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Preface

Sooner or later any serious economist comes to the point of writing -
possibly a book or at least a couple of articles - on transformation, as
a brilliant Finnish mind noted recently. And, indeed, books and
atticles are flooding into and clogging up libraries. Some are
illuminating, others are already out of date at the time of their
production. The heavily overburdened observer of the scene might
sigh with relief, since the endless row of newly produced output he
has not yet read is one item less.

This author has also been guilty of contributing to this state of
affairs, when hardly anyone has anywhere near a complete overview
of the subject. Yet the main reason for this is the challenge of the
times. The occasions in history are fairly rare when economics is
supplied with such an excellent laboratory to test conflicting ideas and
propositions as has been the case for the transforming economies.
Over and above the traditiona! area specialists, much of the cream of
the economics profession has been engaged both in studying and in
shaping developments in the *East’. This is a welcome development,
both for the area and for the discipline: transforming countries may
thereby capitalize on skills- and knowledge developed elsewhere,
while the discipline may acquire both new insights and new impulses
to present questions in new ways, plus new modes of answering them
by interpreting the feedback coming from this new area of
application, .

Such a historic encounter cannot, of course, be problem-free, and
the art of interpreting, applying and operationalizing the feedback, in
both directions, between science and reality allows wide scope for
conflicting ideas. I tend to see the benefits of this dynamizing -effect
on both and believe that this encounter might be-an important novelty
for general economics as well as a major fountain of knowledge and a
source of orientation for the societies concemed. Curiously enough,
the inhabitants of Central Europe are both the subjects and the objects
of Systemic change. Through public choice the feedback of reality to
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L SIRUIEST NEVOIon in Eugtern Europe

an important difference from the mainstream of the profession, which
has evolved in fairly affluent and well-functionin

‘ g societies, where at
least the basics of how the s

ystem works have never been an issue in
recent decades. Consequent]y, extra-economic and institutional factors
could reasonably be assumed away. In Central and Eastemn Europe, by
contrast, the objects of previous scientific enquiry -~ the socialist firm
and the bureaucratic economy have been disappearing. Meanwhile the
conventionally presumed ‘market economy - with s elementary
agemis and  elementary rationality, has cerainly not yet been
¢stablished, The problem seems to be more specific than the
customary reference to the underdeveloped couniry syndrome would
s_,uff"lce to explain, though its relevance is obvious. *Transition’ from
Soc:ah:sm o capitalism proved to be neither more operational nor
more Immediate in terms of time and specifics than “transition’ in the
opp : : both the nature of the problem and
1ts mternational weight allow for this particular sub-field of general

; OnoOMIcs to émerge as a lasting and
separate subject of enquiry,

T'his monograph is an attempt to contribute to, rather than settle,
the international debate on this particular area of general economics. |
have always been affiliated with institutions whose ‘major task lies in
regularly producing primary data, interpretations and updates of the
curr_em economic situation in ‘Eastern Europe” (for simplification, [
retaln this semantic cripple of the post-Yalta vocabulary). Thus |

for the fact that my present focus les
elsw.vhere. That is to say, while duly respecting quantitative and
slatistical evidence, the search here is for what may be more or less
Constant: trends, fundamentals, theoretical interpretations of what is or

5 not peculiar aboyr transforming ensire macro-systems in Central
and partly also in Eastern Lurope. This is

most OECD countries, the decay of the wel
for fundamentaily reshaping capitalism, and the obvious superiority of
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tward-looking, industrialization strategies over self-sufficiency and

- dependency theories for rationalizing these. Searches for ‘non-

capitalist developmental models’ have been overtaken by events, and
the collapse of the myth of the. ‘third way” and others may count
among the issues that have been settled. As Williamson and Haggard
(1994, pp.529-30) aptly formulate it: ‘The evidence that macro-
economic stability, a market economy and outward orientation are
beneficial to economic growth and (with slight qualifications) a
relatively equitable distribution of income is by now reasonably
compelling. What is new is the conviction that they are not just
policies that are good for the First World, but that they are also
needed to make the transition from the Second World and they are
equally desirable for the Third World as well, At least in intellectual
terms, we today live in one world rather than three,’ However, there
also remain within our narrow field of interest many questions and
approaches. which seemed to be relevant a few years ago but which
today sound odd, even anachronistic. The idea of privatizing before
liberalization, or the idea of treating the transforming economies as
dual economies, or the prospect of a ‘jump into the market' looks
far-fetched nowadays. Thus the quest for posing lastingly relevant
questions, and for finding some of the lastingly relevant answers, may
be justified. Indeed, the very nature of a monograph is a direct call for
a more abstract approach. Meanwhile, reflections on current develop-
ments and factual and statistical updates are deliberately left for
articles in newspapers and periodicals, which I hope to be able to
continue producing in those media in the future. The dynamic
interchange of ideas and facts, mentioned above, will certainly make
some parts of this analysis obsolete earlier than others, Still, this is the
nature of history and one can only hope that retrospection will not
lead this effort to be completely discarded.

As 1 completed the volume T intended 1o present a comprehensive,
‘though by no means exhaustive, overview of the subject so T had to
rely on some of my previoys findings. The first version of Chapter 4
was originally published in Actg Oeconomica, Vol, 42, No. 3-4
(1990), at a time when both its circulation and general interest in
reading primary sources was regrettably on the decrease. 1 feel that
most of the points made there have stood the test of time and a
revised and updated version is thus relevant even from today’s
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perspective in unfolding the subject. A preliminary, shorter and
somewhat different version of Chapter 7 appeared in Hans-Jirgen
Wagener (ed.), The Political Economy of Transformation (Heidelberg:
Physica Verlag, 1994), reflecting the evolutionary development of the
approach and also of the author. Both pieces - and some smaller
fragments recorded among references - will, I trust, acquire a new
dimension as parts of the integrated overview presented here,
Gratefully acknowledging the permission of the respective copyright
holders I feel the need to stress that my intention is to give one
possible, even contestable, but still comprehensive overview in
analysing and interpreting what is peculiar about transforming entire
systems in countries of Central and Eastern Europe. :
In finalizing my ideas a generous research grant of the Finnish
Academy was most valuable: I was able to spend the months of
May-July 1993 in the Department of Economics at the University of
Helsinki, and the support of its Chairman at the time, Professor Jouko
Paunio, was instrumental in facilitating my work. During the tremors
of political and economic transformation, Kopint-Datorg, Inc., under
its Generzl Manager, Mr Janos Deik, and its Deputy General
Manager and Director of Studies, Andris Kéves, provided mie with
the background needed for research. From among the many
colleagues with whom I had the pleasure to interact, the continually
tough but always friendly criticism of Messrs Laszld Szamuely and
Pekka Sutela was partticularly appreciated. Useful comments by Ms
Kamilla Lanyi and Mr P4l Tamés and all participants in the debate on
the original version of the manuscript are greatly appreciated, with the
usual caveats. Finally, my sincere thanks to the series editor for his

devoted efforts of translating my Central European English into
standard English.

Lészlé Csaba
Budapest, October 1994

PART I
SETTING THE TASK




- Towards a Theory of
g Transformation

uld be fuiile to try 10 symmarize of conclude such a wide and
tinously evolving subject as transforming entire macro-systems
the ruins of the empire. Evolution means not only a breathtaking

e of change in the empirical material but also 2 swift modification

{ the agenda. This may explain why refatively little use is made of

arce material preceding 1992-4: those questions that this author,

ong with most others, used to consider as dominant have been partly
answered, and partly reassessed and reformulated, by events, This
nonograph is thus meant to be a first run in presenting an overview
of the subject in toto. Without doubt, in five years or s0 2 further
attempt will be due, and that will also be conducted from different
angles and with different priorities. For the present, it may pe worth
raising some of the theoretical iSsues and findings that may be of
lasting interest — areas where this analysis offers something signific-
antly different from many interptetations. _

1. Our understanding of transformation suggested this to be 2
qualitative change which deserves the tetm ‘revolution’. The
CONCUITING interpretation of Kis (1993, p.5) stresses continuity in
institutions and in legistation., and thus - arguing on grounds of legal
theory - questions our approach. As far as we are concerned,
revolution does not require bloodshed: in fact in most such tumns of
events in Hungary, starting  with 1848, not much yiolence was
involved. Furthermore, from the economic point of view two elements
seem to be decisive: {a) the entire construct has changed, and so even
gradually evolving policies acquire a different meaning; and (®) the
strategies followed by transforming countries have been truly
revolutionary Ones: Murrel (1993, pp.113-15) rightly talks about a
top-down policy aimed at reconstructing society by the avant-garde
according to its oWh priorities. Or alternatively, as Taylor (1994, p-24)

265
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puts it, ‘the fundamental difficulty is: how is capitalism to
em‘bedded in societies in which for decades it hasn’t been able to fit
This beh:s:viour carries the unmistakable imprint of a peculiar ‘Ea;‘,t"
Eurol‘)ean type of messianistic intelligentsia, able and willing to
redesign the world at virtually any cost. This feature has actually been
[l'l:ll}f uncovered by the change of guard that has replaced these people’
Wll!.] predictable, grey and harmless bureaucrats right across the
region (P, Tamés, 1993b). We have tried to pinpoint the severe limits
to any social engineering on the ruins of the empire because of the
omnipresent attempts to remould the world thoroughly. The fact that
deSLgps: and results hardly overlap is not at all unusual, and even less
surprising in a historical perspective. Thus, failure 10 attain the goals
- of., say, liberty, equality and fraternity - does not invalidate the
ql_lallues of the French Revolution. Since the transforming economies
did do away with the predominance of bureaucratic controls over
economic activity, did produce growing shares of private sector GDP,
did establish pluralism and stabilize purchasing power to a gre‘ai
extent, did bring about new motivations and traits of mobility in
masses of sociceconomic agents, the qualitative - revolutionary
irrevocable - nature of change seems 1o have been substantiated. ,

2. Our analysis has portrayed continuing changes as a move
towa.rds a capitalist market order. One can, and indeed should
f:on.tu.me to debate the fine interpretation of the type of capitalism lhe'
.mdmdlflal transforming countries are driving towards. But one thing
is certflm: they are not seeking a ‘third road’ or a yot untested visior
of social organization. We have tried to demonstrate why pre- rather
than ;{oswapr'mh'sr Structures have been inherited in the region. Thus
there is r‘thing akin to making an aquarium out of fish soup in this
chan.ge: L is a belated effert at modernization and should be judged
on its merits. Similarly, we could see nothing retrogressive in
dismantling empires.

Str'essing these features of Central and East European reality would
certainly save us from the surprise experienced by many observets
(for example, Ludassy, 1993, p.90) when confronted with the revival
of tfuly pre-modem ideologies, such as ethnocentric nationalism
me,".i'?val collectivism and establishmentarian tendencies in religion‘
This is a direct reflection (or an indirect proof) of our diagnosis. .
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~The modemizatory interpretation has at least two immediate

consequences. First, the nature of the change is multidimensional,
therefore only interdisciplinary attempts may be adequate in
" addressing it. If, as may be the case, the nature of the change is not
even primarily economic, our economic focus will be distinctly
‘narrow. The point was to make this first step: within the confines of
one discipline laying the groundwork for a later synthesis. The second
point, of course, involves the state and other means of coordination of
human behaviour. Such broad concepts as the rule of law, of
observing certain moral criteria, of the civilizing aspects of change,
may dominate much narrower concems inherent in any purely
economic approach, including the need to foster the propensity to
invest, Thus the limits of a given approach are clearly set.

4. History has proved to be a paradoxical ‘weapor’ in the

analytical arsenal. Although it proved to be instrumental in
interpreting the evolutionary path and, on cccasion, in the divergent
reactions to the same policy mix, it did not prove to be a particularly
effective tool in making forecasts. The latter may sound trivial for
historians, but for contemporary analysts it is well worth reiterating,

Crisis scenarios based on historical analogies, or strategic and
economic concepts drawn on perfunctory similarities, often make
false impressions. For instance, the scepticism about the viability of
small nations, or inflated fears of uncooperative attitudes, or the new
fashion of appreciating protectionism as a legitimate policy line, all
draw on this mistaken analogy. The world of global financial markets,
global companies, the rise of the Pacific and the decline of Europe is
simply too dissimilar to anything that has existed before.

5. What has been said above requires a change in methodology in
analyses of transformation. Reducing these changes to programines of
stabilization or balance of payments readjustment thus becomes a
serious error. Meanwhile, instead of trying to invent a new science,
better and more extensive refiance on the mainstream gf established
disciplines such as economics, law, sociology, history and area studies
would be helpful in advancing applied economics propositions.
Concepiual categories such as shock versus gradualism, mass
privatization, creating a middle class of owners, and so forth, may be
calmly discarded. Also, the idea predominant until now, of trying 1o
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debate over shock or gradualist approaches looks truly irrelevan
Secondly, the issue of property rights seems to have been inflated
mistakenly seen as the backbone of systemic change. As in Western
countries, introducing ‘the commercial spirit” and contestable markets.
is the crux of the matter, and the privatization drive acts as a Wbricant
rather than being ‘the real thing’. Here again, credibility matters more
than the number of firms actually sold. What changes the behaviour:
and performance of management is the threat that his company may
become an object of privatization. Thus it is not necessary to have to
wait for private property to become dominant in order to attain a.
competitive market as the basic system.
In fact, it would be misleading to attribute an indifferent or
agnostic stance on property rights to this approach. The spread of
private property, of course, is a good thing. The difference of this
approach from market socialism lies in the dynamics of the Processes.
Market socialism is a theoretically postulated order where public
property dominates and it coexists with competitive conditions. This
suggestion proved to be untenable and contrary to the facts, both
theoretically and practically (Schiiller, 1988; Kornai, 1992c; Hayek,
1944). In other words, market socialism is a theoretical model,
postulating a dynamic eguilibriumt in the coexistence of the two
features. Qur alternative vision is one in which the private sector
grows steadily in an evolutionary manner, while the stare conducts
policies which are conducive to a markei-conforming pattern of
behaviour of economic agents even prior to the dominance of the
private sector. Opening up the economy and maintaining a liberal
trade regime, strengthening and applying bankruptey legislation, and
cutting back subsidies can all lead to behaviour changes on the part of
all agents, irrespective of their relation to ownership. Under a
declared policy of preferring the private sector and nurturing private
investment, with a dymamic bottom-up growth of the private sector,
the impossibility of selling white elephants may reflect elementary
microeconomic rationality considerations rather than a statist ideolo-
gical concem. Thus the ‘mixed economy’ in its current shape is not
in a dynamic equilibrium, since the spread of the private sector is
the dominant trend. This conceptual approach is down-to-earth,
empirically founded, and thus reflects facing the facts rather than
abstract preferences or other postulates. Furthermore it invalidates the

“hands. Bvidence from abusing the welfare state in some countries may
validate our contention that the size of state redistribution counts just
as heavily as the share of holdings by private firms. This leads us
back to the original framework, in which transformation does not lend

" qualitative indicators has to be relied upon,

" Indeed, if there is anything to be generalized from the illdividel]
histories surveyed here it is that what was shaping the actual results in

- endowments. This, rather than concepts or specific policies aimed at

- transformation,

* Maastricht and the post-Soviet developments pointed towards the
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c.hahic‘al, quantity-oriented concepts which would see transfo'rma—
ion concluded if, say, 50 per cent of firms plus one is in private

itself easily to quantitative measurentent, and instead a set of soft

* This quality makes the subject difficult to approach by d.irect
teliance on methods of mainstream economics, and it does require a
certain change in the paradigm which customarily differentiates
between hard facts and soft interpretations.

8. Against the conceptual framework developed above,‘ the actual
policies in any transforming country today may look inadequate.

transforming countries was success or failure in applying comfenno‘na[
measures of economic policy, and its interaction with the inherited

systemic change, is what explains the different empit:i?al develop-
ments in various countries. Russia’s failure to stabilize mgy‘be
counterposed to rteasonable Czech performance with very llr.mted
structural change. A significant potential for improving the efﬁc_lency
of policy may lic in making better use of the applied economics of

9. In terms of patterns of development, the concept of um’ty 1:n
diversity proved to be quite helpful in orientating policies within
emergent new integrational structures, in both the western and the
eastern parts of the continent. Our discussion of both the post-

possibility and the need for coexistence among fairly .differfznt
autonomous subsystems within a looser grand structure. This finding
is congruous with earlier suggestions (Schneider, 1993) on t.he
applicability of Swiss confederative arrangements 1o -p'ost-Smilet
conditions. Indeed, only this, rather than the more straltjacket-hl?e
conventional ‘coordinative’ or ‘cooperative’ options, seems to be in
line with the new reality, in which a large number of states deve:lop
according to their own respective pace and preferences, paying little
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attention to others. In such a world, standardization - the first thog
of any bureaucrat - is the safest way to disruption, as the unifo
rules only amplify dissimilar behaviour. :
10. ITast but not least, the role of financing the process of
modernization has to be addressed, On both empirical and theoretical'
grounds the overwhelming importance of domestic ﬁrzfmciaf inter-
‘medz'arion has been stressed. Even in countries with sizeable capitﬂ
inflows, such as the new industrializing countries, over 80 per cent of
Fhe funds for modemization had to be saved domestically. If financial
Intermediation is inadequate or perverse, the mote external finance -
were forthcoming the more of it would be wasted. g
In.mtemationa] comparison, the gross investment rates of trans’
fom}mg countries seem not particularly depressed: the problem lies in
the inadequate allocation of these funds. We tend to follow Stiglitz
(1993, pp.32—3) in seeing the equity market as a side-show, especially
at Fhe given level of development of transforming countries, and
urging banking reforms under state regulation. Thus the slo“: and
hm-ited emergence of stock markets is not a grave concern, whereas
seriously mismanaged bank consolidation, positively fostering morally .
hazardous lending practices, is.
.! All in all, what we have offered is a progress report rather than a
L ‘gem.aralltheory’. Seeing the diversity of ways and means calls for .
| | multiplying our eft."orts, on both the theoretical and the empirical a
b fl‘Ol:ltS. The interaction of descriptive and theoretical, analytical and
‘ policy studies has a vast potential to be stimulated for the process of
understanding and for the benefit of nations in the region. Latecomers
to the scene, who exist in much larger numbers than the currently
transforming countries in Central Europe, may become the prime.
beneficiaries - this time with a positive peace dividend. .
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