capitalist) environment, that was seen as by definition hostile to the most
‘noble’ aims of system designers. Monopoly on foreign trade and on foreign
currency, central fixation of prices and incomes, governmental allocation of
investments and embedment into a planned environment altogether constitute a
coherent system.1! Such a system breeds priorities which fit to it rather than ones
transcending it. As the logic inside and outside the system is different, it could be
a mere coincidence if world market demand and endogenous product/output
supply of the bureaucratic economies met. In other words the #ncreasingly
poor international competitiveness of Central and Eastern Europe bas
been built into the choice of developmental model. As the first and to date
most lucid analysis of the system Mises (1920) correctly emphasised: if capital
(and consequently other factors) do not have a proper valuation, calculation and
correct investment decisions become impossible. Therefore besides the lack of
competitiveness lack of efficiency and the consequent laggard status in
global competition have also been inherent consequences of the original

choices.

Having surveyed the repercussions on innovation, efficiency,
competitiveness, i.e. major sides of economic success one wonders to what
extent can such a development path be called modernisation. As referred above
classical sociology has offered some good arguments to define modernisation as a
process bringing about congruity with the conditions prevailing in most
advanced societies. The survey of major factors, especially their strong interlink
cautions against describing the socialist period in Central and Eastern Europe in

these terms.

In hinsight, socialist industrialisation is even less possible to interpret as a
form of actual modernisation when remaining within the confines of more
technical economics. For one fostering industrial expansion at a time OECD

11 With a different emphasis this point is particularly highlighted in the argumentation of Kornai (1992).

13
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countries entered the phase of postindustrial society was building in a lag of
some 50 years esp. into the more advanced Central European countries’
structural pattern. Second, the emphasis on investment as the only source of
growth seems extremely simplistic. Economic theory has already pointed to the
decisive importance of other, primarily organisational and motivational factors as
well as of endogenous technological change1? in fostering growth at the mid-50s
(Solow, 1956). More recent analysis of over 100 countries with a regression
model indicates a rather opposite causal link: only high enough growth
generates the sources/incomes for sufficiently high rates of investment to sustain
(Blomstrom, et al., 1993). Third, whatever one thinks of the interrelationship of
investment and development, any attempt focusing on a single factor and
disregarding the possible contribution of others, like infrastructure, systemic
issues, human capital not to speak of the complexities of ecological equilibrium

and of sustainability must be seen as simplistic even by contemporary standards.

But the strongest is our fourth argument against the modernisatory
interpretation, i.e. the protracted inability of the socialist system to adjust
to the changing world by way of reforming itself. This is all the more striking
as the shortcomings inherent both in the strategy and in systemic choices have
become evident from the very outset. War Communism was an immediate
disaster. The first Five Year Plan in Russia produced the famine of 1930/31. In
Hungary the first five year plan of 1950-55 had to be modified twice in 1951 and
1953 rather substantially and in different directions. Thus the calls for reform are
of the same age as the socialist experiment itself. Furthermore in several
countries classical socialism, as practised in Romania and East Germany for 40
years, survived only as a digression, for a couple of years. In Yugoslavia only
between 1946-1952, in Hungary in 1949-53, in China in 1949-65. Poland has
never been a good example since either ideological monopoly or collective

farming could be imposed upon this country.

This is not the place to reiterate the colourful history of reforms (for a
narrative cf. Adam, 1993). The point about them - as about any reform - is the
attempt to change, if necessary, any component a machinery in order to retain
the underlying construct. The latter implied in the case of Central and Eastern
Europe four basic elements: aufornomous target sctting; one party rule;

12 Thisis particularly hampered by an environment geared towards the expanded reproduction of already available

structures, as only the lamer can become priority plan targets.

14
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predominance of public property and bureaucratic coordination; finally
alliance with Russia, i.e. respecting the borders and status of the external

empire.13

Autonomous target setting implied that all major investment decisions
remained in the hands of authorities. Though companies could - often
successfully - influence these decisions in bureaucratic bargains and lobbying,
the final say remained that of officials. Therefore foreign trade monopoly had to
be retained and currency convertibility could nowhere be introduced.

Contest of concepts has become part of political normalcy. However this
could never brake into the open in the form of classical party contest. In
countries where more than one party was allowed to operate alterative strategies
never surfaced with the satellite parties, as the East German Christian Democrats:
these always originated from within the Party.

The irregular economy as well as various forms of openly acknowledged
private and semiprivate activities flourished but never became dominant (not
even in Poland). And last but not at all least, as long Comecon existed it served
just as much as a guarantee of preserving ‘socialist accomplishments’ in the
economy as did the Warsaw Treaty in geopolitical terms.

Stating the limits to reforms so bluntly is not meant to belittle their
significance. The longer the period of reforms was and the wider their scope,
the better the preparedness of Central and East European societies for
systemic transformation, the higher their receptiveness to market outcomes
and market institutions. At one extreme the Russian Parliament ruled in July 1994
to continue exempting the turnover of land from the privatisation law. At the
other extreme by the time Slovenia has become independent, privatisation had
been well underway and currency convertibility could be introduced overnight
by a well trained and technically sophisticated team of the Central Bank. In White
Russia reforms were so absent that hardship turned quickly the electorate to
support openly statist/neostalinist policies. By contrast in Poland the recognition
of changes has gone down so well that the alliance of leftists with agrarians

13 gornai (1992) stresses only the second and third of the four interconnected factors which, in our view, constiture
systemic unity.

15
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basically continued the Balcerowicz policies, with the same financial vigour in
the period after the September 1993 victory of the Left.

Looking into more details, socialist reforms were useful not merely as the
instrument of stirring up the coherence of the command system and of
desacralising taboos. They trained fens of thousands in the state apparatus as
well as millions of bousebolds to the tricks and turns of a market. When saving
in hard currency becomes an option, when fixed assets can be bought, saving is
not merely a function of interest rates dictated by the central bank. Portfolio
management becomes an issue for the average househoid. When companies have
to take care of profits even before being privatised, a Copernican turn in
mentality occurs: everybody learns that 'money makes the world go round’ and
physical output structures, even employment is secondary. Where the irregular
economy has had a long history, joining the official hierarchy became only one
of the several competing carrier options. Therefore the best people did not even
join this race. In other words the latter societies were not very forthcoming to
social engineering, as people tend to mind their own business and don’t expect
much more from the government than leaving them alone. On the other hand in
countries with no reform experience, like the former Czechoslovakia, society
might have higher expectations and more support for social engineers.

It is frequently raised in the literature on systemic change that reforms were
not just a rose garden, i.e. not only helped but bampered the creation of a
real market economy in Central and Eastern Europe. In a way it is also true that
a completely unreformed system, like that of the former GDR, is the best ground
for introducing something diametrically opposed to it. Reforms, due to their half-
heartedness and owing to their being second best options created
complexities, like unclear property rights, like lack of clear delineation between
the good capitalists and the bad nomenklatura. Reforms devoluted rights
without responsibilities, created e.g. commercial banks without strict prudency
criteria and right supervision, or enterprising corporate management without
forcing them to put at risk at least in part their own property.

Each of these statements carry a modicum of truth. However, it is important
not to be misled by an overdose of textbookish wisdom. For social sciernce in
general and for modern formalised economic theory in particular coherence is
the superb maxim, if only for technical reasons. For social practice, feasibility

16
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might be more relevant. If one gives way to the modern dynamic approaches in
policy modelling, sustainability, credibility, coalition building may come into the
picture as relevant ingredients for a policy line that can be kept stable for longish
periods of time.

Under this angle all internal limitations and contradictions notwithstanding
reforms have been immensely useful. For one, they turned public perceptions to
the complexity of issues, for which no single issue model can offer an answer: as
preoccupation with single issues was precisely a feature of partial reforms.
Second, these did create a reform constituency, organisations and social groups
with a stake in the market. Third they helped dispelling several of the endless list
of myths created by the socialist experiment, from the idea of fair prices to the
ability of the government to set prefixed income positions for certain groups of
the population. This - as fourth - might be termed as a socially forthcoming
attitude to market outcomes, a readiness to tolerate inequalities. Fifth, political
changes do not exempt decisionmakers of the need to look for second best

options.

For instance in enterprise restructuring and also privatisation the quest for
clearly delineated property rights is in conflict with the need to rely on
inherently decentral managerial knowledge. Judging by the Polish
(Dabrowski, 1994) and the Hungarian (Voszka, 1994) experience, governmental
ambitions to prefix what is inherently an ex post outcome of a market game (e.g.
who the winners or the proprietors are) entails serious efficiency losses and
hampers corporate modernisation. Thus reforms may train politicians and the
public alike to accept what could well have been learnt from classical French,
Russian and German novels, i.e. that wealth and virtue are not necessarily twin

brothers.

From the practical perspective, however, it is not an overdose of
reformism which is the heaviest legacy of Central and East European countries.
In reality the real burden is the loss of the 70s and 80s for adjustment. When
the catchup potential of the industrialisation model dried up - by the late 60s -
two typical answers were found. In some cases seclusion was the answer: a
policy of national - and, additionally, regional - self reliance was fostered.
Czechoslovakia in the 1970s and 80s, Romania in the 1980s are examples for this.
Alternatively, cultivating more intensive trade and financial relations with the

17
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West were used to ease bottlenecks. The Soviet Union and East Germany are
prime examples for this, especially in the 1980s. In the latter case this limited
opening served as a substitute for reforms. In both cases domestic production
patterns, power structures and uncompetitive arrangements in general could

neatly survive.

Interpreting the developments is our analytical frame, by the "success in
demodernisation” Central and Eastern Europe’s distance from the OECD
standards only increased in all planes one cares to mention. Lack of possibility
and willingness to adjust to its changing environment is lethal to any
organisation. Reasons for the ossification were shown to be structural rather
than coincidental or policy made. Therefore we doubt the relevance of the
Gorbachev factor in triggering collapse.

In fact by the time of Gorbachev’s accession to power the modernisatory
dead alley has become a political commonplace in Russia. Actually the mentor of
the great reformer, Andropov (1983) went out his way to deplore signs of overall
corrosion in the contemporary Soviet society. As former head of the KGB secret
police, the omnipresent power centre, he must have known. By the time
Gorbachev could take over in 1985, the opportunity for reforms were exhausted.
The huge windfall revenues of a new oil price shock, which he hoped for in the
winter of 1984/85, never materialised. Thus he was trying to run an antiquated
automobile lacking the amounts of petrol the previous driver had.

Gorbachev attempted to introduce the partial reforms of the 1960s with a
delay of two decades. But it was too little too late: even if introduced these would
not have addressed the fundamentals of the modernisatory dead end. Without
reiterating a detailed overview of his reforms (Csaba, 1992) suffice to note: none
of the contemplated - even less the actually implemented - measures't were
hitting the core elements of either the model or the strategy that lie at the heart
of the modernisatory dead alley.

Therefore it is unsurprising that the Soviet reforms were radical in

vocabulary only. Unlike his Chinese counterparts, Gorbachev could not rely

14  Eyen the most radical of these approved and not only contemplated under Gorbi, the Aganbegian edition of
reforms of November 1990 did not include private property, capital markets, liberation of imports, free pricing or
currency convertibility, just to mention a few clements of a market order. The common problem with these reforms
was outside observers' keen willingness to mix up their (or their partners’) wishes with actual fulfilment. In real
life, administrative crisis management measures of the contemporary government predominated even in 1989-91.

18
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either on a robust spontaneous reform initiated from below, or on a massive
inflow of FDI from expatriates. Thus he could not capitalise on the dynamics of
partial reforms complementing and correcting a hesitant macroeconomic stance
(Chen et al, 1992; Perkins, 1994). He had no such predecessous - like Deng had
Mao - who would have crushed, disorganised and demoralised the almighty Party
and state apparatuses. Instead a gradual suffocation escalated into a collapse, first
on the periphery then also in the core country.

What are the lessons of this rudimentary summary of events? Primarily that
problems in Central and Eastern Europe have been much more severe than - say
- growth deceleration or increases in ICOR, in indebtedness or insufficient export
sales would imply. Central and Eastern Europe suffers under a
multidimensional modernisatory crisis. Its entire developmental, societal,
economic, technological, educational and motivational pattern is flawed from the
perspective of global markets. Whether these economies were destabilised (like
Bulgaria was), or not (like the ex-Czechoslovakia), whether they had no debts
(like Romania) or a very high per capita debt (like Hungary), they all were in a
common boat. It should be clear from this exposition that stabilisation, which
may or may not be necessary in any developing country, or current account
adjustment, which may or may not be needed in advanced countries as well,
pertain to the surface of the problems saddling Central and Eastern
Europe. Thus that important body of international literature and advice which
has sprung off the IMF stabilisation theories and of Latin American experience,
have been missing the point.5 For no matter how important it might be, esp. in
the short run to regain solvency, it is a minor point against addressing the
modernisatory dead end. Therefore the ideology of a jump into the market’ must
be seen as inherently counterproductive. The type of problems discussed in this
section can not be fully addressed, even less sold in 6-9 months. Those
intellectuals and advisers, who were waking false expectations of quick recovery
share responsibility for the growing resistance of disillusioned societies,16 having
turned to leftist or extreme rightist parties by the mid-1990s. Resurgent
nationalism at the governmental level is yet another sign of basic issues of
modernisation having remained unanswered. The promise of the developmental
catchup remained though unfulfilled, but not discarded.

15 ¢f also the more technical argumentation of Winiecki (1993) in a similar vein.
16 See also the passionate elaboration of this point by van Brabant (1993, pp. 74-79 and 93-97).
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From what has been said above it follows, that problems and policy tasks faced by
Central and East European countries are multidimensional and manyfold. The
complexity of the situation, the exireme diversity of opinions, as well as the
general lack of clarity in the exponentially growing body of literature on the
subject all have to do with the simultaneous presence of several,
qualitatively different issues that bave emerged in the region. For the
present purpose it seems expedient to skip problems of stabilization, which are
identical to the subjects discussed in developing countries. Likewise general
problems of a sound macroeconomic policy and foreign trade policy need not be
repeated here. Thus our discussion covers only longer term problems, institution
building, changes in behavioural norms, i.e. issues: pertaining to the new path of
modernisation, i.e. the job of getting out of the dead alley.

Since the crisis that has triggered systemic change was stemming not from a
peculiar policy mix or a peculiar set of institutions alone, but embraced the
whole socio-economic totality, it is only right to have expected a protracted
and sizeable loss of both output and employment, which - according to data
in our Annex - have indeed materialised.’” Two comments may be due in this
respect. First, the drop was inevitable and in many ways not only forseeable but
favourable (Winiecki, 1991), since eradication of unnecessary production and
employment actually enhances welfare and abolishes waste. Second, not only
notorious lack of reliability of local statistics explains exceptional uncertainty
over actual macroperformance. Given the previous distortion of prices and the
often queer input/output relations explained by shortages, interest in cost
increaes, insensitivity towards input use, bureaucratic clumsyness, hoarding or
sinply ingorance of external markets, macroindicators and public welfare
may be only loosely related if at all. For instance in case of Russia a fairly
convincing case can be made (Aslund, 1994) for a sizeable increase in
consumpiton in 1993-94 while GDP plummeted, since the defense sector

plunged into unknown depths while output in civilian sectors increased

17 Good surveys of factors in alternatve interpretations of output losses are offered by Williamson (1993) Linyl
(1994/95) and Kornai (1993).
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considerably. In this case a normalisation of previous deformations may
overcompensate losses in GDP, and structural change can be more meaningful
than trends in gross output.

Previous levels of output and employment were intimately related to the
shadow world of Comecon, as described in the preceding section. Since that was
an unviable, demodernised patern, regaining pre-crisis levels does not seem
to make much sense as a success indicator. For instance when unemployment
levels stand at 11 per cent in the EU it is not a serious proposition to expect
Central and East European economies 1o sustain higher levels of employment
than this, before having completed their readjustment (which is not a cyclycal
type of correction). The pre-cisis unemployment level was zero per cent, thus
applying this standard may lead to unsatiable demands. Likewise, output levels in
many sectors were just as senseless as in brown coal mining in the ex-GDR.
Nobody in his right mind would probably propose recovering the coal
production peaks of the late 80s as a measure whether or not Eat German
provinces have overcome their crisis. In sum, classical categories of business
cycle theory do not seem to be particularly helpful in interpreting develoments
in Central and Eastern Europe.

Once adjustment took off in the defense sector, thus defense-related
industries in a chain, further the artificially inflated intra-Comecon trade and
related sectors in a chain, were all bound to shrink irrecoupably. Therefore one
could only have expected a Keynesian negative multiplier at work. Mind it: since
viable new profiles are not yet known in their bulk, further a slack of competitive
capacities were by definition unavailable under the socialist régime, the scope for
calssical demand management by the state is not given at all. International
experience, like French and Greek experiments in the 1980s, evidences a very
limited possibility for applying old fashioned demand management recipes in
small and open economies. In the transforming countries this holds a Jortiori.
And indeed, those countries where macroeconomic demand was artificially
fostered by credit emmissions, like Ukraine and White Russia, have suffered most
and for the longest. Meanwhile transformational recession has come to an end,
first in East Germany, then in Poland, then Hungary and Czechoslovakia in 1991-

94.
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One often reads comparisons of current output losses to that in the Great
Depression of 1929-33. This angle seems fundamentally flawed. In those years
small countries faced a general international protectionism, whereas
international markets do not skrink in the 1990s. Currency convertibility is
maintained. Meanwhile Central and East Europe does not face merely a crisis of
suffocating demand. What it faces is a set of reorientation, structural and
adjustment crises, which added together is but one of the components - the
economic - in of the overall modernisatory dead alley. In sum, not more, but
different output is required, produced and sold under different methods. It is
not yet known where the new production frontiers are. It is not yet known,
under what conditions the new equilibria emerge. Only one thing is sure: either

of these can and should be measured against the pre-crisis levels.

‘Therefore it is hard to share the incresingly popular assessment of influental
analysts (Herr, et. al, 1994; Kolodko, 1993) putting growth promotion at the
heart of the entire transformatory exercise. Of course, all others being equal a
larger cake allows for more mouths to be fed. But the sorrowful state of affairs is
precisely charachterised by all other factors’ not being equal. Growth at the
macrolevel is a derivate of many interactions which are hardly subject to direct
governmental calibration - this is clearly evidenced by the failure of
macroeconomic planning. Therefore governmental policies may only aspire to
influence factors and circumstances conducive to growth (more precisely:
sustainable development). And this is not an €asy job, esp. if uncertainties are
plentiful, and the chains in the causal link follow only exceptionally immediately.
It is hard to see what the actual consequence of a given measure will be once the
convenience of models, where unpleasant factors may be explicitely abstracted

away, have to be given up and abstrctions relieved in the course of policymaking.

In this perspective it is important to take stock of the long term constraints
of economic growth in Central and Eatern Europe. Even if abstracted from the
crises discussed above, the limitations are manifest. Capital shortage and the
antiquated state of fixed assets and technologies as well as lack of managerial
skills belong to the axioms of any description of the region. Labour in theory
may be seen as abundant and underutilised. When however seen from the
practical angle of investors, focusing on international competitiveness and not

through the formal, often misleading categories of education, labour too
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becomes a shortage item. Recruitment of well qualified labour, motivated and
able to perform according to international standards has been a constant
problem even for joint ventures, offering exorbitant wages in local terms. On the
other hand the miner or the metallworker or the Professor of Communist Party
history may not be the only redundancies who will possibly never find new
employment. Land could in theory be seen as an asset, but knowing the severity
of ecological decay in the region, as well as the constant oversupply on world
markets of farming products, one does not see this as a very dynamic factor. Last
but not least, innovations may bring light at the end of the tunnel. If this
implies product innovation that requires investment, especially from advanced
countries. This will be available in limited quantities!® for domestic savings can
not be kept artificially as high as the ‘standard* of the socialist period used to be.
If it means organisational innovation, this equals to institutional change to be

discussed below.

All in all, énstitutional change or the systemic component bas remained
the sole major factor of long term growth for Central and Eastern Europe.
This is the way to improve allocative efficiency - for the short and medium run -
and likewise to accelerate endegenous technological progress, which, in modern
growth theory, is the major determinant of long term growth. The only problem
with this factor is that it is known to exert its beneficial impact én the medium
to long run only.

Thereby we have come closer to circumscribing what systemic
transformation means in positive terms. As seen above, stabilisation and current
account adjustment may be necessary preludes to this process to take off. A
destabilised economy is prone to become chaatic rather than to evolve towards a
market order. Liberalisation, especially Joreign economic liberalisation may
be an important component of bridge-building between short-term (stabilisatory)
and long-term (transformational) considerations. This is the way to control the
domestic price relatives, this is the way to expose agents to competition.
Especially in small countries the propensity to cartellisation is very high, thus a
protectionist trade régime is an easy way for producers and unions to eschew
competition and retain the lukewarm conditions of a bargaining society.

18 Meanwhile it also highlights the focal role of FDI as a pacemaker in the whole modernisation process, as explained
in detail by Welfens (1994a).
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Dangers inherent in this option are all the graver as, unlike in Nordic
countries, Central and East European economies are not fundamentally
competitive ones on the international markets. After several decades of seclusion
nobody can really tell what the ‘optimal’ economic pattern in transforming
countries should be. In fact, severa) attempts by some highly esteemed apalysts to
calculate where revealed comparative advantage of Central and Eastern
Europeans should lay resulted in paradoxical propositions. More often than not
the largest actual lossmakers, like the Slovak steel plants or Hungarian wheat
production were shown to have an edge (until market competition corrected
these rather naive assumptions).

It is often raised (e.g. Rosati, 1994) that weak markets need to be
supplemented and complemented by activist siale industrial policies.
Reference is often made to the NIC’s picking winners and to the short-termism of
markets (or their oligopolistic organisation). Though discussion of this issue is
bordering to a debate on religious convictions (Glaubensstreit), suffice to note
that Central and Eastern Europe is transiting from a stage where not quite the’
blind workings of the market were decisive having molded currently available
production patterns over decades. Moreover public sector, esp. in industry
remained heavyweight even after several years of privatisation. The idea that
governmental vision should be a better base for major structural decisions by
picking winners than anything else does not sound either particularly refreshing
or convincing right after the decades of planned economy. On the other hand,
unless a very strong and enlightened government is assumed, supporters of
modern concepts of industrial policy also acknowledge the dangers inherent in
applying this idea in a nonmarket environment. This is the case e.g. if a large,
intransparent and underqualified administration is running a mighty, politically
not quite marginalised industrial and banking sector, which is typical in Central
and Eastern Europe. The evolution of Russian reforms, especially since the Dec.
1993 elections illustrate quite clearly this point, but similar observations may be
made on the Romanian and Bulgarian cases. In both countries privatisation and
the development of financial intermediation have clearly become subordinate to
industrial interest. Knowing the Japanese and other East Asian examples, this
developments is less than surprising, but its replication is indicative of direct

causal interraltionships between concepts and outcomes.
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This leads us to another case issue of transformation, which is financial
intermediation and industry-bank linkeage. Nobody with an economic
education would doubt the key role of these issues in modernising the corporate
structure and governance, especially if the target model is any sort of capitalist
market. The credit and banking system was known as the nerve structure of
capitalism. However when tatking about Central and East Europe, capital
markets, more precisely equity markets are thrown to the political agenda.
Many analysts declare the creation of this most sophisticated element of
contemporary financial intermediation to be the heart of the entire

transformatory exercise.

Following our line of exposition it is hard to find a justification for this
approach that would follow organically from the material and mental
availabilities in the Central and East European region. If elementary conditions of
collecting savings and transforming these into investments are unresolved, it is
far-fetched and unnecessary to speculate of the most sophisticated capital market
options. For companies to be restructured and modernised fresb money and
good corporate governance arc required (surveillance included).

In the practice of most advanced market economies equity markets are an
interesting side issue in the context of corporate finance. This has to do with the
fact that only the largest and brightest companies qualify for their papers’ being
quoted in the stock exchange. By definition either mew privaie ventures -
which constitute numerically the bulk of companies in Central and Eastern
Europe - or the large siaie owned white elepbants stand a good chance.
Private ventures don’t qualify as they are either too small or growing too quickly,
thus they are prone to one of the typical failures of new entreprencurs:
excessive, financially unsound expansionism. Hungary, with the longest history
of this type of entrepreneurship, has produced a plethora of cases for all these.
In 1992-94 many of the famous stars of the entrepreneurial class were facing
these problems, typically the quickly grown medium size national capitalists, like
the telecom company Kontrax, the steel company Peko, or the broker house
Lupis. Reorganised large public companies are saddled with an average
profitability of 3-4 percent in industry. It is hardly by chance that on the
Budapest stock exchange, established in 1989, papers of 30-40 companies are
traded, while the number of ventures runs over 1.14 mn. Turnover of stocks
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remained very limited, and the thin market is dominated by the treasury bills and
restitution notes, i.e. typically state securities. Interestingly enough the pioneers
of mass privatisation have not managed to introduce trade in vouchers to the

Prague stock exchange.

Under these circumstances most company papers are traded much below
their nominal values, which is less than surprising. The markets are thin and
quotations excessively volatile in all the three stock exchanges of Warsaw, Prague
and Budapest. Experience shows these quotations being of limited value in
assessing actual market prospects of either individual companies or of the
economy in general. More often than not coincidental factors determine
tendencies on a thin market, where even manipulation by individual brokers may
cause serious fluctuations. Unexpected entry of foreigners, e.g. diversifying their
portfolio or making use of say, new British rather than new Hungarian
regulations on tax deductibles, produced artificial booms in 1992-94 just at times
when domestic economic and fiscal indicators would have justified the opposite.
In sum, the stock exchange is an interesting and instructive training ground for
several people, still by and large it is bound to remain a side issue in overall
transformation.

In this case modernisation and brivatisation of the banking sector
becomes a core issue. While early debates on ‘transition’ were sidetracked either
by stabilisation debates or ideological controversies over property rights and
ways of changing them, financial intermediation remained a relatively neglected
issue. This is a problem, since for modernisation to set off two tasks need to be
mastered in any case: 1. Savings be collected in sufficient amounts, in the form of
long term deposits; 2. These be transferred to entrepreneurs, who also need
financial services of various sorts to be performed for them.

None of these tasks are trivial under conditions of manyfold uncertainties
exacerbated by lack of confidence of the public in both traditional and new
institutions. Therefore, whereas in the USA 20 years Treasury bills are normal,
even lucrative form of saving, in Hungary, with diversified possibilities for
portfolio investment, bank deposits remained ‘predominant, with a maximum
horizon of one year.'® Governmental bonds are bought up by the population -

19 Other, longer term forms are though awailable, but hardly made use of.
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much less by banks and companies - as very Javish tax deduction possibilities
make it an improbably lucrative deal. And though the annual reutrn on these
were around 65 per cent in 199420 with CPI around 20 per cent, still if would be
a less than typical Hungarian private investor who would restructure his
portfolio so that governmental bonds dominated and - say - less profitable

currency accounts abolished.

This manifest credibility problem is much more severe a constraint on
modenrisation than the choice of proper technologies for transferring the
ownership title. As the first bankruptcy of a financial institution, of the
Immobilities Bank in Hungary in 1991 indicated, the business of transforming
short term deposits into long term investment credit is an extremely risky
one. Even if the strictest and most professional bank supervising authority werc
around, the disproportionate risk in extending investment credits remains an

unresolved one.

Let’s assume for a moment that no inherited bad debt burdens the banking
system, as these were simply written off at the very first day of transformation,
following the suggestion of Begg and Portes (1993) 21 In this case "only" new
credits have to be taken care of. On the deposit side we find typically short term
claims. On the active side we have a.) old clients; b.) new private customers; c.)
adventurists. The first category is not particularly a good risk, unless a series of
industrial consolidation operations can be taken for granted with regular
generous bailouts, as Wwas the case in Hungary in 1992-94. In this case the
category of moral hazard does not need a lengthy elucidation. The second
category would be a non starter with most Western banks, possesing either with
a track record or a very good collateral. Venture capital funds are rarely equal to
solid large merchant banks. Finally the third category can make any promise {0
make anybody happy who cares more about a piece of paper than sound

judgement or credibility.

20 g calculated in Figyeld vol. 38. no. 30, taking into account well timed tax reimbursement and dividend payment
possibilities, which is of course the marginal vatue of recoupment, the tax holiday was eventually revoled in January
1995 by the new fiscal law.

In reality only the former Czechoslovakia took this advice by concentrating old debis into the Consolidation Fund in
1991. In Russia and the Ukraine, but to some CXtent in Bulgaria and Romania hyperinflation and high inflation has
taken case of the old debt problem. In Poland and Hungary moderate inflation though benefitted debtors by
eroding the principal, still interest burden was indexed, and the stock of old debts remained an issue.

21
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What happens is that much sooner than most theorists would beljeve we are
back to the original bad debt problem, but this time without the communists to
be blamed for it. And indeed, in Hungary already in 1992, and even more in 1993
and 1994 the bulk of bad debts (60, 80 and 90 per cent) was accumulated in the
private sector, or by loans granted in the transition years. According to the
analyses of Hrncir (1994) private banks in the Czech Republic were forced to
follow a more agressive line to gain a stake in the market; this implied less
prudent lending practices. The bankruptcy of three Czech commercial banks of
June 1994 were clear indications of this problems. The investment privatisation
funds overseeing most of the white elephants took over part of the financial
burden, but eventual bankruptcy of some of these were no less destabilising as a
collapse of a bank. In Russiz no bankruptcy occurred. Interfirm nonpayment
grew rapidly. In 1992 and 1993 the central bank forgave these sums, just to see
them reemerging on a nominally higher level (reflecting hyperinflation). Thus all
debts become bad debts.

Unless this problem is solved, the larger external assistance is, the more money
will be wasted.

With these factors in mind it might be justified to expect the governments of
the region to play a larger role in financing investment than in mature
economies. This highlights the obivous tasks of providing public goods and
taking care of externalities. But most important is the need to create a stable
and transparent regulatory framework, the conduct of stable and competent
€conomic policies that may enhance credibility of agents, institutions and
rules alike.

In order to stabilise and foster the Dropensity to invest securing property
rights, the rule of law and judiciary enforceability of private contracts are of

22 Thiswas the empirical ratio fund at NICs and Southern European countries in the 1970s and the 1 980s.
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crucial importance. None of these can be taken as given in Central and Eastern
Europe. But even assuming that these and general principles of sound
macroeconomic policies can be observed, we must become aware how simplistic
and misleading early debates on public versus private property, real owners, the
speed of ownership change or on the desirble role of public versus private
sectors were. The issue is not for the system designers’ to decide at what share of
private property can they victoriously declare the passing of the Rubicon of

capitalism.

The issue is how banks and state agencies can supplant the emergence and
functioning of a competitive and liberal economic order, which will by
neccesity differ from what US capitalism is. First, most banks will be hard to
privatise as long the problem of reemergant bad debts will have been overcome.
Without elaborate banking it is hard to visualise an elaborate equity market: it
were a roof without the building itself. Second, companies though can be
privatised if that is an ideological priority via e.g. free distribution schemes, but
this may not be reasonable or helpful. These methods though do change the
ownership title, still provide either fresh money or reasonable corporate
governance. The inclusion of investment funds only postponed, but not resolved
these problems (Mladek, 1994). In Chile enforced privatisation of banks lead to
their renationalisation by the early 80s. The problem thus is not a mere transfer
of the title as politicians believe, but restructuring and lasting viability of the

new companies.

Contrary to the beliefs reiterated in early debates on transformation, the
speed of ownership change is not an idependent variable to be calibrated
at will. Not only considerations of supply but also of demand play a role. Unless
the horrendous costs incurred by the ex-GDR can be covered in other societies as
well by external resources, there is no sensible way of orchestrating ownership
change according to 2 prefixed schedule. It is hardly by chance that whatever
were the ideologies of transformation each Central and East European country
applied a multitude of forms with mass privatisaton schemes playing a
complementary role at best. The macroeconomic role of public sector remained
sizeable, with 40 per cent in Polish and Hungarian and 60 per cent in Czech GDP
in 1993, with larger shares in industry and banking. In sum, contrary to models
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and plans the public sector remains a lasting phenomenon in transforming
countries, also in the tradeables/competitive sector-.

This highlights the importance of finding models and means by which public
Jirms and state owned banks can be regulated so as to bebave in
conformity to competitive market rules. This does not make the support to
domestic and foreign new entries superfluous. Siill it would be najve to assume
that external competition alone will take care of the whole problem by itseif.
Unless regulated and channelled by a coherent Strategy (on the latter cf. Welfens,
1994b) the emergence of foreign private property may become a source of
tensions, starting with pressurs for market protection and abuses of dominant
market positions.

Coming back to public firms several measures may jointly produce a
procompetitive behaviour. First of all insolvency must be sanctioned. N obody but
public authorities can elaborate and enforce bankruptcy legislation. The latter in
turn will take care of exit and of the demotion of failed corporate management in
the public and private sectors alike. Applicaton of bankruptcy procedures is a
cornersione for market clearing to make sense. All the more SO as this is the
only means by which reorganisation at the microlevel takes place by reliance on
only decentrally available information, and via horizontal coordination of a
multitude of creditor, producer, employment and technological considerations
and interests. Hungarian experience in the 1986-1994 period does not lend
support to exaggerated fears of 30-50 per cent of industrial and farming output
to be immadiately wiped out by such a ‘drastic’ measure. Instead a process of
learning by doing took place, in which commercial banks bacame aware: it is the
worst of all possible options if they insist on closing down their clients. By
liquidations about 10 per cent of their claims can be recouped, whereas a new
management may indeed find out something reasonable. Even if closure becomes
inevitable, when it takes place stepwise, it might be much less of a political
embarrassment. E.g. the arms producing giant of Di6sgy6r was finally closed
down in the sixth year of its agony in 1994, with most of labour already laid off
and several managerial teams’ record proving: these was really no other wayout.

Similarly to bankruptcy procedures, which apply to private, public or
cooperative, domestic and foreign firms alike, prudential Drescriptions in
banking would take care of most of those problems some theorists expected from
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ownerhsip change. For one, enforcement of European accounting standards are
needed to overcome inflationary bookkeeping showing fat profits where red
numbers were due. Second, obligatory loan loss provisions and reserve
requirements need to be enforced. Third, strict profesional surveillance of
bank management is required. If e.g. major injections of public money become
inevitble, say, due to the unusually high business risks described above, a change
of guard and elaboration of a formalised survival strategy including deadlines and

performance criteria are required, and checked in due time.

Judging by the Hungarian, Czech, Russian and Polish experience the invisible
hand per se won’t take care of these complex conditions. For the time being
there are competing strategies of tackling the bad debt issue (for technical details
see Bonin, 1993). In each of the cases governmental surveillance of prudential
regulations as well as of observance of contractual obligations becomes
necessary, both by banks and bailed out/restructured companies. Whether or not
bailouts become exceptions or rules, therefore the answer to the question of
which behaviour - compatitive or rent seeking - pays better, remains to be given
by the acutal behaviour of public authorities. The evolution of norms, even the
choice among them is thus a spontaneous pProcess which is crucially dependent
on the conduct of governmental policies.

As seen above, governmental risk sharing and the elaboration of
appropriate schemes dividing responsibilities fairly, remains a vital condition for
enterprise financing to become viable. Lacking the above described conditions
the current situation is bound to survive, in which solid business projects can’t
afford the horrendous interest burden of credits (15 per cent in real terms in
Hungary in 1993-9423) whereas those offering such returns can obviously not be

taken seriously by any competent banker.

In sum, relieving the financing bottleneck and imprinting norms of
civilised market bebaviour remain the core tasks of specific transformatory
policies in Central and Eastern Europe. This is far from being the whole of their
macropolicies: sound conventional economic policy, monetary management and

foreign economic policies remain equally important. Mastering these tasks

23 peal rates of interests are so high basically for two reasons. 1. CPI grows much quicker than producer prices, as
there are high indirect taxes and regularly much more trapsfer payments than tax revenues cover (Newbery, 1993).
2. Due to a bad portfolic and high profit taxes marchant banks apply a margin of about 10 percent.
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remain a job on their own right, whereas the problems surveyed here constitute
the backbone of what is peculiar about the modernisatory strategy in Central and
Eastern Europe. The combination of these may be the right answer to the
challange they face in their attempt to get out of their modernisatory dead alley.
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From what has been said above it follows that conventional macroeconomic
indicators, like GDP growth or index of industrial production, but also other
quantitative indicators, like the share of the private sector, important though
they may be, convey only limited information on the state of affairs in
Central and Eastern Europe. Larger increments may or may not reflect better
performance. Lower levels of unemployment normally reflect delays in
institutional reforms and in structural change. According to the standard of
unemployment the Ukraine and White Russia were European champs with 0.5
per cent unemployment amidst collapsing output. The share of private property
is over 90 per cent in Polish farming, still this sector is known to be a problem
child, a synonym for backwardness. Russian and Czech official statistics speak
about 50 per cent of private ownership in industry, though it often means the
property of investment funds owned by public banks. Any figure or statement
needs to be interpreted with care, in a proper context.

As part of the modernisatory start major restructuring and readjustment
policies and processes took off. These have already brought substantial
accomplishments, like reorientation of trade relations from East to West and
maintaining an open foreign trade régime, with a degree of currency
convertibility in each of the reform states (Flemming and Rollo, 1992), except
the Ukraine and White Russia. The latter were shown to be crucial ingredients in
maintaining and imprinting norms of competitive behaviour at micro and

macrolevels alike.

We argued that recovery of lost output and employment is illusory and
undesireable, thus attaining ’pre-crisis levels’ is a false rod of measure. The
state can do precious little to generate growth directly, say via industrial
programes or demand management. Meanwhile there are several functons in
instituiton building, norm creation and contract enforcement where the invisible
hand or private initiative is unable to take over. In the latter plane setting
competent regulatory frames, providing public goods and taking care of
externalities, further fidning appropriate ways of risk-sharing in the banking
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business might be prospective areas for useful governmental involvement in

maintaining a liberal economic order.

Since long term growth in Central and Eastern Europe is inhibited in each of
its factors, while systemic change exerts its influence only in the long run,
business opportunities in the region are not directly correlated to
macrodata. If creation of institutional infrastructure proceeds in a competent
fashion, gradual but sizeable penetration of previously closed areas like banking,
infrastructure or large scale indsutries may become a lucrative placement for
strategic investors. Concessions and other forms of local state guarantees may
turn most networks of physical infrastructure into lucrative deals. From
electricity generation to building of highways and reconstructing railroads may
offer a lot for the long run. Such projects are underway in Hungary, Poland and

are under consideration in some other countries.

This explains such - otherwise paradoxical - phenomena like the poor
correlation between macrodata and FDI inflows in the region. As it is known, by
late 1994 8.5 bn US$ or 40 per cent of the regional stock has flown to Hungary,
not known of its excellent macroperformmance. However for business to
materialise availability of competent and stable corporate management with clear
target frunctions and without much influence not either self-management organs
or the bureaucracy is a vital condition. Business failures in Bohemia24 evidence
our point: a good overall macroperformance may weight less than the business
climate and partners able to assess the actual size of the market correctly.

In other words, a holistic category of market maturity may become quite
relevant when decision over the Eastern enlargement of the EU will be
contemplated in 1996. Contrary to expectations of politicians on both sides, it
will be hard to set quantitative criteria for assessing: which Central and Est
European country is suitable for prospective EU membership by about 2000.

What way to enter in order to attain this? Observers often search the right
option. Though this analysis highlighted commonalities and general trends,
differences in individual cases are no less important. If only for differences in
starting conditions therapies had to be different as well. Features described in

24 nflow of FDI was 1 bn $ in 1992, 0.6 bn in 1993 and about 1 bn$ in 1994. Besides all large is projects, from Skoda
to the airlines encountered serious difficulties.
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our discussion of the reform legacy apply to varying degree to individual cases.
In the former Czechoslovakia not even kolkboz markets were tolerated, thus the
idea of creating capitalists by a popular game has had its uses. In Eastern
Germany wholesale importation of institutions and personnel, able to
manipulate these was an option, not open to anybody else. In Slovenia and
Hungary managérial initiative and portfolio management by households didn’t
need to be invented. These and other differences supplant more general
theoretical considerations (Weber and Schiiller, 1993) favouring the
competition also among transformatory sirategies. As it is well known from
Hayek and from the theory of innovation, contest is the best incentive and also
the best metbod of finding out what only locally, decentrally available specific
knowledge can offer.

The task of policymakers is not to set 2 model subject to generalisations but
to find policies congruous with specific environments while able to address the
common modernisatory task. This is bad news only for international
bureaucracies with their inherent quest for standardisation. For the respective
societies as well as for scientific research it is only good news if we take stock of
inherent constraints of plannability of transformation as a whole (Wagener,
1992). Highlighting the limitations of traditionally cultivated activist state policies
does not imply a bands off stance for the Central and East European
governments. On the contrary: already their association agreements to the EU,
and even more their preparation for prospective membership?6 is the best
training ground to internalise our conclusion. Namely that creating a modern
market economy and rejoining the mainstream of modernisation is to a great
extent about bargains on finding out the appropriate institutional arrangements
that build a bridge between nationally different endowments and the

international environment én concreiu.

25  For more general argumentation on the methodological limits of generalising Central and East European
experience into an optimal transition trajectory leading "a" planned economy into a "market” cf. Csaba (1995,
chapter 7).

26 por more on these issues and their intricacies see Wang and Winters (1994), containing alternative estimates of the
wrading potential of the region under various assumptions.
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Tables

Table 1
Economic growth! in East and West 1950-1988
(in per cent)
1950-1959 1960-1969 1970-1979 1980-1988
Western countries2
Altogether 33 41 2,9 1,6
Variantion coefficient 48,2 41,6 34,8 39,8
Germany, FR 6,8 3.6 2,8 2,0
France 3,7 4,7 3,2 1,1
Italy 53 45 3.6 1,6
Japan 7,1 2.4 4,0 3.4
United Kingdom 2,2 2,4 2,4 2,4
USA- 1,4 25 1,9 2,2
Comecon countries
Altogethen 4,6 3,7 2.7 1,1
Variation coefficient 33,1 25,6 29,9 63,1
Bulgaria 6,0 52 23 1,2
East German 7.2 3,2 3,1 1,9
Poland 2,7 32 2,6 -0,2
Rumania 4,8 4,2 4,4 0,8
CSFR 3,8 2.4 2,0 1,2
Soviet Union 4,2 4,2 23 2,0
Hungary 3,8 3,1 23 1,1
1 .
Average growth GDP per capital.
2 OECD countries

Source: Heitger, B. (1990): "Wirtschaftliches Wa,

Weltwirtschaft, no. 1. p. 175,

chstum in Ost und West seit 1950", Die



Tables

Investments! in Western and Comecon countr

Table

ies in 1950-1988 (in per cent)

2

1950-1959 1960-1969 1970-1979 1980-1988
Western countricsz)
Altogether 226 26.8 27.2 23.9
Variation coefficient 255 187 188 213
Gemanby, FR 289 31.4 27.9 245
France 202 26.0 27.6 243
Ttaly 235 273 245 21.3
Japan 20.0 324 39.2 36.8
United Kingdom 14.5 19.7 19.1 16.0
USA 20.8 21.0 214 21.9
CMEA3 countries
Aliogether - 27.6 32.9 343 29.9
variation coefficient 21.9 23.7 125 17.4
Bulgaria 4 35.45 3439 2557
GDR 24.68 21.0? 29.6% 23.37
Poland 28310 37711 3486 29.47
Rumania 4 A 42.86 39.87
CSFR 31910 41311 33,50 3037
Soviet Union 19.0 25.8 30.5 29812
Hungary 342 36.411 34.8% 31.17
% Average gross investments.
3 OECD-countries.
% Comecon.
5 TUnavailable.
é 1968.
7 1975-1979.
8 1980-1987.
9 1950-1958
101967.
11 1950, 1955.
12 1960, 1965, 1967
1980-85.

Source: Heitger, B. [1990], p. 186.
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Table 3
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Table 4

Europen transition countries: Gross agricultural production, 1990-1993
(Percentage change over same period of preceding year)

1990 1991 1992 1993
Albania -6.9 -24.0 . 15.0
Bulgaria -6.0 -6.4 -12.5 -20.1
Bosnia-Herzegovina
Croatia 3.2 -7.0 -13.0 .
Czech Republic 2.3 -8.9 -12.8 -0.8
Hungary -3.8 5.0 227 -25.0
Poland 2.2 2.0 -11.9 2.2
Romania 2.9 1.2 -13.2 12.2
Slovakia -7.2 7.4 -13.9 -12.5
Slovenia 1.7 3.3 -10.0 -3.5
The FYR of Macedonia? -10.2 17.6 0.4 -20.0
Yugoslavia (FR) -7.0 97 -17.8 7.2
Eastern Europe 3.5 2.1 -14.1 -1.9
CETC-4 2.9 39 -14.1 -4.8
SETC-8 4.4 0.3 -14.2 1.7
Armenia 114 11.0 -13.0 5.0
Azerbaijan 0.1 - -25.0 -17.0
Belarus -8.7 -4.9 9.0 2.0
Georgia 6.9 -17.0 -54.0
Kazakhstan 6.8 -8.0 1.0 3.0
Kyrgyzstan 1.3 -8.0 -5.0 -8.0
Moldova -12.8 -11.0 -16.0 3.0
Russia 3.6 -4.5 9.0 -4.0
Tajikistan 28 -10.0 -27.0 -2.0
Turkmenistan 7.0 2.0 9.0 9.0
Ukraine 3.7 -13.2 -8.0 -1.0
Uzbekistan 6.3 5.0 -6.0 -
CIS 2.6 -6.9 9.0 2.0
Estonia -13.1 -20.7 21.1 -16.8
Latvia -10.2 3.5 -13.8 -11.5
Lithuania -9.0 -4.6 -23.6 -6.7
Baltic states -10.1 7.3 -20.1 -10.1
Total transition
economies 3.0 5.4 | -10.7 2.9

Source: UN ECE Economic Survey of europe in 1993/94. Geneva-New York, p. 63.
3 value added.
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Table 5

European transition countries: Domestic production and absortion, 1990-1993
(annual percentage change)

GDP Final Consumption Invesmment Memcrandum items
domestic Total Personal Social Total Fixed Changes Retail Real
demand capital in trade income

formation  stocks® wmover per capita

W @ )] % ) 6y o ® ® (10)

= -
Hlgacia 91 76 06 161 141 251 -8, 1 87 51
1991 ETH 105 43.; 8. 78 -15. -19.§ §.o 472 A7,
1992 7 131 7. 7! 0 279 . 1 -g.z .
éma% ) 4 - z 1200 §0 - 30 40
1990 -8. . .. . .. 23.0 . 7.4 162
1951 2 .3 . . N -18. 258 9 -2%.; 56.0
1 20 - z N -11. - %.0 . -37. j.s
1 3) 8.0 z " x 15! . 0 . 281 1
G Republic 2 28 24 2 0 4 5 7 1 2
1991 -1%2% 224 T4 f%f 2«2112 é; -2gig A _g? ?gg ég
1993 05 -3:3 22 19 223 : -1315" 84 1. -
o 4 : 36 26 7.0 0 7.6 18
1991 1’?% -9?? 3% 58 -21{ 118 4 Zé o.’% 9. 17
1992 5] 62 2 22 -1 214 4 3.1 y % -4.3
A2 agd 20 03 02 . 05 05 . 0 3]
11 -11.4 -11. -15. I 248 -106 4. -17.4 -15.
§‘£ B "8 o8 %y o ooy
i85 B> Y 188 : SO « I 1139 —§:ob
AT
0 8.2 4.1 9. 8.0 14.0 7.2 6 10 172 0
1 -1;.7 114 -11.2 -15.7 100 -10.2 32.0 13? -1%.0e -1;3
2 154 120 85 112 2_3 21, 21 182 28.0° -12.0
3 io 05 11 13 10. ‘10 48 141 A90° 149
SiSgada 25 52 05 5
1 1435 281 - 3
2 7D 10 133 g
3 47 -89 210 B 14,
S ogenia 47 9.8 176 265
1991 :23 2 . -12:8 » 1.2 151
1992 i . " . . . -145 04 -1138, 28
, 1.0 80 80 100 30 6.0 30 Lo 357 160
Yuposlavia (FR)
1590 8.4 2.5 4.0 -4_2 20.1 . -4.;
1991 112 -2.1 7.0 0. -13.9 20 ey
1992 2671 269 260 -30.7 2810 -40.0 és.g
1903 303 " z 320 39.0 570 1
%elaﬁus 1 gz 9.0 147 12.0
1951 -12§_ 321 10 -g.’z 2.0
1992 -{0.0 2.0 '13'3 2 3 -29.3
Iﬁlio c?ova ) 1’ g 13- 2} 2L
1990 1.5 £.8 0.5 . 29
1991 -180 *7;.2 90 -16. -1872
1992 -21.3 270 480 - 5 2
1993 =+ I o 27 %
1990 2.0 i 0.1 1 10.0 .0
1 31 -12.; -1 E 1155 1?§ -3.2 -1§.5
1 18! 218 497 1 ; 31. 465
1993 1270 - - %.o 4 45 2.0
Jiaine 26 27 19 115 110
1§ 3 199 4 &3 397 A8
3 150 ’ 32?3 -5315 T |

Source: UN ECE Economic Surbey of Europe in 1993/94. Geneva-New York, p. 68.

“ Bxprested as percentage of GDP (Bulgaria, Romania and Russia eurrent prices),
For Croatia, Slovenia and Yugosiavia (FR), real wages; for Poland , real wages and soclal ransfers only; for Romania, real earnings.
€ Gross material product.
Refers 1o gross fixed investment prepared according to the material product system.
€ Revited sedies.
January-Seprember.
B Ner ial produet used for ption and lation.
b petail wade In goods and services.
Totzl money i deflated bry the price index.
i Net material product produced.
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