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4 The collapse of the Soviet empire

and subsequent transition of cen-
trally planned economies to market econ-
omies represents a unique and urgent
challenge for economic theory. Econo-
mists from transition countries approach
the subject in a strongly pragmatic way
and most lack a more general view. On
the other hand, their colleagues from
abroad usually lack sufficiently detailed
knowledge of specific economic situa-
tions in individual countries. Only a
few economists are able to harmonize
the two views, and, in my opinion, Pro-
fessor Sergi is one of them. Profound
knowledge of the development in tran-
sition economies allows him not only an
open-minded evaluation, but a founda-
tion for the formulation of the future
policy, the foundation influenced by the

process of accession to the EU. That’s
why I consider the last chapter of the
book, ‘The Bruxelles Consensus and
the Fourth-P Government,” revealing,
inspiring, and unique in the context of
the contemporary economic literature.
Moreover, the entire book is a good
read. The author makes use of many
bright comparisons and unworn verbal
links—the very idea of the four-P gov-
ernments is just one illustration of
these. The book is definitely worthy of
reading, and not only by the econo-
mists dealing with the theory and prac-
tice of transition and accession.”

Professor Milan Zak, CSc

Head of Department of Economic Policy,
University of Economics, Prague;

Editor, Prague Economic Papers
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“ Starting form a game-theory per-

spective, Bruno S. Sergi discusses
possible combinations of monetary and
fiscal policies to achieve growth, price
stability, and full employment. He uses
his findings to critically analyze the eco-
nomic policy of the present EU and the
challenges that postcommunist appli-
cant countries face before and after ac-
cession. Sergi sees the development of
the transition countries set back by ill-
conceived policies as well as various
syndromes (e.g., the strong underground
economy).

Based on exhaustive readings of the
relevant literature, Sergi advocates a less
orthodox approach to transition and in-
tegration with a more active role of pub-
lic policy. In particular, he asks for a less
austere fiscal policy that accepts con-
tinuing budget deficits on a sustainable
level in order to be able to finance sub-
stantial public investment. The Brux-
elles consensus, as he calls his policy
mix, should promote high growth in
the poorer new-member states of the
EU.”

Dr. Michael Dauderstadt
Head, International

Policy Analysis Unit,
Friedrich Ebert Foundation

—SNSR—

“ Based on the lessons of more than a

decade of transformation in Cen-
tral, Eastern, and Southeastern Europe,
the book analyzes two main and over-
lapping lines of development: domestic
economic transformation and integra-
tion into the EU structures. Sergi consis-
tently confronts theoretical approaches
with practical results and processes a
unique volume of writings on these topics.
Moreover, the microeconomic surveys
and political economy-level assessments

complement each other. As a result, the
key question of successful transforma-
tion is identified in the sustainability of
the entire process, not only in the first
years of transition but, even more im-
portant, at the threshold and in the first
years of membership in the EU. As com-
pared with other writings on transfor-
mation, Sergi’s book stands out because
of its unorthodox approach, based on the
mixture of growth-orientation, macro-
economic deficit creation under control,
and Schumpeterian innovative actions.”

Andras Inotai, PhD
General Director, Institute
for World Economics,
Budapest, Hungary;
Visiting Professor,

The College of Europe
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44 Y7 conomic research in the transition

economies has attracted particu-
lar attention due to its nonstandard,
‘transitory” behavior. These economies
gain more importance not only because
of the persistent change in the economic
and political environment, but also due
to the enlargement process and prepa-
ration for an integration into the Euro-
pean structure. Sergi has presented a
lucid combination of empirical research
with temporary economic theory, and a
deep insight into the current problems
faced by transition countries movin
into the EU. As a result, the book will
appeal to both scholars and practitio-
ners who would like to acquire deeper
and broader knowledge about the transi-
tion economies.”

Roman Matousek, PhD

Senior Lecturer

in Financial Economics,

London Metropolitan University
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“ Sergi offers a realistic and original

examination of the process of eco-
nomic transition in Central-Eastern Eu-
rope, looking for a ‘Bruxelles consensus’
as an alternative to the fading ‘Wash-
ington consensus.” His view of the tran-
sition dynamics is not only rigorous in
formal game theoretic terms; it is also
well-placed within the important con-
straints derived from the past and the
international situation, and Sergi elab-
orates on the welfare and political foun-
dations that merge into three distin-
guished types of government.

The author considers policy alterna-
tives in a perspective that is convincingly
critical of the dominant mainstream ap-
proach. An important contribution of
the book is that such policy alternatives

are explicitly put in the perspective of
the challenges, problems, and solutions
that EU enlargement offers to these coun-
tries. Professor Sergi succeeds in mak-
ing this greatly complex view of transi-
tion a living process of interaction among
real economic actors who have a past
and go toward a chosen, but constrained,
future that European integration offers
the broadest and deepest frame. This
novel perspective will benefit the reader,
together with the useful and extensive
review of the literature.”

Bruno Dallago, PhD

Full Professor of Economics,
Department of Economics,
University of Trento, Italy
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Foreword

Developments of the past decade have brought so many changes to
the world political and economic scene that it would take at least an-
other decade or so to analyze their full consequences. The political
map of the world dramatically changed between the late 1980s and
early 1990s, when the combined collapse of the Eastern Bloc and the
Soviet empire created in Europe more than two dozen new demo-
cratic entities, each seeking to redefine its place in the world. These
historic developments coincided with the advent of the new informa-
tion economy, which in turn led to a massive growth in what formerly
were known as the underdeveloped nations of East Asia. Transitions,
the I'T boom, and the Asian miracle were all happening at the same
time, often leaving observers unable to fully grasp their importance
and interrelating effects.

Interestingly, most of the economic tools used to analyze and ex-
plain these new social developments did not change, not in the early
1990s. Classic economic approaches were still setting the rules of the
game, while fiscal and monetary policies were seen as the best cure
for possible policy faults and mistakes. Monetarism became the new
standard, both in transitional Europe and in accelerating Asia. The
need to keep balanced budgets and stable national currencies was
seen as a much lesser evil than economic slowdown or dramatic falls
in living standards. Fundamental reforms, such as promotion of deep
shifts in the structure of economy and banking reforms, were seen as
a second priority. In addition, massive managerial and economic in-
experience of local elites and political immaturity of electorates in
most transitional states led to the creation of dangerously imbalanced
regimes, the sustainability of which to a large extent depended on for-
eign assistance and external crediting.

By the mid-1990s the situation started to slowly change, when
many in the West were amazed to see old discredited elites coming
back to power in a growing number of Eastern European states. Then
came the 1997 financial crisis, which wiped out much of the Asian
miracle through revealing some ugly economic truths. In one year’s

n
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time this was followed by the 1998 Russian crisis that stripped away
the myth of reformism from the Russian elite and demonstrated its
frightening levels of incompetence. The process of coming back to
reality was completed in March 2000, when the U.S. high-tech mar-
ket underwent a spectacular collapse, thus largely putting an end to
fairy tales of the new I'T-dominated era.

The sobering effect of the collapses of 1997-2000 on the world
economy is hard to underestimate. As we move into the new century,
monetarist approaches in macroeconomics gradually start to lose
their former dominance. Russian experiences have definitely played
an important, if not crucial, role in this process. In the first half of the
1990s, Russia was doing its best to follow monetarist advice from the
West. The 1998 collapse and the subsequent change of government
have resulted in Russia turning its back on these advisors, as well as
on many of its former creditors. Many were predicting gloomy de-
cades for Russia, and doom scenarios were the rule of the day. How-
ever, when in less than six months Russia started to demonstrate the
first signs of economic recovery, no one really believed that this pro-
cess could be sustained for more than a couple of months. By 2000
these signs transferred into one of the highest growth rates in the
world and in 2001, with the spread of the new global economic crisis,
Russia became one of the few bright spots of world economic growth.

Despite these impressive economic successes, there still remains
at least one question, which demands an answer: How sustainable is
current Russian growth? Similar questions arise when one attempts
to analyze other transition economies. Bruno Sergi’s book tries to
provide some answers to this crucial question. Through an interesting
and innovative approach, the author argues that the key to economic
success and prosperity lies in a combination of a variety of policy
tools. An excessive use of one economic tool, be it a classical, mone-
tarist, or Keynesian approach, can easily produce wrong results, de-
spite excellent initial intentions. The history of the past two decades
provides sad proof of this thesis. As Professor Sergi stresses, it is a
combination of different and sometimes contradicting approaches
that can ensure a sustained economic recovery in a transitional econ-
omy. This “multiple-goal strategy” should be based on a clearly de-
fined investment policy, which should have as one of its important
aims the attraction of foreign capital and technology. In Eastern Eu-
ropean contexts, one of the most obvious sources of such investment
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is the European Union. This book analyzes the current stage and fu-
ture prospects of the economic role that the EU can play in redefining
and restructuring the former communist nations of Eastern Europe.

Economic Dynamics in Transitional Economies provides vital and
instructive reading for anyone who is an eager student of the historic
times that we are living through.

Dr. Viadimir Tikhomirov
Senior Economist
NIKoil Capital Markets
Moscow, Russia






Preface

After the fall of the Berlin Wall and Germany’s reunification, the
enlargement of the European Union to the east has become one major
point of the European political leaders’ agenda. It is becoming a his-
torical choice, which is currently involving adjustments in the func-
tioning of political institutions, in the economic sphere, and in the
“competitive interrelations” between Western and Eastern Europe.
The “game” played by these two sides of Europe, which the author
defines as the “Western club” and the “Eastern club,” makes this field
of study “intriguing and fascinating,” in the author’s words.

Although the author carries out a profound analysis of all impor-
tant parameters needed to interpret and follow the developments in
the East-West panorama, what I wish to remark upon are the interest-
ing views advanced through the five chapters.

One of the first points is the distinction among four classes of gov-
ernment. The author introduces the reader to the “pigouvian” and the
“partizan” governments as existed in Western Europe after World
War II. A third government, “paternalistic,” was represented by the
experiences of socialism in Eastern Europe (Chapter 1).

The Phillips curve, political business cycles, and the ad hoc soft
budget constraints on state-owned enterprises give a grounding to the
game format with which the author interestingly shapes the formal
analysis in the first two chapters. Then, he systematically uses these
notions combined with the numerous social and economic outcomes
in the 1990s, and he also merges past and current literature to ask for a
major involvement of the European Commission.

In fact, it is the Prodi European Commission that the author labels
as the fourth-P government. Such a fourth-P government would have
the quality of combining a post—Washington consensus with a new
approach made up of “multiple-strategy” and more “aggressive” po-
litical economies (Chapter 4). Another qualifying aspect of the book
is the Washington consensus, which is reinterpreted as the “Bruxelles
consensus’ in light of the relevant role the European capital ought to

Xt
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play. The Bruxelles consensus could serve to shape an innovative po-
litical economy specifically targeted at steering the recovery of tran-
sitional economies (Chapters 4 and 5).

The author also interestingly moves further from the more theoret-
ical analysis (Chapter 1) to develop an analysis of trade integration,
the “syndromes” of transformation, and a complete reformulation of
the Keynesian and Schumpeterian ideas of government and innova-
tive entrepreneurs, respectively. The author mixes them with a supply-
side-type argument to create the centerpiece of his penetrating analy-
sis. All of the viewpoints are so well developed and “provoking” that
they will generate discussions, debates, and spur future research.

From a pure Western club view, the enlargement will bear costs but
remains rather manageable, as part of the literature shows (Chapter 3).
Besides, the author develops further the “locomotive theory,” in that
the broader European construction could likely produce even larger
intraregional trade as well as ampler investment flows. This pattern of
Europe will benefit “third parties” too. The author has expectations
that a first wave of countries will join the European Union by 2004.
Then by 2009 a second wave will take form. These two years are
given particular emphasis because they will be election years for the
European Parliament.

Still, the final targets of this new “all-inclusive” Europe are easier
to describe than to hit. A general improvement in living standards in
the Eastern club and a full convergence with Western standards are
not likewise easy to achieve. That is, neither one attempt nor one
short-term game. The author well invokes this point and on that for-
mulates main conclusions.

This book is timely for the debate surrounding the continuing talks
on enlargement and, to a greater extent, for a major involvement of
the scientific community in this intriguing geopolitical area.

Mario Centorrino
Professor of Political Economy
University of Messina, Italy
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Introduction

At this writing, we are badly shaken in the wake of September 11,
2001, the day of the shameful attacks on the World Trade Center in
New York and the Pentagon in Washington, DC. Unquestionably,
these attacks are shaping economic choices and expectations world-
wide. In the immediate aftermath of the terrorists’ action, President
George W. Bush and Federal Reserve Chairman Alan Greenspan
both moved away from the orthodoxy of Western macroeconomic
policies. They were trying to gear domestic markets and bypass
threats to economic well-being by engineering a range of policies
more in the vein of what I call a “multiple-goal” strategy.

Since the mid-1990s, I have been proposing such a new method-
ological analysis, although centered on the transformation economies
of East-Central Europe, intending thereby a specifically oriented polit-
ical economy. In that scenario of multiple-goal and post—Washington
consensus policies, a new set of political economies ought to shape
these new markets in their run up to European Union membership, in
addition to modernizing institutions, economic infrastructures, and
standards of living.

However, what was the situation before the September 11 attacks?
Worldwide, various economic indicators were producing new opti-
mism on the upward trend of the world economy. Scholars had addi-
tional hopes, but they were more regionally focused. Russia’s capa-
bility to achieve booming economic results was forecast—the term
draws from Layard and Parker’s (1996) book—and now is on the
verge of an amazing growth in gross domestic product and industrial
output. But also in other Eastern states economic growth keeps in-
creasing. Furthermore, the past decade witnessed profound economic
switches and social challenges.

As explained by van Brabant (1998), transformation and transition
highlight two different developments: the sphere of economic affairs,
which goes from a planned economy to a market-oriented system
(transformation), and the abrupt change of the past state-socialist sys-
tem (transition). In this light, throughout the book I describe the eco-
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nomics of transformation and transition as they took place in the
1990s, acquaint the reader with the need for a new strategy, take up
the prospect of an enlargement of the European Union, and propose a
“Bruxelles consensus.”

THE REGIONAL CONTEXT

A remodeled regional consensus for the “Eastern club” has to in-
clude three notions. One notion concerns the political and economic
mutual interest shared by Western and Eastern Europe to take an
unequivocal step leading to a broader European Union. The second is
the need to carry through a complete cognition of Eastern economic
structures, how the enterprise system is working, how far the capabil-
ities of a transitional political system can go to develop a domestic so-
cial consensus, and how consumer behavior may be maximized ac-
cording to new market principles while maintaining a smooth social
system. The third notion is the incoherence of the “locomotive” the-
ory, which holds that automatic growth would have appeared from ei-
ther a de facto compliance with Western economic conduct or a de
jure participation in the “Western club.”

In this new regional context, I became aware of the strategic
function of Prodi—the current president of the European Commis-
sion—as a major actor in stimulating the EU enlargement. It must be
acknowledged that Prodi and the Commission itself are crucial in a
strategic involvement in steering economic recovery in the transi-
tional economies. In fairness, there is a mutual convenience in find-
ing ways of expanding further the already revived trade and industry
sectors. Not only is trade from the Eastern club to the Western in-
creasing, but the Eastern club also is opening to Western goods.
Moreover, the composition of the commodities traded is broadly
comparable to that prevailing among the six founding countries of the
European Economic Community in the 1950s. Also, it is notable that
exports of the countries of Central Europe are as high as those shown
by Greece, Spain, and Portugal at the time of their European acces-
sion in the 1980s. Notably, the enlargement will benefit third coun-
tries too, especially those in Southeast Europe and most of the neigh-
boring Commonwealth of Independent States.

The Bruxelles consensus—the terminology I introduce to suggest
the Commission’s wider function in steering the recovery—is at vari-
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ance with the standard Washington consensus and results in eco-
nomic feasibility, mutual involvement, long-term credibility, larger
domestic social support out of a stronger European Union involve-
ment, and self-reinforcing stimuli. In fact, EU member states signed
the Treaty of Nice in February 2001, which represents the tangible
step toward the enlargement and adoption of the Bruxelles consen-
sus. Although the oppositional Irish vote on June 8, 2001, repre-
sented a potential setback for the treaty’s application, the Irish people
ultimately approved the treaty at the time of the second referendum,
held in October 2002.

THE PURPOSE OF THIS BOOK

This work is to be reckoned not simply as an extension of my past
research since the early 1990s, but to be born out of it in a desire to of-
fer a comprehensive analysis on this subject to appeal simultaneously
to academics, university students, and international organization bu-
reaucrats. To this end, I have written the book as an organic and co-
herent work on transitional political economies and offer an analysis
under a different perspective from the usual textbooks. It may serve to
form a base for future research.

Full knowledge of domestic political and social constraints inher-
ited from the past Communist regime is important. Therefore, my
scheme is to understand how Central and Eastern Europe’s policy-
makers behaved in light of a tradeoff between the troubles occurring
after the fall of the Iron Curtain and the external demanding transfor-
mation. This new approach found a primary importance among those
political and economic specialists who viewed socialism as a blind
alley of people (Kornai, 1995) in an effort to carry out Western-type
economics and politics immediately. Besides, a unique aspect was
the tightness and speed of policymaking. Alternatively, a small-scale
second group of “demagogues” proposed a third way. All these as-
pects are analyzed throughout the book.

Commencing from a “first road” enforced by the czarist empire,
the subsequent “roads” of the Socialist party were criticized. The sec-
ond road was developed through Eastern Europe’s socialist system,
which operated through repression and inefficiency, although at least
coherently (Kornai, 1995). Such a coherent setting combined with
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decentralization, liberalization, and a continuing political monopoly
of power is especially reckoned in China’s post “open door” policy,
that is, the Chinese “bamboo curtain” that began breaking up in the
late 1970s. The “romantic” third road was in fact a virtual market so-
cialism that could not have developed into a robust system because of
defective political democracy and a rightful market system.

Nowadays Eastern Europe is moving toward more market-economy,
liberal-based thinking, fixed firmly to Western Europe, although in-
terconnecting in a global dimension. Still, transition economies lag
behind the more than $7,300 world average per capita income. In a
pure European comparison, in 2000 only Slovenia, the Czech Repub-
lic, and Hungary reached 50 percent of the European Union’s income
per capita. Even Poland—one of the most dynamically growing
economies in Central Europe—is well below this figure (i.e., 39 per-
cent) (see Table 5.2).

LIBERALIZATION AND ECONOMIC HOPES

Two other aspects are worthy of attention. The first is the extent of
economic liberalization and international economic trends. On the
purely economic side, the functioning of democratic institutions mat-
ters. The latest Fidrmuc (2001) findings show that in twenty-five tran-
sition economies of Central and Eastern Europe, the relationship be-
tween democratization and economic liberalization would hold, and
this does imply an advancement of growth performance. Put simply,
the process of democratization is good for growth only because it
would reinforce economic liberalization.

As to the second aspect, at the end of the twentieth century econo-
mists had promising expectations. It pushed Schwartz, Leyden, and
Hyatt (2000) to maintain that the world economy was in the middle of
a forty-year expansion. It began in the 1980s, then the world econ-
omy experienced a growth of about 4 percent and will probably con-
tinue over the next two decades at an average of 6 percent. However,
the past twenty years or so has proved not so exciting in Europe, at
least when compared with the dynamics of the U.S. economy. Inno-
vative actions, biotechnology, and nanotechnology can give support
to this hopeful scenario should they extend eastward. A Schum-
peterian improvement in the supply side may provoke an advance-
ment in new technology, a broader range of new commodities, an ef-
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ficient use of available resources, and new types of private and public
entrepreneurial organizations. Out of this scenario is emerging a ma-
jor bet on how far Central and Eastern Europe will go.

This book offers new ideas to develop these topics in the formula-
tion of an authentic political economy of Central and Eastern Europe.

SYNOPSIS

Chapter 1 is about game theory applied to the Phillips curve, busi-
ness cycles, and the costs of disinflation in a framework of transi-
tional political economy. I commence by analyzing the prevailing
macroeconomic thinking of the 1960s to the present. Yet by the
1970s, the rational expectation hypothesis seriously challenged the
economics of the “games.” Kydland and Prescott (1977), Calvo
(1978), and Barro and Gordon (1983a,b), among others, tremen-
dously influenced the literature. This new excessive formalization
was in part questioned, however (see, among others, Bofinger, 1998;
Brada and Kutan, 2000). The matter of the issue was the transitional
setting, so complex in the number of actors that the standard tools of
Western political economy would be purposeless. Economists who
were, in fact, applying an advanced methodology may have been mis-
taken, which is evident in the macroeconomic thinking that caused
more harm than good (Inotai, 1993).

Nevertheless, all these scientific contributions have shaped eco-
nomic interactions among players as a game-type problem, where
rules of conduct and payoffs put clubs (i.e., groups of countries) into
interactive and conflict settings. Of interest is the debut of welfare
and political foundations that merge into three classes of government.
The first is the “pigouvian” or inflation-adverse government, which
through low inflation is able to maximize welfare expectations. The
“partizan” government is unemployment adverse, and is committed to
fiscal programs that benefit its own reelection. In order to strengthen
the likelihood of reelection, such a partizan modeling creates favor-
able economic conditions and electoral inflation (i.e., at election
dates), thus increasing their own popularity. The third class of gov-
ernment is “paternalistic”’; the central planners’ choices of soft budget
constraints guarantee full employment but do not maximize income.
The fourth class of European government (i.e., the post—Washington
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Bruxelles consensus) is analyzed in Chapter 5, although all its expli-
cative grounds are given in Chapter 4.

Chapter 2 extends the game theory methodology to explore the
feasibility of economically integrating the eastern and western halves
of Europe by comparing their underlying economic structures. After
a tradeoff definition in game theory and the role of surprise inflation
in the conduct of monetary policy, the Phillips curve is explained in a
framework of monetary optimization. Then the model is developed
around an inflation rate and the services sector as a percentage of
gross domestic product and is able to rank twenty economies (eigh-
teen in transition plus Greece and Portugal) in comparison to Ger-
many. I take Germany as a benchmark, as the country having the lead
in the political economy in Europe. One of my conclusions about the
eastward enlargement is that it will likely be benchmarked to the eco-
nomic conditions prevailing in the less wealthy Western countries,
not to the European Union’s average income. Besides the implica-
tions for competition and the conduct of future economic policies, the
chapter deals with the intense coordination arising from the Eurozone,
where a common monetary authority designs monetary policy.

Chapter 3 explains what I call the “syndromes.” At the beginning
of the 1990s there was considerable certainty among economic spe-
cialists that the transformation would be painless and brief. The re-
sulting outcomes have been partially disappointing, while strongly
unacceptable in certain countries. Optimism and failed expectations
aside, increasing “bandocracy,” diffuse fraudulence, “katastroika” of
death, and the “bandit” capitalism of corruption all characterized the
decade and affected the political economy. Economic slumps, the gray
economy, and a possible negative response are the themes of this
chapter. Other syndromes were the credit crunch, demand and supply
breaks, and the collapse of the Communist mutual and economic assis-
tance arrangement in place until 1991. The changing output structure,
privatization, and the exchange rate mechanism are other aspects of the
economic transformation, which are not properly syndromes but con-
tributed enormously to this debate.

The fourth chapter provides a framework to reinterpret the fiscal
and monetary aspects of political economy. The first aspect is that to-
day’s outcomes point to these economies as growing fast in economic
terms, but not in levels of income, which are still lower than in the
pretransition period. These economies also continue to stick to con-
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servative economics, but this may come at a cost. Instead of Western-
type zero inflation and the rigid national budget policies, there is a ra-
tionale for setting up a multiple-goal strategy in the formulation of a
transitional political economy. To this purpose, I dispute the popular
view that a strictly balanced government budget is the best standard
to evaluate economic progress, ensure price stability, and eliminate
all economic inefficiencies. Such a dispute departs from the analysis
of preconceived economic ideas that may look efficacious on paper
but are sometimes harmful when they are applied to concrete cases.
In my view, a fiscal policy strategy becomes part of a multiple-goal
strategy upon observing a constant ratio between domestic debt and
domestic output. It is to be kept in mind that the current domestic debt
in most of the transition countries is manageable and nominal income
growth is sizeable, and consequently there is room for a budget policy
rethink.

Moreover, while a component of such a strategy would rely on a
new pragmatic and ambitious role for policymakers, another source
of investments continues to be governments and foreign entrepre-
neurs. However, how can these aspects be interrelated from a pure lit-
erature viewpoint? I argue that a reformulated Keynesian policy may
directly foster domestic-oriented demand and indirectly take advan-
tage of foreign capital inflows. Such a reformulated model can serve
the purpose of generating a successful and uninterrupted recovery. It
could be done by orienting differently their investment strategies and
privilege the production of new goods and technologies in a Schum-
peterian interpretation of economic growth and innovative invest-
ment. A Schumpeterian interpretation could give these countries a
chance to raise labor productivity and capital efficiency—the two
missing economic factors of the 1970s and 1980s—to a target corre-
sponding to those in the developed economies.

The fifth chapter identifies some theoretical issues treated in the
previous four chapters. It goes into the process of enlargement and
explains the proper scope of the European Commission’s action. Its
ambit moves well beyond simply financing these countries’ efforts.
The European Commission should represent the “fourth-P” govern-
ment (after the Prodi European government and the likely post—
Washington consensus). It is expected to solve many puzzles left un-
settled with the Washington consensus and thereby to give shape to
the Bruxelles consensus. By now, the technical debate is about the ar-
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guments that favor or disfavor the hasty widening of the European
Union’s boundaries and whether a systematic entry policy is to be
preferred to a bloc enlargement. Only for the Balkans do I prefer a
more time-oriented bloc scheme, whereas for Central European coun-
tries and the Baltic region a campaign for membership may come
soon. Thus, a major involvement of the European institutions in pro-
viding guidance is a sort of benchmark that I examine and encourage.

Finally, I use the terms centrally planned economies, East-Central
Europe, and Central and Eastern Europe as having the same geo-
graphical reference to the whole region, unless otherwise indicated.



Chapter 1

The Political Economy in Europe:
The Three-P Governments

INTRODUCTION

Understanding the rationale that has guided the transformation in
East-Central Europe has been, among experts, of primary concern
ever since the fall of the Iron Curtain. A thoughtful interpretation of
this understanding stands behind the current developments in this re-
gion’s policymaking. Two reasons give grounding to such an interest.
On one hand, this region is carrying through a political democratiza-
tion process and is liberalizing economically. The acceleration of the
democratization process was reckoned favorable to recovery through
a reinforcing stimulus to the economic liberalization (Fidrmuc, 2001).
On the other hand, these developments are strategically shaping the
relationship with the European Union (EU), expected to enlarge its
boundaries for the fifth time beginning in 2004, although in this event
eastward. (Malta and Turkey are excluded from this analysis.)

Furthermore, China began reforming its strategy late in the 1980s,
by a gradual fiscal decentralization and economic liberalization. There,
a nontraditional “reform balance” between a repressive central gov-
ernment and more liberal property rights found scope much earlier.
Although the special Chinese experience goes far beyond the aim of
my work, it will serve as an interesting yardstick at different stages.

Nowadays, the Eastern and Central European countries are inter-
acting with all their neighbors, with this interplay creating complex-
ity in trade and foreign direct investment (FDI). This chapter attempts
to keep up with the economic literature on transitional political econ-
omy, inferring a basis in order to coherently follow recent results of
such an “interplay,” and the challenge of a broader EU.

9
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The Disputes on Market Socialism

Many economists have been elaborating on transition for a long
time (e.g., Kornai, 1980, 1995). Kornai has made the most elaborate
criticisms of past Communist politics and economics. Moving from a
gradualist view expressed in his earlier writings, he has embraced
hasty and resolute positions in favor of a market economy and moved
away from a romantic third road to socialism and a modern form of
social capitalism. Quoting Churchill’s statement that democracy was
a bad system but no one had yet found a better alternative, Kornai
(1995) points out that no one has discovered a market economy work-
ing better than the capitalist markets.

Roemer (1994) endorsed a third way or market-oriented socialism,
in contrast to the staged model of market system. Also, Nove (1991)
appeared mightily in line with a socialist interpretation of economic
development. In particular, Roemer (1994) went into detail and de-
scribed his preferred system as one that best conforms to the coexis-
tence of private and public enterprises. Within it, whereas the small
firms make up the private sector, the public sphere may include large
firms under the guidance of professional managers. Nevertheless, the
public enterprises could potentially be in private hands by means of
coupons, which they equally distribute among citizens and swap
among one another. A fundamental role is played by a competitive
banking sector, which would supply money and monitor the firms’ per-
formance. This system would work, argues Roemer (1994), through a
polar system of investment planning and lead to a more egalitarian
society, whereby profits could be distributed more equally, although
not yet perfectly.

I would like to add to the Kornai-Roemer dispute the following
facts. First, there are Layard and Parker’s (1996) excellent expecta-
tions about economic booms in Russia, yet a crisis hit Yeltsin’s coun-
try in 1997-1998. Then there is the ““\/ -GDP syndrome” (Sergi, 1998,
2000) advanced to highlight a plausible stagnation in the long-term
economic recovery if profound restructuring and aggressive stimuli
are not guaranteed. Finally, there is the resolute statement concerning
the Russian crisis and the role played by the International Monetary
Fund (IMF) seen as “largely responsible for the Russian transforma-
tion disaster which probably is the first case that an international or-
ganization instead of solving a major international problem actually
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reinforced it” (Welfens, 1999, 134). This mixture of interpretations
makes this field of research the dominating component of the debate,
charms many scholars, and intrigues policymakers.

The Formal Issues

In the remainder of this chapter I probe into economic games and
empirically analyze the evidence of various disinflation strategies
and sacrifice ratios. This formal setup of the study of game theory
promotes a reliable perspective to interpret the actions and choices of
Eastern policymakers. One departing point is the Western experience
of the 1970s and the 1980s. It was characterized both by unemploy-
ment—sometimes recurring and also at sluggishly high levels—and
a persisting inflation bias in contrast with the tradeoff shown in the
Phillips curve. Second, the Western inflation bias typifies possible
political business cycles in contrast to the repressed inflation of the
centrally planned economies, which established “standing in line” and
“shortages.” Third, welfare and political microfoundations are applied
to three classes of government that I call the “three-P governments”:
the pigouvian, the partizan, and the paternalistic governments. The
pigouvian government is committed to improving domestic welfare
and to an unemployment-adverse strategy. The partizan government
works to remain in power and it hazards fiscal programs to profit its
reelection. The paternalistic government is the expression of cen-
trally planned economies under which policymakers softly con-
strained enterprises’ budgets to the extent that governments were
ready to bail them out every time their profits become negative. This
paternalistic behavior would ensure a fully employed market, but not
real income maximization. The design of the Western literature may
highlight past and current economic developments and explain mac-
roeconomic alternatives in Europe likewise.

A FORMALIZED METHODOLOGY OF ANALYSIS

Much of the applied economic research during the past decades
has borrowed methodological approaches and topics of research
from game theory. Kydland and Prescott (1977), Calvo (1978), and
Barro and Gordon (1983a,b), among others, organized new research
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around a game format where rules of conduct and payoffs generate
interactions and conflicts between the public and private sectors or
among interdependent economies. Commencing from a prisoner’s
dilemma game in which two players have two pure strategies, the
game’s main benefit is making economic choices in view of a set of
alternative strategies. This literature will be relevant for this book’s
main purpose, which is to scrutinize the dynamics in transitional
economies in formerly centrally planned countries of Eastern Europe
through a formal Western-style approach.

Yet, recently, the literature partially questioned this way of think-
ing (e.g., Bofinger, 1998; Brada and Kutan, 2000). It was argued that
since the numbers of economic actors and countries involved as well
as the complexity of the issues are great, “it becomes obvious how
difficultit s to apply the standard tools of the theory of political econ-
omy” (Bofinger, 1998, 276). Brada and Kutan (2000) pointed to the
problems characterizing the economies still in transition, which dif-
fer from those in advanced economies. Thus, economists would be
applying the methodology and models of advanced countries and, in
doing so, be unable to learn from the transition facts and fit them back
into proper modeling, at least for the countries lagging behind. This
“misconceiving” is particularly evident in macroeconomics and has
caused more harm than good (Inotai, 1993).

Although throughout the next chapters I do not object to Inotai’s
(1993) view, I partially refute some of the literature’s elements in
which a more formal approach would offer a rather better perspective
to study the routes that have been undertaken in transformation gov-
erning. I will describe the alternative economic choices and the vari-
ous policymakers’ strategies. These strategies and economic choices
were elaborated by Western consultants, labeled the international fi-
nancial institutions’ “Marriott brigade” (Rutland, 1997) or the “mis-
sionaries” sent by extremist neoconservative think-tanks (Nove, 1996).
The experts embraced the “Holy Trinity in the theology in transition”
(Rutland, 1997, 269; see also Kornai, 2001) of liberalization, stabili-
zation, and privatization. Alternatively, they simply discouraged a
Western-style policy where governments remain on people’s backs
(Nove, 1996). The big-bang approach became the consequence of the
“Holy Trinity,” although a “gradual approach” and a “minimum
bang” (Portes, 1994) arose in contrast. The “big-bang” approach
aside, the analytic thinking of the sequencing of reforms and their de-
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gree of tightness became head debates. That is why I argue—refuting
for the second time some controversies of the literature—differing
views between experts themselves, and between financial institutions
which were frequent instead.

To take a further step, interest in the study of this new methodology
has increased over the last two decades. It marked the differing expe-
riences of the industrialized countries during the 1960s and 1970s,
and that is of use to observe recent methodologies and strategies in
the post—centrally planned economies. In the 1960s, economists had
a major impact through fine-tuning policies. The economic environ-
ment easily held low inflation, socially sustainable unemployment,
and favorable growth rates. However, the “changing” 1970s were
characterized by rich economies with high and persistent inflation
rates, stagnant or sluggish growth rates, and cyclical unemployment.
Western policymakers unsuccessfully attempted to exploit a tradeoff
between inflation and unemployment by means of surprise inflation
as a short-term solution to unemployment. Meanwhile, central plan-
ners strictly overfinanced poor-performing enterprises, but this did
not contribute to economic well-being.

The pillars of macroeconomic thinking in the 1960s were adaptive
expectations, sticky prices, and wage formation theories. By the 1970s,
the rational expectation hypothesis and, in 1976, Lucas’s critique had
seriously challenged the economic role of the players. Consequently,
the issue of “credibility” in policymaking took on greater importance
first in Western-type literature. This framework created a new situa-
tion in which each player influenced the economy in exactly the op-
posite way from that described by the classical literature, resulting
from the interplay of the invisible hand and laissez-faire. Market
forces would exert influence upon economic performance, while in
the new scenario players deserve a dominant role.

To develop the players’ strategies and extend the scenario of credi-
bility, thus encompassing the Eastern transformation process, in the
next section I examine the microeconomic foundations game: I give
evidence that much of the literature may lack a suitable microeco-
nomic foundation base and expose new political interpretations of
microeconomic games. To give a sense to the literature, I introduce
three different approaches to appraise the policymakers’ function, by
advancing some formal analyses on credibility and inconsistency.
Developments have been extensive on “repeated games” (Barro and
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Gordon, 1983a,b), the “games of incomplete information” (Backus
and Driffill, 1985a,b; Cukierman and Meltzer, 1986; Vickers, 1986),
and “international coordination” of domestic policies (Chang, 1990;
Giavazzi and Pagano, 1988; Hamada, 1976; Kehoe, 1987). The devel-
opment of this approach tremendously influenced many applications,
and extensive findings emerge from considering monetary, fiscal, and
exchange rate issues, some of which are specifically concerned with
Eastern Europe. At the end of the chapter, I add empirical evidence
on disinflation strategies combined with the sacrifice ratio, that is, the
costs of lost output and higher unemployment rates due to anti-
inflationary policies and severe stabilization incurred by advanced
and transformation countries.

THE MICROFOUNDATIONS OF MONETARY GAMES

Two behavioral economic hypotheses have characterized games:
the microeconomics of market structure and the microeconomics of
government behavior.

The Microeconomics of Market Structure

The economic process is specified around the Phillips tradeoff be-
tween inflation and the unemployment rate. Real income reacts posi-
tively to a higher labor demand and negatively to higher real wages.
Thus, a successful strategy could probably hinge on an expansion of
money supply engineered in a way that surprises economic agents
and affects their expectations about future inflation. This strategy is
income profitable as long as it shrinks real wages and heightens labor
demand:

Y, =y +y(TI, —Hf)+e, (1.1)

where Y," is the natural income given the prevailing average real
wage, v is the slope of the Phillips curve (i.e., the responsiveness of
real output in relation to unanticipated inflation), and €, is a real pro-

ductive shock.
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The Microeconomics of Government Behavior

The problem of optimal government is concerned with the deci-
sion of such a single agent endowed with a policy instrument that has
to maximize an objective function. When two institutions exist, for
instance, government and the central bank, they would work in uni-
son as a single institution, although it is possible that it enters this
analysis as an oversimplified assumption. I refer to the three types of
maximization of the objective function and they serve as the basis of
analysis. The pigouvian (type 1) and the partizan (type II) govern-
ment should make up the two classes of microfoundations as in tradi-
tional business cycles. This does not directly apply to other topics
widely analyzed in game literature, such as the role played by the Eu-
ropean monetary system (EMS). A third case is the paternalistic gov-
ernment (type III) observed in the socialist economies.

In decision making, the pigouvian maximization improves a social
welfare perspective through low inflation. Type II’s partizan maximi-
zation strengthens the likelihood of reelection through creating fa-
vorable economic conditions at electoral dates to maximize the gov-
ernment’s popularity. The paternalistic government maximizes the
objective function as for maintaining full employment over time, but
itis insensitive to financial constraints, electoral cycles, and the coun-
try’s long-term performance. For instance, decisions in the midst of
the USSR era “were made with a view to maximizing the power of
ministries in their struggle to divide up the excessively centralized
material, financial, labour, natural and intellectual resources” (Men-
shikov, 1991, 8-9).

Pigouvian Government

Type I government selects a certain growth rate in money supply
and minimizes the following quadratic loss function:

Min(y,ﬂ:)Lt :éE{a(an kY’ )2 +BH’2} (1.2)

where E is the expectation operator; o and [ are the two weights
placed on the deviation of income from the optimal level (Y™) and the
variance of inflation from their optimal points; and & is the degree of
deviation of natural income (¥7) from (Y™). The loss function repre-
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sents an equilibrium that can probably be inefficient from a social
viewpoint due to a divergence between the level of real wages ex-
pected by trade unions and optimal wages to secure full employment.
Sometimes such a divergence is supposedly so socially unsustainable
as to persuade policymakers to take counteracting measures. The ho-
rizon time is either finite or infinite (super game) according to the
structure of the model. This aspect is crucial to the resulting game so-
lution, analyzed in the next sections.

What lessons could be drawn from this context? The following five
points stand out.

1. The utility function is in a squared format to formalize the pol-
icymaker’s attitude, which is to dislike deviations at the margins
in either direction. As for income, the bliss point may not be at-
tainable and only the increase of natural output toward (Y*)
would be relevant. However, the utility declines at the margin
and the quadratic utility function retains its validity.

2. Such a utility formalization comes as a simplification of a more
general utility function in which one can introduce more than
the two traditional parameters. In fact, the function the literature
has commonly employed is formalized on the basis of the vari-
ables of inflation and unemployment, thereby ignoring other
equally important issues such as foreign policy, justice, and so
forth. Especially in a transformation path, the proper functioning
of institutions and the protection of property rights are not less
important and account for a large weight in economic and social
developments. Thus, also type III government is not less im-
mune to maximization problems as the deviation of income—or
net material product—faces limited resource constraint.

3. No policymaker may achieve both goals of zero inflation and
full employment concurrently because only surprise inflation
may improve income. Consequently, they face a tradeoff, and
inflation emerges as a cost as long as policymakers want to re-
duce the unemployment rate. During the transformation of the
economy, income and employment decrease quickly, along with
the increase of inflation, and this type of tradeoff becomes more
difficult to face (see Chapter 4).

4. A policy is time consistent if the market does not provide incen-
tives or if it is binding constrained. The lack of these facts would
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make any policy unrealistic. In the lack of binding constraints,
rewards arising from unexpected inflation are modeled as either
“partizan electoral” or “pigouvian unemployment adverse.” The
paternalistic-type government does not gain from unexpected
inflation, which was kept “repressed” for the general purpose of
centrally planned decisiveness. (Table 3.2 shows repressed in-
flation rates for the period 1987-1990.)

5. There is an existing link between the variance and the level of
inflation. Moving toward the complete absence of inflation
would have only temporary disadvantages, because in the end
the benefits linked to a lower variance would outweigh the
costs. Instead, it is emphasized throughout this book that infla-
tion may potentially be set at a level either a little greater than
zero or at a low, constant, and not costly rate. In the transforma-
tion economies, inflation may be instead set at a level even
higher than that, for instance by the upper limit of one digit, but
this does not imply that governments lack awareness of the dan-
ger of inflation variability (e.g., Gordon, 1990; Fisher, 1996;
Summers, 1991).

Partizan Government

The type II government supplies different microeconomic founda-
tions to formalize the actions of governments. Since the governments
attempt to retain power in the long term, at election time electoral in-
flation bias could arise as they devise a fiscal program that would be
beneficial to their reelection. Following the pioneering work of Downs!
(1957)—who first suggested that political leaders care about their
electoral rewards—three interpretations have been put forward. Nord-
haus (1975) was the first, followed by Hibbs (1987) and later Alesina
(1987, 1988a,b).

In Nordhaus’s view, governments exploit a Phillips-type curve be-
cause voters could behave in a backward-looking fashion. As elec-
tions approach, governments overstimulate the economy to gain po-
litical consensus, whereas as soon as the elections are over, they drive
the economy into recession to dampen the preelection inflation.

Some Western experiences. Although many experts argue that this
theory is not supported empirically, the work of Alesina, Cohen, and
Roubini (1992) on the German and New Zealand experience—among
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others—does not reject it. They explained their findings, in which a
short-term tradeoff was exploitable in Germany. Indeed, even small
monetary manipulations prior to election time may produce large re-
sults in view of an inflation-adverse Bundesbank. Nevertheless, in
New Zealand the recent strengthening of the central bank’s independ-
ence may have reduced such monetary manipulations. Although New
Zealand’s inflation was reduced substantially from a two-digit rate to
6 percent before the new legislation was passed in 1989, the German
reunification might put into question some of Alesina, Cohen, and
Roubini’s (1992) findings. The Bundesbank seemed to have no elec-
toral concerns because it was interested in the performance of the
EMS, and this was well ahead of the 1994 general elections. Besides,
early 1993 decisions taken by the central banks of Belgium and Hol-
land to reduce their own interest rates may have warned the Bundes-
bank that the two countries were leaving the EMS. Despite fears
about domestic economic conditions, the Bundesbank did not boost
recovery in the short term.

Hibbs (1987) has modified Nordhaus’s view in arguing that differ-
ent cycles may operate according to which political party is in power.
Left-wing parties care more about unemployment and less about in-
flation (oo > B), whereas the opposite is true for right-wing parties
(ov < B). To put it simply and directly, the two weights differ by gov-
erning party.

Abandoning the side of political leaders, Alesina (1988b) stressed
the rationality of voters. They form expectations about what the pol-
icymakers will do. The future inflation is set before elections accord-
ing to which party is expected to win. After elections, cycles may oc-
cur because policymakers share differing ideologies. There would
arise a more inflationary framework under a left-wing ruling party
than under a right-wing one, while unemployment is set to remain at
its natural level. The work of Alesina, Cohen, and Roubini (1992)
supports monetary and budget cycles occurring frequently, and even
in case they do not occur regularly every election year, they are size-
able. An extension of Alesina’s (1988b) conclusion is that restrictive
monetary and fiscal policies are avoided as general elections ap-
proach. Along this line of analysis, rational political budget cycles
arise before elections despite forward-looking voters. This outcome
is produced in spite of the fact that the incumbent party may use a
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suboptimal policy before elections to signal its competency to the
voters (Rogoff and Sibert, 1988).

As an extension and in contrast to early literature, certain ap-
proaches were advanced, by which an inflation bias would arise not
in order to ease reelection. Lucas and Stokey (1983) and Persson and
Svensson (1989) modeled a government that undertakes excessive
spending or inflation (McKibbin, Roubini, and Sachs, 1987) to pre-
vent future governments from undertaking expansionary economic
policies.

Paternalistic Government

The paternalistic government operates in a much different way.
Enterprises move within a framework of prices and quantities that are
set at a central level. It implies that a market mechanism does not
guide the allocation of resources, nor operates according to the so-
called getting the price right rule. Thus, the managers and policy-
makers who work in unison must maintain the labor market around
an overemployment condition. To put it simply, enterprises feel ex
ante unconstrained because 3 and k systematically must prevail ex
post facto because of the peculiar type of government.

Enterprises carry out a comprehensive program through o > 3, al-
though B is fixed at a central level. Especially, k (i.e., the deviation of
income from that viewed optimal) matters because it is permanently
oriented toward full employment. The question is that the system is
not bound by market principles—apart from what is understood by
the central level—and cannot meet objectives without showing a high
level of loss making. At this stage of the “game,” the government se-
cures them ex post by renegotiating their financial plans to permit
their going. Thus, enterprises have incentives neither for restructur-
ing nor to go bankrupt. They can observe ex ante the government’s
preferences about o and &, which in turn constrains their budget and
output projects, on one hand. On the other hand, they ask for addi-
tional units of financing because they feel unconstrained. Quandt
(2000) asserts that the demand for inputs is larger than it would be
normally because enterprises learn to anticipate the bailouts and,
thanks to this learning, they adjust their behavior. However, give me a
chance to be provoking by suggesting that the governments in power
did not electorally change as in the Western style. In this framework,
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the dynamics in parameters are rather distorting because one does not
need to realize in advance the intrinsic future government’s bailout
behavior.

The soft budget constraint syndrome. In all of the aforementioned,
market principles did not apply differently than they did in the West,
although such principles are now spreading systematically to trans-
formation economies. In light of prevailing political preferences that
are set centrally, the government refinances enterprises. This behav-
ior constraining them is done softly and not strenuously. This post-
pones innovation and bankruptcy, which is an oversimplification, but
still a useful one (Maskin and Xu, 2001). The literature has borrowed
from Kornai’s (1979, 1980) celebrated notions of soft budget con-
straint, which have come to dominate debate about causes and cures
over the last twenty years. As a constant feature of centrally planned
economies, nevertheless, this was not totally absent in the West
where partizan governments had run large state sectors.

Since the soft budget constraint develops a shortage economy, the
two phenomena are intimately related to each other. The close link-
age between the two works in the following way. Since governments
bail out enterprises when they produce a negative profit, it demands a
quantity of inputs well above what would be if it were to operate in a
market system. Enterprises anticipate the bailouts looking in advance
versus the subsequent speculative equilibrium, demanding an even
higher quantity of inputs and turning out in the shortage economy,
which is a generalized excess of demand. Since the soft budget con-
straint applies to virtually all the state-owned system, the demand in
excess comes through across the economy. However, the literature
failed to recognize that this special setting only helped to postpone
enterprises going into bankruptcy, but in the end it did not help the
welfare.

In subsequent chapters I face the intimate cause of the shortage,
that is, either a neoclassical approach of wrong relative prices that the
market does not clear, or the generalized excess demand. Here, it is
useful to explain the issue of temptation and time-inconsistent poli-
cies and the design of a credible commitment to a hard budget policy.
The literature moved along two lines of research. One is to consider
the hardening of the budget constraint as an exogenous variable by
which the government has to reinterpret the refinancing policy or to
cut subsidies. The second line of research (Dewatripont and Maskin,
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1995) interprets the soft budget as an endogenous variable. The de-
sign of a hard budget constraint, which may prove formally consis-
tent over time, explains whether the government’s policy is hard or
soft.

In the exogenous case, the hardening could work out of a govern-
ment’s announcement to follow a hardening policy. In the endoge-
nous institutional device, a temptation to refinance inefficient enter-
prises arises. Rather, the ex ante announcements are not credible
because the government is paternalistic. Nevertheless, what inci-
sively makes the ex ante announcement hard budget constraint time
inconsistent? Governments would be better off if they could commit
to a hard discipline in order to coerce managers’ choices and maximi-
zation. However, Dewatripont and Maskin (1995) say that the gov-
ernment faces an adverse selection problem as well as the banking
sector. The bad debt problem of commercial banks and the arrears
among enterprises might be additional delaying forces, because their
solution would in fact raise the budget deficit (Begg and Portes, 1993;
Mitchell, 1993).

Dewatripont and Maskin (1995) give the following example. Cer-
tain enterprises after one period generate positive financial returns,
but others generate losses instead. If the project is refinanced, after
two periods it generates a gross (discounted) financial return IT* and
a net (discounted) private benefit £*. Nevertheless, Dewatripont and
Maskin (1995) showed that [T* is greater than the initial unit of fi-
nancing but less than the two units of financing, and E* is greater than
zero. Refinancing bad projects is sequentially optimal to keep enter-
prises going and the net continuation of the first unit of financing into
a bad project is positive because investments are sunk.

Thus, refinancing policy creates the “soft budget constraint syn-
drome.” While Kornai (1979, 1980) has provided the basic idea of the
soft constraint, others have provided more elaborate accounts on how
to get rid of the syndrome.

CREDIBILITY AND INCONSISTENCY

A policy set at time ¢ is time consistent if it provides a market with-
out large shocks, distortions, and incentives so that policy announce-
ments could win credibility over time. The players’ preferences would
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coincide and current policy rules remain optimal in the future. Time
consistency no longer arises ex post (i.e., during the game), because
once policymakers promise IT* =0, it is reasonable to have expecta-
tions formed as IT° =TT" =0. As long as policymakers believe in
these private expectations, for them it is the appropriate time to spring
a monetary surprise on the private sector. However, the private sector
correctly predicts future changes, thus surprise inflation will average
zero, while nominal inflation will not.

One implication of this principle is a stagflation bias, with the
economy finally resulting in higher inflation and no output stabiliza-
tion. This argument has four main points.

1. Policymakers select their preferred income and inflation targets
and draw actions upon one monetary policy control variable
(Hillier and Malcomson, 1984). As in an optimal policy strat-
egy, policymakers stick to their announced statements and the
private sector moves in accordance. Yet such a policy exhibits
time inconsistency because policymakers pay attention to real
income and for this particular reason renege on past announce-
ments to exploit the least unemployed economy. As long as the
market expects zero inflation, political leaders can do better
against unemployment by surprising the rationally formed real
wages. Additional inflationary incentives apply to policymakers
concerned with a more general objective function: the welfare
of their own citizens in an open economy. In this hypothesis, in-
flation redistributes wealth from foreigners to domestic citizens
whenever the country is a net debtor in nominal terms (Bohn,
1991).

2. Long-term dynamic optimization is consistent at time period ¢
and also at 7+ 1. Even if the rate of unemployment is suboptimal
from the viewpoint of the jobless, it is at its natural rate. The rea-
son that drives policymakers to deviate in period 7+ 1 (or as gen-
eral elections approach) lies in the capability to fight unemploy-
ment, being eased by the likelihood of exploiting the tradeoff,
while leaving the set of relevant information unchanged.

3. The private sector behaves rationally but only has the second or
last move. Its perfect foresight revolves around both knowledge
of the market structure and the discount of the government’s fu-
ture incentives. On the other hand, policymakers may pursue
optimization in a backward-looking fashion.
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4. In a one-period economy, the government sets inflation and
trade unions set wages. Inflation and wages cancel each other
out and the Phillips curve remains vertical. In a multiperiod
economy, they may decide sequentially (Stackelberg solution),
and more than one outcome is possible. The private sector (leader)
incorporates into nominal wages expectations of unforeseen in-
flation to avoid real wage erosion. Policymakers (followers)
then select how much money to create (inflation). When infla-
tion is not fully anticipated and embedded in wage and price
contracts, there is excess demand, so current income will not
equal the natural level as it would have done otherwise. Leaving
out an improbable systematic surprise, the tradeoff is not ex-
ploited in the end.

The Dilemma of Consistency and Inconsistency
I could express the dilemma of consistency and inconsistency

through a prisoner’s dilemma game, whereby two players have these
two strategies (i.e., 0 -1) and the following payoff matrix:

Policymakers

Private sector I1=0 =1
[Te=0 3 1
[e=1 4 2

Policymakers embark on convincing a skeptical private sector that
the current optimal inflation rate will be sustained over time. Thus,
four outcomes are possible. The best is outcome 1, where policy-
makers are able to upset the private sector’s expectations of zero
inflation. This result is unsustainable because the private sector be-
haves rationally to anticipate any price change. Option 3 is the time-
inconsistent and unsustainable solution because policymakers can do
better by inflating the economy. The worst is option 4, where the pri-
vate sector reverts to a higher Phillips curve despite no inflation. Out-
come 2 is the time consistency solution, where policymakers cannot
do better as long as I'1° =1. Therefore, without commitment, the pri-
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vate sector is aware of the proclivity of policymakers to renege on
preannounced policy, and inflation expectations are biased as fol-
lows:

;e =‘[’3‘(kY:‘ -1) (1.3)

and thus the private sector reverts to a Nash solution whose results are
stable but inflationary. To derive the time-consistent inflation, I sub-
stitute the Phillips curve into the loss function, and take the first-order
condition with respect to inflation:

ne ==(ky; -y’ —78 (1.4)
( ) a+p
Upon substituting (1.4) 1nt0 the Phillips curve, I derive the time-
consistent income:

Y’ =y +2 (kY —Y" )+ €, (1.5)
o +B
Since the time-inconsistent 1nﬂat10n 1s defined as
T % ¢, (1.6)
o +B
the time-inconsistent income reduces to
y" =y" - ie (1.7)
o +B

Discretion appears to permit a government greater freedom of
choice and leads to more effective policies as long as it accounts for
surprise inflation. Nonetheless, the results are worse than the time-
consistent equilibrium, because even if the unemployment rate is the
same in both situations, the rates of inflation commence diverging.
Thus, time inconsistency lies in the loss function because it would be
better if surprise inflation occurs. Then, I compute the optimal infla-
tion I'l° rate that does not inhibit stabilization, i.e., the right-hand side
of equation (1.6). Such an optimal level differs from a constant rate of
zero inflation, which cannot enable stabilization. To simplify my
analysis, [T" =0<TI1" =I1° <I1"°. The difference between the pre-
vious possible inflation outcomes is that income — 6°so long as I1°
= 0, whereas optimal inflation prevents the economy from being sto-
chastic.



The Political Economy in Europe: The Three-P Governments 25

A Few Criticisms

The traditional monetary game has analyzed the special-purpose
setting of a, B, and k. The first two policymaking approaches often
lack solutions in parameters’ microfoundations. The theory could
probably shed light on the various policy prescriptions and implica-
tions of differing attitudes toward unemployment and inflation. A
microfoundation base is dubious in the paternalistic government.

» The framework lacks justification about why game theory has
such unelaborated objective functions. The economic processes
of the signs and magnitudes are not well specified.

+ Differences in individual assessment of the relative costs of un-
employment and inflation are not taken into account. Moreover,
the literature only partially considers the pigouvian relationship
between long-term growth policies and political benefits. Tanzi
(1997) argued that such long-term policies may convey no polit-
ical benefits to the governing party. Individuals do not change
behavior if new policies are not considered permanent. Thus,
government may find opportunity to revert to a short-term pol-
icy and the arising biases lead to successful stabilization that is
at times followed by stagnation (Tanzi, 1997).

* The relevant literature has tried to differentiate between type I
and type II governments. For instance, employ Okun’s welfare
index, which results in the sum of inflation and unemployment.
A type I government minimizes the loss function by keeping in-
flation and unemployment low. The type Il government at-
tempts to win a general election and so influences the private
sector from an electoral point of view. Providing that this setting
is a valid representation of reality and if the private agents are
self-interested, the assumption of lower inflation and unem-
ployment would prompt voters to reelect the existing govern-
ment. Thus, the two types of policymaking do not differ in all
respects, because it turns out that both may equally win the elec-
tion. The type of setting on a and J may force the two govern-
ments not to act differently from each other and thereby corrobo-
rate such a conclusion.

 Politically motivated models put emphasis on a two-party sys-
tem. This is an unsatisfactory explanation of this type of game in
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many European countries, where three or more political parties
operate.2 Furthermore, in countries where significant interim
elections do occur and a multiparty system works, the ability to
manipulate the economy over very short periods and to avoid
empirical biases may be difficult to prove.

The way to ease the understanding of my criticism is to use Okun’s
index again. Let us set out an arbitrary 5 + 6 = 11, where 5 and 6 stand
for inflation and unemployment percentages, respectively. The gov-
ernment could probably boost the economy and decrease unemploy-
ment and inflation. In contrast to the literature, it suffices to note that
the evidence of industrialized countries shows that the price bias
moves upward quickly as changes in money supply occur, whereas
the unemployment rate responds only slowly—if at all—to such eco-
nomic stimuli. The Okun index goes the wrong way in the short term.
This conclusion does not match political theories that consider it im-
portant to exert an exact short-term control on the economy. For in-
stance, bad timing of the manipulation of the economy contributed
considerably to U.S. President Bush’s reelection failure in November
1992, and to the unfair monetary policy in the second part of the year
2000.

INCONSISTENCY AND INSTITUTIONAL DEVICES
TOWARD CREDIBILITY

The current literature has gone a step further to make the conflict
between the differing output goals and the timing of the players’ ac-
tions more credible. Some enforcing constraints—or binding rules—
help to carry out the best policies. There are some possible types of
devices to rule out the multiple equilibria problem: (1) institutional
constraints: tying the hands for internal and external commitment;
and (2) reputational commitment: tying the hands for reputational
commitment.

Tying the Hands for Internal Commitment
The literature follows three lines of research. One is the money

supply policy that addresses the question of how to tie money growth
to a binding policy rule. The second line deals with public debt man-
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agement and how a restructuring policy reduces the incentive to in-
flate away the real value of public debt. The third line of research is
on the role of decentralization and privatization.

Central Bank Independence

There is a call for renewing Friedman’s k-percent rule. It would
likely drive the economy satisfactorily when money supply grows at
a rate of 4 percent each year. The k-percent rule is “nonactivist” as it
eliminates discretion. Friedman’s tenets were challenged by a second
strand of literature that theorized the central banker’s independence
from political power as being of the utmost importance. Among oth-
ers, Rogoff (1985b) and Alesina and Grilli (1991) have claimed this.
To a certain degree, “independence” would help to dampen inflation,
thus preventing prices from being manipulated: these facts establish
credibility in the conduct of monetary policy.

In Rogoff (1985b), a conservative central bank holds down infla-
tion. Its preferences are known with certainty in a one-period game,
and this implies that credibility is exogenously determined. Conse-
quently, there is a greater employment variance as supply shocks oc-
cur. The greater weight the central bank places on inflation causes 3
to be larger than o, although 3 enters with a finite weight. Rogoff
(1985b) has shown that the appointment of a conservative central
bank, but not an ultraconservative one, can be beneficial to society.

Alesina and Grilli’s (1991) different idea was put forward as fol-
lows: they take into account the European integration and consider
the legislation governing central banks through two indices of politi-
cal and economic independence developed by Grilli, Masciandaro,
and Tabellini (1991). Alesina and Grilli (1991) argue that the future
European central bank (ECB) would look like the Bundesbank (ac-
cording to ECB’s statute). Thus, such independence would credibly
accomplish the conditions for an inflation-adverse central bank. Re-
cently, Maliszewski (2000) has supported an inverse relationship be-
tween independent central banking and inflation in transformation
economies, especially at a high level of economic liberalization (see
also Boone and Hgrder, 1998). The crux of the theory rests on the
idea that participating European countries are “isolated” in their eco-
nomic dissimilarities, unlike the Rogoff scenario that stresses unified
economies (similar to a closed economy setting). If the output vari-
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ance is large and the correlation between domestic and European out-
put is low, the future ECB will represent a potential cost because it
will stabilize either too much or too little from the perspective of each
country. Europe may have a common monetary policy, only with a
stronger economic integration and higher economic similarities. There-
fore, the conservative ECB would be beneficial for society as a
whole.

As a matter of fact, the literature on the role of central banking and
central banks’ independence does not discuss the microeconomic as-
pects appropriately. The plan for independence is sometimes danger-
ous and badly misconceived because it postulates a perfectly inde-
pendent central bank committed to preventing inflation. Yet a firm
commitment to anti-inflationary policies cannot be taken for granted
in certain cases, as in Russia in the 1990s (see also Shleifer and Treis-
man, 2000), nor wisdom in the conduct of monetary policies. A
sound banking system and good management of domestic debt are
other important issues.

What follows?

* Even in the presence of independence and anti-inflation central
bankers, unbounded fiscal imbalances may complicate the conduct of
monetary policy and do not ensure money stability over the long
term.

» Personal independence, as widely mentioned (Neumann, 1991;
Sergi, 1993b, 1994; Tietmeyer, 1993), is not well protected. Appoint-
ments are made on a fixed-term basis; hence as reappointment is not
assured, this induces central bankers to seek a new job outside the
central bank system. In relation to this, it has been argued that one in-
centive that governors might have for holding down inflation is that
they can improve “their standing in the financial community, and thus
earn greater remuneration upon returning to the private sector” (Rog-
off, 1985a, 1179-1180). Yet this is an issue on which theory provides
little guidance. Indeed, Rogoff’s statement (and other major articles)
does not take into account the possibility that central bankers may be
unlikely to reenter the private sector, but may seek another position
within the public sector, that is, a new political appointment within a
“politically” dominated sphere, both domestically and internation-
ally.

This means that personal dependence might be prevented by (1) ap-
pointing central bankers on a long-term basis or for life and (2) pro-
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hibiting a reappointment in either the central bank or the public sector
after the end of the first appointment. As in the first case, the Italian
central bank’s governor is appointed for life. Members of the Fed
board serve on a fourteen-year basis. The new central bank statutes of
East-Central European national banks are introducing rules for long-
term appointments. My proposals find much stronger support in
transformation economies, which makes my arguments even more
important.

» Independence does not imply that central bankers behave well
despite theory that has assumed this. That is, if independence itself
insulates central bankers from political leaders, the key issue still co-
mes down to whether independence is able per se to guarantee wise
monetary policies. Thus, independence maximizes macroeconomic
stability but assumes that central bankers conduct monetary policy
with judiciousness (Sergi, 1994).

» Although independence points to the alleged benefits of restric-
tions on money supply activities, ill-advised policies may be the
cause of output reduction, long-term public debt, and the resurgence
of “interventionist” central bankers as lenders of last resort. The early
1990s Bundesbank’s policy is an example of this interventionist pol-
icy, which led to the rise of the discount rate from 4 percent early in
1989 to 8.75 percent in July 1992, thereby reevaluating the Deutsche
Mark (DM) against the U.S. dollar and the Japanese yen. Another ex-
ample is a rigid mix of monetary and fiscal policies adopted in Bel-
gium and Italy since the early 1980s—in an effort to keep interest
parities with Germany and remain in the European exchange rate
mechanism—that has led to larger domestic debt and unemployment
(Sergi, 1992).

Fed Chairman Greenspan and his “unadventurous” interest rate
policy of the year 2000 also highlights the miscalculations by central
bankers. The federal open market committee (FOMC) led to a fifty-
point easing in the federal funds target rate only on January 3, 2001,
and before the next scheduled meeting at the end of January. Green-
span was anxious about the risks of economic weaknesses over the
future, which changed the course of monetary policy before the first
scheduled meeting in 2001, ordinarily eight times a year. However,
policy action can be taken between scheduled meetings if exceptional
circumstances show up, which did happen only twice between 1994
and 2000. After the federal funds target rate easing, the FOMC cut
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the interest rate seven times further until the end of August of the
same year, which happened while the U.S. economy was slowing
down. (The FOMC cut the interest rate for the eighth time—by half a
point—on September 17, in the aftermath of terrorist attacks on New
York and Washington.3)

However, it was not a preemptive or forward-looking policy ac-
tion. This type of central banking grounded on a rigid interest rate
policy—as in the year 2000—was done despite the fears made clear
by economists and the business community as early as mid-2000
about the risk of a hazardous deceleration of the economy that could
have occurred at any moment. In contrast, Romer and Romer (2000)
maintain that the Fed would enjoy deeper advantage on inflation
forecasts and especially real output performance at short horizons
over private sector forecasters. The Fed enjoys an advantage in secur-
ing more accurate forecasts than the private sector, not because it has
inherent forecasting advantages or capabilities, but simply because it
has a wider array of statistics and information than are ordinarily
available to private institutions. Conseqgently, the Fed is better able to
forecast based on the quality of the available information. (The Fed
would commit more resources than even the largest commercial fore-
casters.) Although there is no link between the forecast of inflation
and real gross domestic product (GDP), “output growth forecasts
have little predictive power for inflation” (Romer and Romer, 2000,
442) and in fact do not exert any significance on the Fed’s inflation
forecast. Assuming the Fed’s advantage is documented, why did it
embark on a rigid interest rate policy in light of an inflation rate that
remained “contained” and under control over time? As a matter of
fact, Poole and Rasche (2000) argued that market yields respond only
to the unanticipated movement of the FOMC'’s target, and the evi-
dence suggests that policies have not taken markets by surprise for a
long time. It proves that the information set is common to U.S. central
bankers and private actors, whereby the latter can probably anticipate
FOMC policy correctly.

» Another aspect of concern for central bankers evolves in this
way. Recently, central bankers have engaged in providing liquidity to
the banking sector. Grave crises that have led to bailouts were the
saving and loans crisis in the United States, the failure of Credit
Lyonnaise in France, and other cases in Eastern Europe. Goodhart
and Schoenmaker (1995) studied the behavior of central bankers in
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104 bank failures. They found out that in most of the cases taxpayers’
money was employed to finance rescues. Some argue that it was a
way to avoid financial-market failures and a bank-run contagion pro-
ducing unbearable negative externalities. Nevertheless, it is hard to
distinguish between illiquid and insolvent banks. In the end, the
Bagehot rule of lending only to solvent banks is hard to implement,
or, as argued by Goodhart and Schoenmaker (1995), only to insolvent
banks.

I previously contended that there is no problem with softness in
budget constraint, if not simply that of providing immediate funding
during a crisis in order to avoid it spreading further. I view it as a
problem of wisdom, which is both consistent with the k-percent rule
and the central bank’s independence. No statute may prevent central
bankers from taking a step in the market to fix crises and there are
consistent reasons on the ground. Goodhart and Schoenmaker (1995)
considered the pros and cons of keeping apart monetary policy for-
mulation and banking supervision. On one side, granting central
bankers both functions may produce a conflict. On the other side, a
separation of functions may not allow central banks to ensure stable
financial markets. In fact, a complete separation of function is diffi-
cult to maintain because the central bank is the only source of imme-
diate funding.4

Mistakes were made even earlier. The Federal Reserve may have
contributed to the failure of the American banking system in the
1930s, which is believed to have caused the Great Depression. Trans-
formation economies might bear a similar consequence should their
central bankers adhere to extremely rigid and inconsistent monetary
policies, inappropriate exchange rate policies, and inconsistent sepa-
ration of function if not consolidated upon concrete bases.

Public Debt Policy

The second large body of research for internal commitment con-
cerns public debt. During the 1980s, the theme of financing unfore-
seen contingencies through inflation tax attracted much attention. In
the transition experience, either large external debt or decentralization,
which in turn would have raised a deficit (for the Chinese experience,
see Hussain and Stern, 1991), brought to policymakers’ attention the
need of a radical change in expenditures and revenues composition.
However, in describing the transformation process, it is equally im-
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portant to identify certain aspects of Western experiences, as the
countries of Eastern Europe are heading toward a Western-type econ-
omy. The literature includes many studies, but three are worthy of
special attention.

Lucas and Stokey (1983) consider the time-consistency problem
unavoidable whenever there is fiat money: when taxes produce dis-
tortions, the government has an incentive to impose a lump-sum tax
by reducing the real value of the private sector’s nominal assets.5 Dis-
tortion labor taxes along with a defined borrowing structure are
adopted to support government expenditures that fluctuate over time.
The government operates with ex ante constraints differing from
those ex post because the labor supply’s elasticity changes over time.
Because of its tax policy, this may cause a problem of credibility and
affect real interest rates. A way out of this dilemma is to enlarge the
spectrum of public bond maturities, although this should be applied
neither in a monetary economy nor in a small open economy where
domestic policies cannot affect interest rates.®

A formal answer to the issue put forward by Lucas and Stokey
(1983) was advanced by Persson, Persson, and Svensson (1987).
They augmented Lucas and Stokey’s setting with fiat money. They
maintained the government’s commitment not to tax previous debt.
However, surprise inflation would produce a reduction of the real
value of government bonds in the hands of the private sector. A way
to make inflationary taxation rather unproductive is to distinguish be-
tween nominal and real bonds through setting the private sector’s
nominal issues equal to the government’s nominal liabilities. Alter-
natively, Calvo and Obstfeld’s (1990) viewpoint disputed Persson,
Persson, and Svensson’s (1987) in proving consistent only in so far as
expected and unexpected inflation rates are costly.

The third view is supplied by Bohn (1991). Following the break-
down of one country’s external debt into nominal and real compo-
nents, he concludes that an economy with international capital mobil-
ity makes the nominal component of the net external position subject
to inflationary incentives. This is quite similar to the incentives that
arise in a closed economy as for nominal components. He simply
stated, if the whole economy holds a negative net nominal investment
position, an additional incentive appears in order to inflate foreign
wealth (see Table 1.2). Whatever is the quantitative difference be-
tween government and private external liabilities, inflation redistrib-
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utes wealth from foreigners to the domestic sector one-for-one. It fol-
lows that leaving out external debt from time consistency policy
would bias incentives downward.

Decentralization and Privatization

As long as there are socially costly layoffs, the commitment that
follows a consistent policy is unfeasible. The literature proposed var-
ious devices to figure out solutions regarding the paternalistic gov-
ernment’s soft budget constraint. Privatization, demonopolization,
and decentralization of government power were the ways to get rid of
paternalism. These successfully make renegotiation more difficult or
simply induce competition (Berglof and Roland, 1998; Segal, 1998).
This fact is because in a decentralized economy a prescreening activ-
ity of types and qualities of projects is feasible and indeed profitable
to terminate costly projects. In contrast, in a centralized economy,
such prescreening resulted in either limited usefulness or was ex-
tremely costly, although it was used in the USSR (Maskin and Xu,
2001).

In the privatization method (Boycko, Shleifer, and Vishny, 1993)
through the selling of enterprises to managers, the government would
find it too costly to exchange profit-maximizing behavior for more fi-
nancing. Since the cost of raising money (revenue) to finance private
enterprises is likely to be less than the distorted taxation, the govern-
ment would not support firms any longer. Nevertheless, Sachs, Zinnes,
and FEilat (2000) point to additional factors, to a simple “change of ti-
tle” alone to maximize the well-being of the firms. Real gains from
privatization (i.e., the performance of the country as a whole) require
additional measures, such as corporate governance, a prudential reg-
ulatory system, legal institutions, etc.

As for decentralization, Qian and Roland (1998) say that a compe-
tition is created between local governments and it takes the form of
endogenous incentives. China became an example of fiscal decentral-
ization—both of enterprises’ finance and government expenditures—
and it took place at the time of the open door policy in 1978. It was
first open to the agricultural sector and only after 1984 extended to
the enterprise system. To highlight government expenditure decen-
tralization, Qian and Roland (1998) noted that in 1994 local govern-
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ment expenditures represented 60 percent of China’s total govern-
ment expenditures, whereas in all industrialized and developing
countries the ratio was 34 percent and 22 percent, respectively.

A first result was the decline in total output of state-owned enter-
prises (SOEs), from 78 percent in 1978 to 55 percent in 1990. Sec-
ond, most SOEs at a regional level become exposed to competition.
Third, as argued by Hussain and Stern (1991), decentralization was
not accompanied by profound fiscal reforms on expenditures, in-
creased revenues, or careful demand management, instead it led to
excess in demand, budget deficits, and trade disequilibrium. Fourth,
such a regional competition was made dependent upon investment in
infrastructures to attract more investment, which in turn raised the
marginal product of capital. Infrastructure investments step up the
opportunity cost of bailing out failing enterprises, and this turns out
in the hardening of the budget constraint. By simply trying to supply
more infrastructures to foreign investors, local governments will di-
vert funds toward infrastructures and away from public consumption
in favor of (directly) enterprises (too high opportunity costs).

The political-tradeoff, economic-benefit costs would operate dif-
ferently, as was seen in the paternalistic case. The Chinese central-
ized federalism was intended to work through a center in charge of
monetary policy (Qian and Roland, 1998), plus a centrally monopo-
lized political power by the Communist Party. This centralization
type marks the divergence from the “peripheral” federalism in Russia
(Shleifer and Treisman, 2000). Or as Kornai (1995) has put it, from a
broader viewpoint, it is possible to have a “reform equilibrium”
where the party finds the right level of repression to retain power,
while giving scope for a partial change in property relations and coor-
dination mechanisms (Kornai, 1995). In Qian and Xu (1998), fiscal
decentralization makes it possible for a government to mimic a hard
budget constraint policy, although many Chinese SOEs are still al-
lowed to operate at a loss (Du Pont, 2000).

Tying the Hands for External Commitment
Research on external commitment commenced with Hamada (1976).

This new strand of literature concerned the costs and benefits of coor-
dinating economic policy if one country were to join a fixed ex-
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change rate arrangement. Several analyses followed, focusing on dif-
ferent strategic aspects of this issue, such as the analysis of the
coordination of fiscal policy (see also Chang, 1990; Kehoe, 1987).
This literature fanned the debate on fixed-flexible exchange rate re-
gimes and more particularly on the results of the EMS and the Euro-
pean Monetary Union (EMU), and recently on the implications of the
Eastern enlargement (Haber, 2000).

Giavazzi and Pagano (1988) endorsed commitment to a foreign
central bank as one way of producing best results. Benassy and Lah-
reche (2000) share this view to argue that transformation countries
have incentives to stabilize their currencies in real terms, especially
against the euro. In contrast, Haber (2000) models an Eastern bloc
(Bulgaria, former Czechoslovakia, Hungary, Poland, Romania, and
former Yugoslavia) as strategically playing a rational-expectation dy-
namic game, and considers “fixing” the Eastern bloc to the EMU as
potentially destabilizing.

This literature partially established a need for monetary and fiscal
policy choices made cooperatively. The no-entry clause in the Euro-
pean integration experience advanced by Giovannini and Spaventa
(1991) expanded this notion by concentrating on understanding suc-
cessful coordination in terms of ex ante binding constraints on the
players’ choices. The general belief is a resulting negative-sum game
as long as policymakers move without a binding agreement. Indeed,
if economies move toward stronger policy coordination, each country
will be better off than it would have been by playing Nash. A cooper-
ative monetary policy in the style of Hamada (1976) and cooperative
fiscal-making according to Kehoe (1987) lead to a higher level of
welfare than if each player were to act independently. This does not
prevent a government from having a minimum of domestic fiscal au-
tonomy while maximizing benefits (see Chapter 4). Indeed, one posi-
tive-sum game is the internalization of positive externalities and the
avoidance of the transmission of negative externalities across coun-
tries, that is, to cope with negative demand shocks within the EMU
(see Neck, Haber, and McKibbin, 1999) or a global supply-side
shock (Haber, 2000).

Another important debate is that policymakers have symmetric in-
formation and decide to assign priorities to tradeoffs. In light of
policymakers’ knowledge and if they coordinate policies, they all ac-
cord on the true model. I note a similarity with the coordination of the
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domestic case, in which ex ante coordination works through maxi-
mizing a weighted sum of the government’s objective functions.
Since domestic distortions arise when no form of precommitment ex-
ists, some sort of coordination credibility is imposed on the game ex
post.

Besides, there is now a broad consensus that a policy of fixing the
European exchange rate during the 1980s and 1990s provided the
benefit of coordination and monetary discipline by imposing mone-
tary restraints and exchange rate fluctuations within narrow bands,’
and brought down inflationary pressures. This consensus is also
found in U.S. policy of late 1990s and in Germany soon after reunifi-
cation. However, the German crisis could probably consist of the di-
lemma of large unemployment and a key currency. Despite the at-
tempts of the “Deutsche Bundesbank to retain the old development
position—of an undervalued D-Mark with consequently high export-
led investment and employment growth is no longer suitable for Ger-
many and it is therefore doomed to fail” (Holscher and Stephan,
1998, 33). They also argued that Germany’s crisis consists of a di-
lemma marked by mass unemployment, and this macroeconomic di-
lemma “explains the hysterical German desire for a European cur-
rency” (Holscher and Stephan, 1998, 33). Pegging domestic currency
to those of trade partners was becoming familiar in the beginning of
transformation—for instance, the Czech Republic and Poland—to
lower domestic inflation and help a growing trade between East and
West.

However, Rogoff (1985a) and Kehoe (1989) contended that the ab-
sence of precommitment may lead to lower social welfare, such as
the time inconsistency problem that is exacerbated in a cooperative
game. In Rogoff’s cooperative monetary policy case, an incentive to
renege may emerge because some changes in money supply are be-
lieved to be matched by another country. This fact would both leave
the real exchange rate unchanged and infer a systematic higher infla-
tion rate as wage setters expect time-inconsistent policies. In con-
trast, in no cooperation, a change in money supply would lead to ex-
change rate depreciation, so the risk of inflation imposes a tighter
control on incentives. In the Kehoe (1987) capital mobility frame-
work, a noncooperative fiscal regime could eliminate incentives to
tax capital in order to preclude a capital flight. In the cooperative
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unique equilibrium, this enforcement disappears because the other
country’s choices tempt a country to match any capital tax increase.

Precommitment in Transformation

Since it was fully believed that inflation was a monetary phenome-
non, control of the money supply was required by means of tight
monetary policies or overappreciated exchange rates to defeat a new
inflationary leap (Desai, 1998). Such experiences were not costless,
because uncoordinated monetary policies (for the Russian experi-
ence, see Goldman, 1994) brought about a severe recession with a
real output loss between 20 and 40 percent in the first years of trans-
formation. After an initial nominal and real depreciation, the ex-
change rate appreciated in all these countries notwithstanding the
exchange rate regime or the character of the stabilization policy
adopted. The appreciation was a combination of a return to equilib-
rium following the initial overshooting and also of a real equilibrium
appreciation (Halpern and Wyplosz, 1997).

Public Debt and the Exchange Rate

Additional issues are the role of public debt, its management pol-
icy when exchange rates are fixed permanently, and the related exter-
nal macroeconomic constraints. Giovannini and Spaventa (1991)
first questioned the existence of unsustainable debt over time in a
common European monetary policy and gave a prominent interpreta-
tion. Some countries ask for an independent fiscal policy or tax sys-
tem and for various benefit programs in a U.S. fashion in order to
cushion the impact of regional economic shocks (Sala-i-Martin and
Sachs, 1991). Seigniorage is a small source of revenue, and the im-
plied mobility of goods and services is likely to reduce total tax reve-
nue. All of this might have restrained the inception of the EMU. It
followed that those budget constraints may force the use of extraordi-
nary measures as the ultimate instruments, whereas to ease national
budgetary requirements and crawling peg arrangements was more
realistic.

Before taking extreme measures, rational markets would respond
to such a situation by pushing interest rates up and the value of the
secondary market for government securities down. However, the
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strongly integrated financial markets may cause a different response.
The ECB may be forced to push the money supply up to avoid a large
spread over countries and financial spillovers, but if this happened,
this would be of a limited amount to destabilize financial markets
(Buiter and Kletzer, 1990). Thus, according to part of the literature, a
prediction can be made: while a greater money supply may produce
equilibrium of demand in the short term, the ECB can achieve a long-
run equilibrium by drying up liquidity in supply. Debt accumulation
and the lack of threat of entry would reduce domestic credibility, en-
couraging expectations of devaluation and higher inflation, so imply-
ing flawed policy coordination.

A no-entry-clause-type proposal is interpreted as a new form of
credibility where one government must first be domestically credible
(i.e., have preinternational credibility) in order to acquire better inter-
national reliance. This would come from a unique European economic
area in which the preconditions of the Treaty of Maastricht are en-
forced (credibility of scale) for becoming a full player in the euro-
zone. The convergence criteria seem to arise from this theme and fit
well with the described strategic setting in the enlarged scenario (see
Burkart and Wallner, 2001).

Tying the Hands for Reputational Commitment

Repeated interactions between players would implement the opti-
mal policy in a reputation-punishment fashion. Now, the time-consis-
tent policy is partially replaced by the ability to identify which type of
policymaker is in power. The setting becomes more informative be-
cause players know more not only about each other over time, but
also about the economic structures, objectives, and past behaviors.
Complete information together with a reputational mechanism may
reduce or even eliminate the dynamic consistency problem. When in-
flation goes up, reputation is narrowed and inflation expectations
move to the time-consistent level. In addition, part of the literature in-
troduces uncertainty about the monitoring of the economy and asym-
metry.

Complete Information and Reputational Mechanisms

I survey the stylized version of the literature that uses the Barro
and Gordon (1983a,b) paradigm that in turn popularized Kydland
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and Prescott’s model (1977) (for a survey, see Brociner, 1991). In
Barro and Gordon political leaders lose from inflation variability and
gain from more output. They perceive a tradeoff between gains from
exploiting the Phillips curve as in the formulation adopted in equa-
tion (1.1) (i.e., y(IT - ITe¢)), and a cost attached to inflation  / 2 (IT)2.
The minimization of the loss function is represented as follows:

: _lome e
Mm(n)L,_ZBH, y(1T, -11) (1.8)

In the Nash equilibrium, players maximize their own utility by tak-
ing other players’ strategies as given. Barro and Gordon (1983b)
claimed that even the outcome of a rational government is an inflation
bias when the game is played sequentially and the time horizon is in-
finite. The game changes periodically, with policymakers constantly
resetting the terms of the game after wage setters choose their well-
liked increase in nominal wages. Assuming that the deviations from
zero inflation are costly (loss of reputation) and gains from this policy
are lower than the incentives to stick to nonzero inflation, the ob-
tained result is the Friedman (1977) repeated game expectation strat-
egy. It is constructed as a threat from cheating. To put it directly: if

Hr+1 :Hfﬂ = Hf+2 :H;Z :0’ (19)
then
I, 11, = 11, =11}, =7/B. (1.10)

Although the private sector forms expectations rationally, the so-
called trigger strategy to establish credibility is interpreted as fol-
lows. If policymakers produce inflation at time ¢ + 1, the private sec-
tor expects discretion (I1¢ = y / B, where y represents the gains from
inflation surprise and 3 represents the costs from inflation) in period
t + 2. If policymakers produce zero inflation at time ¢ + 1, the private
sector will expect the same inflation rate at time ¢ + 2. Policymakers
would produce v/ 3 when considering expectations as given. The pri-
vate sector forms correct expectations and the solution will be the
Nash equilibrium—where all the players pursue their best possible
strategies taking the other players’ actions as given. The discount fac-
tor does not enter the discretionary case because future costs and ex-
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pectations are independent of policymakers’ current actions. Simply
stated, under an ideal zero inflation objective but not supported by a
rule, temptation results in

1() >0(8<l) (1.11)

and enforcement (the expected present value of the loss from trans-
gressions) is

SEQ. (1.12)

Zero inflation is not a plausible outcome because the gain in reneg-
ing from this path does not balance the temptation to cheat:

(1-8)1 ! (Y) (1.13)

A positive inflation rate exists and it is associated with that mini-
mum cost level high enough to balance marginal benefits and costs:

1-0y

1+6 B

The lower the costs, the greater the value of equation (1.14) will be
(i.e., O tends to zero). The existence of the private sector’s one-period
punishment strategy supports lower equilibrium inflation at an en-
forceable rate.

Barro and Gordon’s “special-purpose” trigger mechanism plays a
very important role in the previous conclusions.

(1.14)

* Institutional constraints may become a substitute for reputation-
based constraints.

 The incorporated mechanism lasts one period and the public ra-
tionally predicts inflation from information available in the pre-
vious period (strategically).

* The assumption of an infinite time horizon is another crucial
point of these results. This may differ from the equilibrium in-
flation rate described in equation (1.14). Here, a whole range of
equally sustainable inflation levels lying between zero and dis-
cretionary values are possible. In a finite time horizon, the
unique sustainable equilibrium would have been noncoopera-
tive.
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 Although the settings supplied by Barro and Gordon (1983a,b),
and Kydland and Prescott (1977) are similar in many respects,
the two draw very different conclusions. Kydland and Prescott
argue that credible policies occur by adopting rules easily un-
derstood by both players (to make any policy change difficult to
be pursued) together with institutional constraints. These poli-
cies then develop consistently with a unique equilibrium out-
come even in the case in which the one-shot game is repeated
infinitely.8 The Barro and Gordon—type model operates in a
cheating-punishment fashion and shows that Kydland and Pres-
cott’s rule is unnecessary in sustaining the economy in a low-
inflation environment.

The Case of Incomplete Information and Uncertainty

Backus and Diriffill (1985a,b) and Barro (1986) embark on a dif-
fering approach to thinking about time inconsistency. The emphasis
was placed on the lack of complete information, on the preferences of
monetary authorities, and on a substantial uncertainty about the
structure of the economy. I will elaborate on some differences the lit-
erature presents in distinguishing the type of policymaker who has to
face uncertainty about the stochastic variables that constrain his or
her own choices.

Information Uncertainty

Backus and Driffill (1985a) proposed a “dynamically consistent”
variant to the Barro and Gordon model where policymakers may
build a reputation over time (7 < ). Their main purpose is to modify
Barro and Gordon’s punishment strategy (I'le = 1 if ['l,_; # 0), which is
arbitrary and leads to a Pareto inferior solution (I1=T1¢ = 1). This is
because of the private sector discounting incentives in forming ex-
pectations when no one has adopted rules to lend credibility to policy
announcements. The choice of a positive inflation rate, which is set
on the actual understanding of current policymakers’ preferences,
may give support to sustainable inflation and reasonably close to zero
over a sufficiently long period. Such an outcome strongly contrasts
with Barro and Gordon’s hypothesis, where zero inflation is not a
plausible result except the case of resorting to binding rules.
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Policymakers are of two types: hard-nosed or strongly committed
(S-C) to zero inflation and wet or not committed (N-C) to zero infla-
tion. The private sector is uncertain about the strategic behavior the
policymaker in office may adopt. The reputation is constructed as the
subjective probability that policymakers are of the S-C type. Barro
and Gordon (1983a) argued that uncertainty is symmetric because
policymakers do not know if the private sector is strongly committed
to following a punishment strategy (high nominal wages). The pri-
vate sector is “strategy less” or “memory less” because expectations
are formed on a regular period-by-period basis, and this marks the di-
vergence from the Barro and Gordon trigger mechanism, where ex-
pected inflation is chosen with memory.

The private sector embarks on identifying the characteristics of
governing policymakers. A Bayesian probability learning—which is
a statistical decision hypothesis concerned with the problem of deter-
mining optimal decisions in light of uncertainty—is adopted.® The
probability of policymakers’ commitment to zero inflation and the
time-varying probability of the N-C to mimic is recognized gradually
and estimated, it being conditional on the current observation of zero
inflation. Expected inflation equals the discretionary level multiplied
by the joint probability that the policymaker is N-C and does not
mimic the S-C:

P, =pr0b(S—C‘Ht =0) (1.15)

Credibility is lost if inflation is above zero at time ¢ and the private
sector punishes policymakers for the remainder of the game. Another
difference from Barro and Gordon’s trigger mechanism is that an as-
sessment is made in each stage of the game. Given no opportunistic
policymakers, the private sector revises its probability accordingly.
They play as in the Nash case that holds when players pursue the best
strategy in the knowledge of other players’ strategy. Thus, they ma-
nipulate their own reputation, which would equal the public’s opinion
that they are committed to zero inflation. The initial probability (P,)
of being S-C is revised using Bayes’ rule (given no inflation):

prob(T1, = 0[S -C)prob(S -C)

(1.16)
S-C)prob(S-C) + prob(T1, = 0N -C)prob(N -C)

L

- prob(l_[t =0
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or

F (1.17)

P +(1=p,)y,

where N-C policymakers will play zero inflation with probability y;,.
In contrast, P,,; = 0 if I'l, = 1. The two strategies (z, the probability
that the private sector will play zero inflation, and y, the probabil-
ity that N-C playing current inflation equals zero) are the same as the
probability of playing zero in a mixed strategy. The solution to this
model is a sequential equilibrium, found by recursive evaluation, be-
ginning in the final period 7. S-C policymakers will never inflate in
the last period. N-C policymakers consider the expected payoff and
set a zero inflation target at time ¢ in order to manipulate inflation ex-
pectations downward with the aim to end the game with an inflation
rate greater than zero. But, in light of an initially positive reputation
(nonzero probability of being S-C), a zero inflation rate is sustained
both in the initial period and over a long period.

The solution is dynamically consistent because (I1y, y7) and (I,
vyr_1, [, yp) are all Nash equilibria. The pooling equilibrium (i.e.,
two strategies looking identical) may result as long as the N-C
policymaker masquerades (mimics) as an S-C for a while in order to
be more effective when using “inflationary surprise” in the second
period. Moreover, the pooling equilibrium will result when the S-C
policymaker is not able to set inflation so low as to make it too un-
profitable to adopt the mimicking policy. The separate equilibrium
arises only if the mimicking activities do not occur.

Vickers (1986) claimed that the opposite views were true. He con-
tinued using the Milgrom and Roberts (1982) limiting pricing model
under uncertainty to investigate the signaling activity in the presence
of incomplete information. Two types of policymakers are identified:
wet, who care more about unemployment than inflation, and dry, who
care more about inflation. The game is played twice.

The signaling activity begins at the first stage of the game because
dry policymakers find it advantageous to identify themselves. The
wet policymaker masquerades as a dry one instead. Since both pool-
ing and separating equilibria (multiple equilibria) may occur, Vickers
suggested two ways to get rid of this: first, by eliminating dominating
strategies; and second, by removing every remaining pooling equilib-
rium by following the idea of “stable equilibria” described by Kreps

t+1
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(1985). In this scenario, the only possible outcome would be the sep-
arating equilibrium, and a dry policymaker persuades the public that
he or she is dry and a wet policymaker behaves as he or she would do
with complete information. Such uniperiodal equilibrium is superior
to the case of complete information because policymakers are en-
couraged to keep initial inflation down for reasons of signaling.

Driffill (1987) criticized Vickers by arguing that separating equilibria
would depend on the strength of both the wet and dry policymakers’
commitment to achieving their objectives. If enough similarities ex-
isted, the separating equilibrium would no longer be sustainable.
Driffill maintains that Vickers’ conclusions are sustainable in a two-
period game, whereas over a longer time horizon the wet policymaker
has incentives to make the dry policymaker appear to care about in-
flation in the first period and collect the benefits after that. In sum-
mary, pooling equilibria may occur again.

An extension of asymmetric information is presented in Cukier-
man and Meltzer (1986). They formalize two types of policymakers
through the introduction of two important differences. The policy-
makers’ objective functions shift over time. This point modifies Barro
and Gordon’s “static” objective function from the outset of the game,
by preventing the private sector from holding a permanent control.
Second, the punishment strategy lasts for as long as the private sector
wants, while policymakers deliberately choose temporary monetary
losses (the ambiguity of objectives is also a measure of credibility).
These new facts help to make a better discretionary assessment than
the arguments forwarded by Barro and Gordon (1983a,b) and Backus
and Driffill (1985a,b). As preferences change over time and the pri-
vate sector slowly recognizes these shifts, a discretionary policy may
be used as a surprise tool. Policymakers are more concerned about
economic stimuli because the greater the ambiguity, the higher the
successful surprise. Therefore, reputation loses some importance be-
cause discretionary policy is strengthened.

Uncertainty of the Economic Structure

The previous section was based upon Kydland and Prescott’s (1977)
perception that rules should be easy to recognize and deviations from
policy rules easy to anticipate. However, the asymmetry prevents the
private sector from inferring policymakers’ actions. In this section,
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the previous assumption is generalized in order to review the imper-
fect monitoring of the economic structure that implies players only
partially understand the economy’s mechanism. More specifically,
only policymakers can establish fully or partially the kind of shocks
that the economy confronts.

One account was made by Canzoneri (1985), who introduced the
ability of central bankers to forecast money demand. His focus is im-
portant because asymmetric information inhibits the private sector
from identifying whether observed inflation rates reflect the accom-
modation of money demand disturbances, or simply whether abnor-
mally high growth of the money supply causes inflation. I begin from
a money demand equation in this form:

m,—p, =Y (1.18)
The growth rate is formalized as
g, —1II, =0 (1.19)

where g, is the central banker’s instrument, or money supply growth.
A stochastic disturbance (if it follows a random walk) is added to
equation (1.19) to obtain:

~T, = (1.20)

where d stands for the sum of €, (the central bank’s forecast of 8) and
€ (the central bank’s forecast errors) Forecasts are made at the be-
grnmng of each period, while the public infers 6 only at the end of the
game. In the symmetric case, the private sector would probe whether
policymakers are following some rule. Ex post, o is observed along
with its decomposition.

In the asymmetric case, policymakers know the components of J,
unlike the private sector that knows only the overall value of 8. (8 is
the policymakers’ forecast and €, is private information.) In the sec-
ond scenario, Canzoneri (1985) argues two points: policymakers may
find it advantageous not to follow the rule because the private sector
never understands €, and &/ patterns, but central bankers are tempted
to misinform the prlvate sector giving a forecast of £, unless they
are particularly committed not to misinform. Canzoner1 recognizes,
too, that the wage setter can check whether central bank information
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is correct on average because the term £(§, +&/*)=3X¢, should tend to
zero. Because the model omits any form of endogenous private sector
learning, nobody may infer about the type of policymaker in power. It
should be noted that the credibility of people in power decreases
when inflation goes beyond certain limits.

The Size of Economic Shocks

A different approach is advanced by Flood and Isard (1989). They
introduced the concept of large and small shocks, and the extent of
the size of shocks looks valuable in the analysis of transformation
economies. They consider the full certainty hypothesis that assumes
the availability of complete information about the macroeconomic
structure and ex ante information on shocks and ex post information
on relevant economic variables. The optimal strategy should follow a
nondiscretional, fully state-contingent rule. Yet unsatisfactory results
can arise in the incomplete information set even if central bankers
make period-by-period revisions. This arises in light of central bank-
ers being misinterpreted and could not be adequately distinguished
from discretion. Recently Neck, Haber, and McKibbin (1999) in con-
sidering macroeconomic design in the monetary union, suggest a
rule-based policy in light of a negative supply shock, whereas a coop-
erative fiscal making dominates in case of a negative demand shock.

Nevertheless, Flood and Isard (1989) considered the full certainty
case as an unrealistic hypothesis. Thus, the optimal strategy would be
a mixed strategy made of a simple rule and discretion. This mixed
strategy calls for monetary authorities to follow a defined rule in nor-
mal circumstances and to override in abnormal circumstances, there-
fore resorting to discretion only within one period. One example is
the ultimate target variable that shifts far from its intended course
(e.g., a sizeable output shock). To implement this proposal, policy-
makers do not inflate the economy under normal circumstances,
whereas they inflate or deflate the economy in the event of abnormal
circumstances.

THE EASTERN AND WESTERN EVIDENCE

Next, the evidence needed to give a comprehensive coverage of the
formal analyses with which I approached the Eastern political econ-
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omy is not as clear-cut as in other branches of applied economics or
as simply taken for granted by stylized models. The models are the
natural outcome of differing settings and conflicting acts or simply
the difficulty of following indisputable empirical approaches whence
multiple equilibria come from.

Concerning multiple equilibria, a number of Nash outcomes are
frequent in a repeated game (i.e., the “folk theorem” of one-shot
games involving multiple equilibria when the unique equilibrium is
infinitely repeated). Players not coordinating their actions with each
other may explain the failure to bind to the unique equilibrium. The
theory is further weakened by searching for a mechanism of resolu-
tion to the conflict (Rogoff, 1987). A method for ordering the set of
outcomes and binding them is another relevant section of research. It
follows that game theory has not answered the most important issues
and therefore any of the alternatives may be correct. Thus, the valid-
ity of this method might be questionable.

As concerns econometrics, it is quite difficult to work with a pur-
poseful objective function, since the discrete choices and the identifi-
cation of historical series might inadequately draw definitive conclu-
sions. It is still a matter of research about how to test for credibility,
reputation, expectations, and so forth.

Despite these criticisms, recent works seek new ways of quantify-
ing some of those aspects and answering all the questions. At large
and in light of people that persist in disliking inflation because they
consider it as undermining growth (Shiller, 1997), political economy
scholars have evaluated why inflation occurs in both advanced and
transformation economies, and disentangled the effects of excessive
disinflation on labor markets and system functioning.

Evidence on the Causes of Inflation

The proposal advanced by Grilli, Masciandaro, and Tabellini (1991)
to measure central bank independence holds that the way to answer
the question is by reaching a broad understanding of the type of cen-
tral banking system that operates in the country. To have a better com-
prehension of it, they developed two indices of central banks’ in-
dependence from the interference of political institutions (in my
approach, the pigouvian, partizan, and, to some extent, paternalistic
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governments). What are the definitive findings of Grilli, Masci-
andaro, and Tabellini (1991)?

* Inflation levels were much lower in countries where central
bankers operated independently of the political institutions’ blue-
prints.

* Independent central bankers could not discourage the raising of
government budget deficits.

* Permanent budget deficits arise in short-lived government sys-
tems and not in presidential systems.

» The monetary policy was not associated with income perfor-
mance and when central bankers tried to reduce unemployment,
their efforts proved unsuccessful.

* While only a few countries were found to use both inflation and
regular tax as complementary forms of taxation, in most advanced
countries the tool of financing public debt was income tax rather
than inflation.10 Simply stated, countries that entrusted inde-
pendence to their central banks were trying to figure out a policy
of price stability at no real cost.

To give some empirical examples, Alesina and Summers (1993)
found that monetary discipline reduced the level and variance of in-
flation, thereby confirming previous findings. However, while central
bank independence could not help but generate less volatile output
growth, in the opposite case no causal inferences can be drawn. For
instance, over the period 1955-1987, Australia, Italy, and Spain all
had higher economic growth rates than Germany, despite higher aver-
age inflation rates and less independent central banks. Australia and
the United Kingdom have had more stable growth rates than Japan or
Germany, where central bank independence is unquestionable.

Bohn (1991) pioneered another recent body of research completed
to decompose the external debt into its different components—real
and nominal—in order to end up with a measure of inflationary in-
centives. By so doing, Bohn argues that an economy with interna-
tional capital mobility makes the nominal component of the net exter-
nal position subject to inflationary incentives. This is similar to the
incentives arising in a closed economy for nominal components.!!

An additional incentive to inflate foreign wealth appears at the
time when the economy holds a negative external position. Whatever
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the quantitative difference between government and private external
liabilities, an inflationary strategy redistributes wealth from foreign-
ers to the domestic sector one-for-one. Leaving out external debt
from formal analysis, it would bias overall incentives downward.
Empirically, Bohn (1991) showed that the U.S. net external debt
soared in the 1980s and, through the ratio of total government liabili-
ties to nominal gross national product (GNP), it was shown that inter-
nal temptation increased from 0.94 percent in 1981 to 1.46 percent in
1988. To calculate total temptation of the United States, Bohn (1991)
added a measure for external temptation calculated as the ratio of the
net nominal investment position to nominal GNP. It follows that the
ratio of government liabilities to GNP would have stabilized domes-
tic temptation after 1986 and over two-thirds of the temptation was
due to higher nominal external debt. In a closed-economy context,
the exact function of inflationary incentives would be confused be-
cause of the neglecting concern resulting from the deterioration in the
external debt position. He concludes that “external debt may be even
more important for other, smaller and more open economies than it is
for the United States” (Bohn, 1991, 261).

Following Bohn, Sergi (1993a, 1998b) has looked at these external
incentives among European countries (Tables 1.1 and 1.2 indicate
findings). As reflected in the two tables, these findings supported
Bohn'’s, but the author says that

findings partially coincide with those expressed by Bohn who
assumes that external incentives are an important aspect to be
taken into account in the formulation of monetary policy and es-
pecially when looking at small open economies. In contrast with
Bohn’s results, out data show that the external contribution to
overall incentives might be significant but the size of a country
is not a determinant of the level of external incentives. (Sergi,
1998b, 136)

In addition, external incentives were found more important when
looking at small open economies, although they were smaller when
compared with domestic incentives. A few exceptions apart, external
incentives were much lower in the early 1980s than in the late 1980s
and early 1990s.
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TABLE 1.1. Correlation Coefficients: Inflation and Its Incentives in Western
Europe

Internal External Total
incentives incentives incentives
mx* mx + Dn** Ln*** mx + Dn + Ln****

Austria 0.72 -0.82 0.64 -0.79
Belgium 0.78 -0.90 —0.68 -0.89
France 0.31 -0.88 —-0.78¢ —-0.88¢
Germany 0.11 —-0.65 -0.28 -0.58
Italy 0.24 -0.56 -0.81d -0.61d
Spain -0.82 -0.90 -0.70 -0.92
Sweden -0.37 -0.39 -0.28f —0.63f
Switzerland -0.28 -0.28 0.799 0.889
United Kingdom 0.80 0.54 —0.28 0.42

Sources: Sergi, 1993a, 1998b.

Note: The 5 percent critical values for the sample correlation are within the 0.632
to 0.482 range.

*Correlation between inflation and seigniorage incentives (the ratio of monetary
base to nominal GNP).

**Correlation between inflation and total domestic incentives (the ratio of mone-
tary base and privately held government debt to nominal GNP).

***Correlation between inflation and external incentives (the ratio of nominal net
external position denominated in domestic currency to nominal GNP).
****Correlation between inflation and total incentives (total domestic incentives
plus external incentives).

21975-1991

b1981-1990

€1979-1988

d1980-1991

€1975-1993

f1982-1993

91983-1991

Evidence on the Credibility of Disinflation
Only a reduction of inflation obtained at no real costs may make up

credible disinflation strategies. In a Keynesian world, disinflation
costs arise because recession is the only instrument to push inflation
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TABLE 1.2. Index of Inflationary Incentives

Internal External
incentives incentives Total incentives

mX + D" Ln mX + D" 4+ LN
ltaly 160 107 168
Belgium 1572 1102 1682
Spain 110 121 132
United Kingdom 93 133 127
France 87 119b 107
Switzerland 79 124 104
Germany 100 100 100
Sweden 95 104 100
Austria 107 91 99

Sources: Sergi, 1993b, 1998b.

Note: Figures may not add up because of rounding. Germany = 100.
21990

b1988

down. Furthermore, nominal rigidities work as obstacles because dis-
inflation produces higher real wages!? depending on the duration of
the “contracts.” Real costs diminish as long as the contracts are short-
termed, and this usually occurs when inflation rates get high.

In contrast, in neoclassical spirit Sargent (1983) contested that if
the economy quickly anticipates a money supply reduction, it is con-
ceivable that no costs are produced as long as the money supply does
not change in real terms. In the hypothesis that the market perceives
that the stabilization programs are credible, the real costs narrow, es-
pecially when commencing from high inflation. Even if this does not
fully happen, unanticipated money supply changes are costless if
firms react quickly to the new policy. The recent game theoretic for-
malization defines credibility as causing inflation to fall immediately
after a disinflation policy and having least effects on real output. One
side is represented by Akerlof, Dickens, and Perry (1996), who argue
that the costs of lowering inflation to a level close to zero would ex-
ceed the benefits. On the other side, Feldstein (1999) is the leading
defender of the opposite view. However, it is common in literature to
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maintain that the “sacrifice ratio” incurred when political economy
strategies develop from high inflation rates stays low (see, among
others, Ball, 1992; Paldam, 1994; Végh, 1992).

Despite the common belief that the 1980s proved credible poli-
cies—which are monetary policies that do not affect the real econ-
omy—some empirical evidence from Organization for Economic
Co-operation and Development (OECD) countries casts doubt on
that conclusion. One suggestive explanation is methodological. The
economy as a whole may be missing credibility, but credible policies
may characterize single components of the economy.

One example was the Irish disinflation. Dornbusch (1989) and
Kremers (1990) claimed that Ireland had a highly credible financial
market, seen in the reduction of long-term interest rates, and a labor
market that lacked credibility, which means more unemployment.
According to Kremers, Ireland gained credibility shortly after the
Irish pound entered the exchange rate mechanism (ERM) in 1979 that
in turn would have hampered output costs. Giavazzi and Giovannini
(1988) claimed, vice versa, that gains in credibility took place several
years after Ireland entered the ERM.

Empirically, Cozier and Wilkinson (1991) estimated that output
costs in Canada would have reduced 2 percent if inflation reduced by
1 percent and with no evidence of “hysteria.” R. F. Lucas (1990), sur-
veying the empirical literature, claimed that inflation has not affected
real GNP growth in many countries over many periods. What is more,
permanent shocks to inflation are not associated in the post—World
War II experience of fifty-eight countries with the level of real output
or real growth in the long run (Bullard and Keating, 1995). In addi-
tion, no evidence was found whatever in sign or magnitude about a
relation with productivity (Freeman and Yerger, 2000). Even the
overall benefits of a zero inflation policy vanish and may even be-
come negative (Aiyagari, 1991).

The literature went farther in this matter. Stanners (1993) argued
that a low-inflation framework is, no doubt, unnecessary to generate
high growth or that moderate inflation reduces growth (Little et al.,
1993), although much of the recent literature (see the review by Tem-
ple, 2000) holds that only extreme inflation episodes are harmful for
growth (Barro, 1995; Bruno and Easterly, 1996; Little et al., 1993).13
Barro (1995) contributed to the debate by finding that the long-term
effects on living standards are substantial. A long-term average infla-
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tion up of 10 percentage points per year would lower GDP over a pe-
riod of thirty years by 4 to 7 percent.

Low inflation rates—usually below 20 percent (Bruno and East-
erly (1998) set the inflation threshold at 40 percent a year)—did not
prove statistically significant on growth. Gylfason and Herbertsson
(1999) found evidence that increasing inflation had negative effects
on countries’ growth at all income levels, and such links were both
strongly statistical and economic. 14

From a different perspective, Ball (1997) argued that a disinflation
strategy may raise the natural rate of unemployment, and this out-
come would add permanent real costs to keeping a disinflation strat-
egy. In contrast, Feldstein (1997, 1999) argued that while real and
significant costs from a disinflation strategy are likely to arise, such
costs would in fact be once and for all because the reduction is perma-
nent. However, this view is conflicting with the inconstant unemploy-
ment rates observed in Europe.

Previously, Weber (1991) had proposed another interesting theory.
He measured the credibility of EMS countries by looking at the way
in which private-sector expectations were affected by policy an-
nouncements. By generating expectation proxies from time series
models that used lagged values of various macroeconomic variables,
Weber (1991) observed the existence of a bipolar exchange mecha-
nism system around the DM (hard currency) and the French franc
(soft currency), at least during the initial stage of the EMS. The role of
the DM was strengthened in the mid-1980s to establish a DM zone
(the pound sterling became a new soft anchor) and destabilize the sys-
tem if some countries were to switch to this new soft option. There
have been three findings with respect to the counterinflation reputa-
tion of policymakers: Germany and the Netherlands had the highest
reputation prior to and during the EMS. Belgium, Denmark, and Ire-
land gained reputation during the EMS. France and Italy had the low-
est reputation and have not gained from the EMS.

Disinflation from High Inflation

The role of moderate inflation has been examined through the ex-
perience of wealthier countries. Besides, high-inflation cases require
more detailed observations because their theme of credibility is a
central issue, and the role of government policy is exogenous. High
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inflation could stem either from a domestic fiscal disequilibrium and
quasi-fiscal deficit (an excessive wage demand), or from foreign debt
and external sector crises (Petrovi¢ and VujoSevi¢, 2000). The first
led to monetization, while in the second case, the exchange rate, once
depreciated, boosted inflationary expectations that policymakers ac-
commodated via the wage indexation method—according to Petrovi¢
and VujoSevi¢ (2000) this situation was relevant for all transforma-
tion economies—that in turn kept inflation high. Petrovi¢ and Vujo-
Sevi¢ (2000) also found that the monetization view of fiscal deficits in
the Yugoslav hyperinflation experience does not hold, but rather
quasi-fiscal deficits, that is, the excessive wage demanded in the pub-
lic sector. Sahay and Vegh (1995) modeled centrally planned econo-
mies through money supply growth adapting wage bills, and Chowd-
hury, Grubaugh, and Stollar (1990) found that money supplies were
endogenous with respect to output in the Yugoslav experience.!5
These various types of linkages to domestic and external imbalances
have proved essential to policies that have undermined the credibility
of government (Papadopulos, 2000; Winiecki, 1993).

The literature distinguishes high inflation as “chronic,” “hyper-
inflation,” and recently “near-hyperinflation.” Whereas chronic and
hyperinflation cases have been more common in the experience of
Latin America countries (Pazos, 1972), near-hyperinflation was the
case of Central and Eastern Europe (Winiecki, 1993), except the ex-
perience in Yugoslavia, especially during the period 1991 to early
1994, namely, inflation rose to a 50 percent monthly rate in February
1992, 200 percent early in 1993, and up to 300 percent in January
1994. Yugoslavia’s hyperinflation was the second highest after the
Hungarian hyperinflation of 1946-1947, and the second longest after
the Russian hyperinflation of 1922-1924 (Petrovi¢ and VujoSevic,
2000). In January 1994 in Yugoslavia, inflation was estimated to be at
about 58 million percent, which was the black market exchange rate
depreciation—although domestic prices were largely denominated in
DM and were nearly stable.

Chronic inflation lasts for a longer time, is lower than hyper-
inflation, and handling it is harder. (Ades, Kiguel, and Liviatan, 1995,
defined chronic high-inflation economies as those where the median
monthly rate of inflation exceeds 30 percent for five years.) Although
it has no propensity to accelerate but simply persists over time, the
economy develops some mechanisms such as asset and wage index-
ation that perpetuate inflation simply because the economy “learns”
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to cope with this phenomenon. Pazos (1977) pointed to workers’ op-
position to wage regulation—as a matter of fact it may be difficult
in transformation (Szapary and Jakab, 1998)—and mentioned, too,
exchange rate crises and economic contractions provoked by anti-
inflationary programs. Hyperinflation occurs as a transitory phenom-
enon, and it has a tendency to accelerate exponentially after oscillat-
ing freely at least at 50 percent over a month for a year (Cagan, 1956),
causing an inflation rate of 12,875 percent annually. The ultimate
shifts from a low level of inflation to hyperinflation are corroborated
by internal prices indexed to the U.S. dollar quotation (the U.S. dollar
was used as a living index cost because it was available on a daily ba-
sis). As inflation increases, the adjustment of wages becomes fre-
quent, especially as daily and nominal contracts cease (Dornbusch,
1988; Sachs, 1987).

Evidence from High Inflation Stabilization Programs

Some evidence supports credibility in very high inflation stabiliza-
tion programs. Nevertheless, the cases of chronic or moderate infla-
tion countries are excluded where credibility was virtually lacking,
and thus deep and lasting recessions occurred (Dornbusch and Fisch-
er, 1993). In the few cases of costly disinflation, it has been proposed
that the high costs were in fact associated with rigidities of working
with a unique policy instrument. Stabilization programs made up of
fiscal and exchange rate policies both aligned with money supply
bore narrow costs, although recurrence of exchange rate crises could
reactivate inflation pressures.

Baxter (1985) studied the exchange rate policies of Chile and Ar-
gentina, two countries that have experienced hyperinflation. The pri-
vate sector, through a Bayesian approach, scrutinizes the credibility
of these reforms and infers in terms of probability what policymakers
are going to do by looking back at the patterns of monetary and fiscal
policies. In Chile, a successful policy was found. For Argentina, the
results turned out to be a complete failure because of unplanned de-
valuations or a wrong mix of monetary and fiscal measures leading to
higher interest rates.

Baxter’s analysis offers an interesting viewpoint about incompati-
ble fiscal and monetary policies and the role of expectations as being
equally crucial to credibility. She claimed that an unbounded fiscal
imbalance could not substitute for long-run money supply control.
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Examining Baxter’s underlying claim of general validity would be
valuable. In well-functioning financial markets and in economies ex-
periencing high rates of domestic saving, fiscal imbalances may be
compatible with control of inflation, at least over the short term.
Nevertheless, it is still debatable whether disinflation in Eastern
Europe has always worked to forestall the occurrence of a high “sac-
rifice ratio,” that is, more unemployment, less output, and a weak ex-
ternal competitiveness. Although in selected cases disinflation from a
high level and the output contractions were kept low, there is no de-
finitive answer on the superior exchange rate regime (van Brabant,
1998),16 and there is no evidence that the exchange rate commitment
significantly reduces the costs of disinflation from moderate (i.e., 15-
30 percent) rates (Dornbusch and Fischer, 1993). As a matter of fact,
the exchange rates first depreciated and after that overappreciated in
order to be significant in constraining the incipient high inflation
(Desai, 1998) or simply proved to be ill-managed (see, for example,
Winiecki, 1993). This exchange rate framework lacked credibility
and caused high real costs. In transformation economies, a strong
output contraction combined with accelerating inflation and growing
indebtedness were the rule—what Kornai (1995) called the “Polish
syndrome” because it arose in its extreme pattern in Poland. Winiecki
(1993) was correct when he said that macroeconomic policy was not
an area where credibility did not reinforce the government’s policy.
Some strong aspects of early transformation were wrong macro-
economic policies combined with timing and sequence of reforms.
One example is given by Arrow (2000), where although a lack of
credibility surely develops from reforms carried out slowly, the adop-
tion of a radical “big-bang” approach may be dangerous too. Another
example is Winiecki’s view on the Polish experience, characterized
by a rigid monetary policy in 1990 and excessive devotion to a fixed
exchange rate in a highly inflationary economy. In this context, the
economic agents were not behaving accordingly to the policymakers’
expectations, because the policy did not look credible. By implication,
this would have accentuated the “transition rather than smoothed
from near-hyperinflation cum stagnation to falling inflation cum re-
cession to price stability cum recovery” (Winiecki, 1993, 90). The
passage from a state of repressed inflation to free price and market-
based demand and supply led to inflation, but it got stuck in the short
term with shortage, the so-called shortageflation as named formally
by Kolodko and McMahon (1997). This experience contrasts with
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the known cases of successful stabilization programs, such as in
Chile, Bolivia, Israel, and Mexico.

From Sacrifice Ratio to Sacrifice Transformation

I took economic agents’ and policymakers’ preferences and op-
tions as constrained by the needy combinations of domestic policies
to promote growth while preparing for Europe’s membership. Thus, |
firmly rooted the study in a balance between competing claims and
pressures. Inflation, exchange rate arrangements, and domestic and
external debts become profitable tools of policymaking when in the
hands of policymakers, that is, to deal with high unemployment levels
and social tension.

The case of transformation economies poses many questions on
the way to make economic policy and the proper tightness of fiscal
and monetary policies. Although I explore this theme along with the
options of public finance in the subsequent chapters, it is worth sum-
marizing a few points about previous sections. They introduce the
reader to inflation policy along with its advantages and disadvan-
tages: real wage rate, seigniorage, and inflating away accumulated
debts, for example. Emphasizing a common aspect of thinking about
recent inflation is crucial.

1. A low inflation rate is not always bad in comparison to a zero
rate. Even if we do not embark on quantifying the exact optimal
rate, industrialized countries have experienced positive and sig-
nificant growth rates while having some level of inflation. The
optimal inflation rate is definitely positive, in the range of 1 to 3
percent (see Summers, 1991; Fischer, 1996), while Feldstein
(1997, 1999) is the most ardent supporter of a strong anti-
inflationary policy. Summers argues that a positive inflation
rate, perhaps as high as 2-3 percent, is good instead of a zero in-
flation rate that does not permit low real interest rates, which is
important during an economic slump. Zero inflation does not
help prices and wages to be adjusted efficiently: “the zero infla-
tion amendment . . . is almost certainly a disastrous idea” (Sum-
mers, 1991, 630). Although Summers was talking about the
Fed, his arguments prove convincing from a general viewpoint
and especially when approaching the transformation. Again
concerning the Fed locked into a “rule,” if “it means that we’re
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strengthening the hands of the Fed, in the name of inflation re-
duction, to resist political pressures to lower interest rates when
the pressure is strong for monetary expansion, then it is proba-
bly a good idea” (Summers, 1991, 630).

. Supposing that a disinflation policy is easier to set up and less

costly to carry through when commencing from a hyperinfla-
tion scenario could be reasonable. This is due to agents behav-
ing in a forward-looking fashion. Therefore, unbearable rates of
inflation make the adoption of appropriate rules useful.

. Policies attempting to beat hyperinflation are commonly viewed

as credible and less costly, because hyperinflation always produ-
ces several urgent social issues that must be handled promptly.
Beginning from chronic inflation, the ultraconservative rule of
zero inflation may result in large output costs that the private
sector dislikes. The economies use a range of indexation meth-
ods in order to adapt to such situations (Kiguel and Liviatan,
1988). The failure of past stabilization will doom any policy
aiming to convince people that a new attempt will prove suc-
cessful. Put simply, the private sector forms adaptive expecta-
tions and remains surprised at the time of disinflation, thus
causing recession in a context of least credibility (Ball, 1991).

. The sacrifice ratio was particularly high in the 1990s. Before

transformation, unemployment was paternalistically kept never-
present and inflation repressed. By 1993, unemployment rose to
about 14 percent in Central Europe—although lower in the Bal-
tic region and in the commonwealth of independent states
(CIS)—and by the end of the past decade to 15 percent. At the
same time, GDP was recovering, though from low levels of pro-
duction, but this still resulted in a widespread sacrifice ratio
versus a sacrifice transformation. Many Western observers be-
lieved they could have advised wise and practically smooth re-
forms and, oddly enough, Easterners ingenuously perceived a
readiness to gear a passage from paternalism to capitalism while
keeping the benefits of full employment, a hasty catch-up, and
no negative social consequences. Both prospects proved wrong
and unmanageable.

The next four chapters deal with the process of trade integration,

the “syndromes” that characterized the 1990s, the grounds for a new
political economy, and an innovative role for the European Commis-

sion.



Chapter 2

Accepting a Challenge: Joining
the Western European Club

INTRODUCTION

This chapter examines and develops the elements necessary to
study the structural economic convergence between transitional econ-
omies and Western Europe by extending the game theory approach
introduced in the first chapter. Although my task is not the first exam-
ple of testing for the occurrence of any convergence in Europe, only
recently has the literature begun exploring whether it is realistic to
appraise economic convergence in light of closer links arising in Eu-
rope and the hope of common economic choices.

Past and Current Political Endeavors
and the Literature Viewpoint

Let us take a step back. Western politicians felt the need to set the
ground for a stabler Europe (i.e., the Western side) as early as the late
1940s. Central to this conception were the Treaty of Bruxelles in
1948,1 the Schuman declaration in 1950,2 and, the year after, the Treaty
of Paris (April 1951). By the Treaty of Paris, six countries (i.e., Bel-
gium, France, Germany, Italy, Luxembourg, and the Netherlands)
launched the European Coal and Steel Community (ECSC). After-
ward, the Treaty of Rome on March 25, 1957, established the European
Economic Community (EEC) and EURATOM. These three institu-
tions merged in 1967 to form the European Communities (EC), mem-
bers of which were the aforementioned six countries. Successively,
four enlargements southward and northward were undertaken by the
EC and the EU.3

But due to the contemporaneous fall of the Berlin Wall and the col-
lapse of the USSR’s system, no one would have raised the question of
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extending the EU’s boundaries eastward. European policymakers de-
cided on additional steps to arrange for Eastern neighbor countries to
benefit from wider trade and economic ties. The subsequent increasing
trade and financial relationships between East and West boosted
many debates, and it was suggested that there were advantages to
accelerating the enlargement of the EU. This is the political side of
thinking.

On the literature side, the feasibility of an integrated geographical
zone has long been discussed around a few mainstays. According to
the traditional literature on optimum currency areas, the existence of
real wage flexibility, mobility in the labor market, and fiscal integra-
tion were to be established before countries became members of a
common region. Mundell (1961) argued that two countries with nom-
inal wage stickiness benefit from joining if they have similar shocks
or high labor mobility. It follows that in the hypothesis of dissimilar
shocks or low labor mobility, the single countries could probably re-
act to local cycles with self-governing monetary policies. In contrast,
whereas high capital mobility has the effect of being a substitute for
low labor mobility (Froot and Rogoff, 1991), benefits would arise as
long as two countries trade heavily with each other (McKinnon,
1963) or they operate in a variety of industries that prevent a shock
from having severe effects (Kenen, 1969). This is the traditional liter-
ature argument.

However, the cited literature refers to advanced countries that are
in a process of membership. Nevertheless, this does not imply that
other types of economies that are exhibiting distinct characteristics
could not take part in a common area.

Thus, the goal of this chapter is to point out a different way to test
economic convergence. The contemporaneous employment of the in-
flation rate and the service sector in GDP may give evidence of a
preferable way to test a type of structural convergence that provides a
base for research work. Selected transformation countries are ap-
proaching the structural standards of Western countries—at least of
those less wealthy—that in this model are all benchmarked in Ger-
many’s structure. Data on trade and financial integration show some
convergence on common trends, whereas Central Europe trade links
with Western Europe have caught up with the rates of the late 1920s.
A rather expected increase in trade reorientation is possible in certain
cases, such as Bulgaria, the Czech Republic, and Slovakia (Piazolo,
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2001). In light of deeper structural changes that must support a broader
EU, it is held that the accession of selected Eastern countries to the EU
is possible in the near future. Furthermore, there would be no power-
ful argument for preventing membership in the eurozone soon after-
ward (see Chapter 5).

The deadline for the fifth enlargement—this time eastward—
could be split into two “waves.” The first perhaps will occur early in
2004, to permit the new members’ representatives to get into the Eu-
ropean Parliament. Because election terms are five years, 2009 may
become crucial for the second wave of membership (see Figure 2.1).

The Eurozone

Part of the Western club introduced a eurozone policy on January
1, 1999, leading to the launch of the new currency on January 1, 2002.

EEC (1957): Belgium, France, Germany, Italy,
Luxembourg, and the Netherlands

Denmark
First enlargement (1973): Ireland
United Kingdom

/ Second enlargement (1981): Greece
\ Third enlargement (1986): Portugal

Spain

Austria
Fourth enlargement (1995): Finland
Sweden

Fifth eastward enlargement (2004): first wave

Fifth eastward enlargement (2009): second wave

FIGURE 2.1. Systematic Membership in the European Communities and the
European Union
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Then, among the fifteen EU members, Denmark, Greece, the United
Kingdom, and Sweden either opted out or were not permitted to enter
the zone. Today, Greece is taking part and Sweden is still not fully
complying with the convergence criteria. Denmark and the United
Kingdom are opting out. The euro represents the last step of this “rev-
olution” that dates back to Werner’s plan of 1970. The Single Euro-
pean Act of 1987 and the finally effective blueprint of the Maastricht
Treaty signed in 1992 followed. Strong emphasis on fiscal prudence
and stability derived from the belief that the deterioration of public fi-
nances was an important cause behind the poor economic perfor-
mance of many EU countries since the early 1970s. In response to the
risk of having unbalanced public finances and the need to further ease
the process of financial convergence in Europe, the stability and
growth pact (SGP) was devised as a result of Germany’s pressures.

The Stability and Growth Pact

The SGP rests on a European Council resolution adopted in Am-
sterdam on June 17, 1997, and two Council regulations of July 7,
1997, which lay down technical arrangements for agreeing on the
terms of the conduct of public finance and set out fines for deficits out
of “control.” The SGP appeals nowadays because it seems a logical
consequence of the Maastricht Treaty. Under different perspectives,
this treaty and the SGP represent a concrete manifestation of a shared
need for fiscal discipline and are critical for the implementation and
enduring success of the single currency. The SGP ensures that fiscal
discipline should be sustained after the inception of the EMU, al-
though it wisely required that EU countries not taking part in the
eurozone submit convergence programs annually. This enforcing dis-
cipline should apply to “latecomers” and refrain from what Szapary
(2001) termed the “weighing-in syndrome,’# that is, the member
state that resorts to various techniques to squeeze down inflation be-
fore its accession, only to shift gears after it enters the eurozone.

Thus, the SGP aims at budgets close to balance or in surplus and
the reduction of government debt. Because of the avoidance of an ex-
cessive deficit, the medium-term budget target should take account of
cyclical factors and of a safety margin for unforeseen budgetary de-
velopment. The estimate of a cyclical safety margin allows the auto-
matic stabilizers to operate without breaching the 3 percent deficit
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threshold even in periods of pronounced cyclical slowdowns. The
margin is calculated as a budgetary sensitivity to the cycle (i.e., a
measure of the impact of a rise or fall on public expenditures and rev-
enues) plus a cyclical safety margin. Such a safety margin is obtained
by multiplying the budgetary sensitivity to the cycle with an output
gap estimate that measures the size and frequency of cyclical fluctua-
tions in output for each member state. This means, the higher the sen-
sitivity of the budget to the economic cycle and the volatility of the
economy, the higher the result of the estimated safety margin. It is
simply an erratic component reflecting sources of fiscal instability
such as the risk of unexpected shortfalls in tax revenues, spending
overruns, and shocks on the interest rates for highly indebted coun-
tries. Therefore, the difference between the 3 percent reference value
and the estimated cyclical safety margin is termed the “minimal
benchmark.” Various economists found that a structural deficit be-
tween 0.5 and 1.5 percent of GDP is enough to allow the automatic
stabilizers to operate without breaching the 3 percent GDP threshold
even in periods of pronounced cyclical slowdown.

In summary, the causes of macroeconomic instability are various,
inflation rates differ in the variance and in the proper level to guaran-
tee an easygoing transition, and the eurozone’s members have to
comply with a rigid fiscal stance. From this European viewpoint,
rigid finance policies would improve efficiency and stability (see
Chapters 4 and 5 for an alternative view).

INTERACTIONS AND CONFLICTS
IN ECONOMIC CHOICES

I adopt the methodology of the games—explained in the first chap-
ter—and extend it to describe the economy through the interactions
and conflicts of monetary policy and the structure of GDP. Although
the approach incorporates the interaction of interdependent econo-
mies, it excludes the hypothesis of asymmetric external disturbances
(i.e., external disturbances hitting the East and West equally).

Interactions and conflicts pertain to inflation choices and the
means to trigger the level of domestic output, while maintaining sta-
bility. I advance a proper adjustment of the theoretical approach ad-
vanced in the first chapter in order to deal with the controversies con-
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cerning the countries that undergo integration with more advanced
economies. In the event that these countries join in a common area,
the exact extent of submitting to the exclusive ECB monetary policy
and giving up a flexible exchange rate becomes decisive.

Hamada (1976) established the literature I refer to throughout this
chapter. The costs and benefits arising from the coordination of eco-
nomic policies in a fixed exchange rate arrangement (Chapter 1) and
the purposes of analyzing fiscal policies in coordinating economic
settings grew rapidly (Chang, 1990; Kehoe, 1987). The widely shared
belief is that the one-shot game will result in an inefficient outcome
as long as policymakers move without a binding agreement. In case
of economic coordination, each country will be better off than it would
have been by playing no part. A cooperative monetary policy (Hama-
da, 1976) with a cooperative fiscal policy (Kehoe, 1987) could proba-
bly lead to higher levels of welfare and this would not prevent a gov-
ernment from having a certain degree of domestic fiscal autonomy.

Recently, these issues have commenced, attracting attention in the
European context, where the enlargement process will be defining
costs and benefits concerning trade, monetary, and structural conver-
gence (see Baldwin, 1994; Burkart and Wallner, 2000; Gaynor and
Karakitsos, 1997; Gros and Gonciarz, 1996; Ko¢enda, 2001; Nilsson,
2000; Sergi, 1996, 1998a). The crucial issue is whether these econo-
mies need to partially establish autonomous political economies in
preparation for membership in the European political club. Member-
ship is seen as boosting average labor productivity, permitting ad-
vancement in technological knowledge, and granting a “growth bo-
nus” to members. However, such scale effects and the growth bonus
would not have been found in the European unification (Vanhoudt,
1999). Even Myant (1999) argues about how the industrial system in
transitional countries may find difficulties in establishing and main-
taining competitiveness. Part of this criticism is considered in detail
in the subsequent paragraphs, and the subject of convergence becomes
the centerpiece of my model of structural economic convergence.

Thus, my model has conformed to the game methodology and has
furthered the main analysis of income maximization, which rests on
the feasibility of integrating the Eastern and Western halves of Eu-
rope into a common economic area. As stated earlier, the foundation
of the fifth enlargement is viewed in terms of the comparative eco-
nomic structures. Implications are arising for competition and the
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conduct of future political economies if the political joining leads
countries to become part of the eurozone. While the first option is po-
litically oriented, the second one points to a common independent
monetary authority, a central bank that would have the authority to
design a monetary policy, thereby ensuring a common low and stable
inflation target through a uniform interest rate policy. While the first
option represents the first stage of the European enlargement to the
East, membership in the eurozone would be the second stage.

The present analysis is organized as follows. After a definition of
the tradeoff between income deviation and inflation in game theory
and the role of surprise inflation in the conduct of monetary policy,
the next section uses the framework of policy optimization and ex-
plains how the Phillips tradeoff adjusts to my purpose. Then, recent
estimates on trade and financial integration are reported, and statisti-
cal data are exposed on the structure of GDP and inflation rates. The
simple model developed herein draws a comparison between eigh-
teen transition economies, Greece, and Portugal. Germany, which I
assume has the lead in the conduct of monetary policy in Europe, is
the benchmark economy. At the time of the EU enlargement, policy
design could take into account the economic conditions prevailing in
the less wealthy regions of the EU rather than those of the EU aver-
age. With that I contrast with Szapary (2001), who continues to prefer
in principle the average inflation rate as a criterion of these countries’
membership in the eurozone.

Although some surprising conclusions do arise from the calcula-
tions, most of these economies are increasingly similar to Western
economies at the same level of development. Therefore, there could
be a solution to Europe’s eurozone “dilemma” allowing entrants to
take part in the political and economic union first and in the eurozone
thereafter. This approach illustrates that in a prospective enlarged EU
that includes transition economies, countries may be clustered into a
few groups of homogeneous economies.

STRUCTURAL ECONOMIC CONVERGENCE:
AN ALTERNATIVE APPROACH

It was recognized that game theory methodology helps to study the
interactions among economies and to give evidence of costs and ben-
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efits arising from enforcing a coordination to the conduct of domestic
political economies. To the purpose of applying the elements of this
methodology to European integration, this paragraph logically fol-
lows three steps in line with my early works (Sergi, 1996, 1998a).

The Model

The traditional model develops from the following:

v, =y’ +¢(H, —Hf)+e, 2.1)

where (g ) is the prevailing structure of the economy (e.g., at a given
real wage or compatible with the current level of productivity in any
individual country); the second term, i.e., (IT, —IT7), is the effect
that a surprise rate of inflation might produce on the economyj; €, is a
real productive shock. The simple loss function is of the type de-
scribed in equation (2.2):

MinL, =4 Eo(y, ~y ) +p(T,)’ 2.2)

where E is the expectation operator, o and [ the two weights policy-
makers place on (1) the deviation of the “domestic structure of the
economy” from that considered best and (2) inflation around the opti-
mal zero percent or a very low rate to generate the least variance.

It is worth noting that o and 3 reflect the relative importance the
domestic authorities attach to the path of the economic structure and
inflation. B in particular, the policy choice variable, is in the policy-
makers” hands. On the whole, it is possible to deserve a thin benefit of
the doubt in linking the arguments of the loss function with the ratio
of the two weights. These weights should show up in the shape of the
indifference curves and correspond to the loss function.

First Step

A first aspect concerns the inflation strategies that may tempt pol-
icymakers to depart from the course of stable monetary policy and
make announcements intended to bypass the economic agents’ ex-
pectations. A successful economic strategy directed to lower the rate
of unemployment and speed up production would hinge on an expan-
sion of money supply engineered in a way that surprises economic
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agents and affects their expectations about inflation outcomes. (See
in Chapter 1 the analysis of why inflation may produce an employ-
ment effect depending on political economy announcements to fol-
low stability, but these announcements are reneged afterward.) My
approach describes the rule of conduct of monetary policy through a
basic game theoretic process, and it builds up a market where the
working hypothesis is characterized by a tradeoff between inflation
and the unemployment rate above its natural level. The natural level
of unemployment, as depicted by traditional literature, is caused by
frictions in the labor market, which in Eastern Europe are worsened
by the undergoing transformation.

As it is the “novelty” model herein, it relies on a definite hypothe-
sis. The uneven levels of economic development in the two halves of
Europe would be grounded on the respective patterns of the output
structure. Another aspect concerns these differing structures along
with diverging productivity rates that produce a dissimilar level of in-
flation, albeit diminishing over time. Yet it is uncertain whether there
is a single cause of inflation; thus it is certainly conceivable that the
inflation gap between Eastern and Western Europe may have various
explanations. While I refer to them in the first chapter, an additional
cause expressed earlier is linked to the Balassa-Samuelson effect.
Szapary (2001) emphasizes that the process of catching up may im-
ply a higher rate of inflation and it works as follows: growth in pro-
ductivity differs among sectors, but wages do not. The faster growing
sector will raise wages all but uniformly (although one sector grows
to a lesser extent) and thereby pushing up the prices of the nontraded
goods compared to those traded. In comparison, growth in productiv-
ity is larger in growth terms in transformation economies, and this ef-
fect implies that—ceteris paribus—consumers’ inflation rates will be
higher in the transition phase. Only a flexible exchange rate can allow
a real appreciation in conformity with the Balassa-Samuelson effect
to meet an inflation target set in the eurozone or prevailing therein,
without recurring to extremely restrictive monetary stances (Szapary,
2001). Therefore, some specific attention should be paid to the anti-
inflation strategy pursued by the ECB considering the need for trans-
formation to be carried out. The larger the anti-inflationary monetary
and fiscal policies pursued in the Western club, the higher the effect
of jeopardizing the economic recovery in the Eastern club, should
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policymakers be fully committed to inflexible policies (see Chapters 4
and 5).

Second Step

This approach’s second step addresses the awareness of the Phil-
lips curve in describing convergence among economies and the devi-
ation of transition economies from the situation prevalent in the West-
ern club. It is applicable to the importance of using monetary policy
as the policy choice variable. In the usual tradeoff embedded in the
Phillips curve, policymakers may move with or without formal bind-
ing constraints, and they control money growth to manipulate labor
markets and trade inflation for more employment. Inflation policy
could also serve to accommodate shocks, which, although I assume to
be identical across countries, would involve changing structural eco-
nomic conditions and produce social outcomes in countries in the
path of convergence.

To put it in a practical context, the Western club works a binding
constraint on the production of inflation. This binding constraint rep-
resents the choices of the European national central bankers for a
long time, as it has been operating from the time of the commitment
to the EMS through to the recent eurozone. In contrast, no specific
constraints on the use of inflation exist in transition economies, be-
cause there is no final commitment to any coordinated exchange rate
policy relative to the Western club. What really matters is the uncer-
tainty of tightness and the timing of options that surround the conduct
of monetary policy. A simple objective of no inflation, typical of the
Western club’s monetary commitment to the eurozone, may be dam-
aging in the overall governance of transition, though a low variability
in the level of prices promotes financial convergence and expands
long-term competitiveness in the global market.

Third Step

This approach confronts convergence by making a comparison be-
tween inflation and GDP. There are some reasons for such a view, be-
cause it simplifies my efforts to answer the question posed in the in-
troduction. The structure of the Western and Eastern economies is
modeled in such a way that—though not exhaustively—it enables us
to obtain some effective outcomes. The convergence of the econ-



Accepting a Challenge: Joining the Western European Club 69

omy’s structure as a ratio of the service sector in GDP to inflation is
of advantage for analysis of available data, simply because it permits
us to compare countries on the basis of one single component of the
domestic product, and not according to per capita income or other
kinds of deviation.

The use of alternative feasible options would have been the least
convenient to illustrate the feasibility of the enlargement. In so doing,
a framework is simply assumed where the preferences of two blocs of
countries over the tradeoff between o and B3 are taken into account.

e Bloc 1 is labeled E, which is the Eastern bloc. Bloc 2 is labeled
W, the Western bloc. They are supposed to unite in an economic
union first and then in a monetary union.

* Although in principle the two blocs may agree on the optimal in-
flation rate, policymakers’ preferences may differ in such a way
that those ruling the Western bloc—the ECB—care more about
the “operative” attainment of price change targets compared
with the other single parameter because of the commitment to
the euro policy. It will follow that a common monetary policy
arrangement is realistic only in providing more convergent eco-
nomic fundamentals under which common constraints on infla-
tion—seen as the policy choice variable—become agreeable.
Nevertheless, such a common monetary policy arrangement be-
comes ineluctable as long as the Eastern bloc joins in the euro-
zone or permanently fixes national currencies to the euro.

* Bloc 2’s central bank sets inflation for the combined area (note
the current inflation in bloc 2 is sensibly biased to a lower posi-
tion compared with that in bloc 1) in light of its own on oty and
By : bloc 1 thus loses its mixture of oz and Bg.

 External disturbances hit both blocs equally. Real shocks are cor-
related and produce similar effects on each bloc, and these would
bring about more synchronized cycles. These reduce the incidence
of asymmetric shocks (Rose, 2000), and shrink the Balassa-
Samuelson effect over time, to the extent that there is higher mo-
bility in terms of labor, capital, and trade. This may permit this
model’s assumptions to acquire more correctness.

» The model rejects a priori the “weighing-in” syndrome on the
ground of the functioning of the SGP.
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Fourth Step

This approach minimizes the loss function in terms of expected in-
flation. A solution for the inflation surprise is produced when consid-
ering that expected inflation is zero or very low, and the parameters o
and B imply a Western-type economic strategy:

1
_1+(B/a)£’

where the error term, as assumed before, represents perfectly corre-
lated shocks.

The practical question is to find the expected losses to be incurred
by bloc 1 under the alternative hypotheses of either submitting or not
to the monetary options within the eurozone given the preferences on
oy and By Substituting the solution for inflation surprise into the
loss function (2.2), and taking expectation, expected loss is to be in-
curred by bloc 1 as long as it submits to the West’s choices:

|0 (By 1) "2 B, |
L = (2.4)
1+(By /ouy)
In contrast, the loss incurred by bloc 1 when it retains autonomy in
the conduct of monetary policy is described as follows:

(2.3)

2
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Returning to the definition of expected losses under the two differ-
ent monetary policy strategies, it is possible to write the outcome of
joining the eurozone for transition countries as net gains or losses.
The alternative hypotheses are either the inflation rate, which is de-

termined by bloc 2 as in equation (2.4), or a political union where
bloc 1 may strictly follow a domestic-oriented policy (2.5):

[BW—BEJ >0 (2.6)

Oy O

1

In considering what has been formalized, I observe that the out-
come of equation (2.6) that represents a kind of loss function of join-
ing and submitting to the Western bloc’s inflation policy choice, re-
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duces if the deviation of the ratio approaches zero. It comes up with
the following aspects:

* It is independent of the variance of the exogenous shocks.

It is positive (at least in the short term) because low inflation
strategies are common and workable in the eurozone. The East-
ern economic framework does not offer a similar enforceable
strategy because high inflation originated from abandoning the
“shortage” system and further structural adjustments, which are
affecting the distribution of income and igniting preexisting “in-
ertial inflationary pressures” (Andreff, 1994). The expectations
of persisting pressures on inflation are reasonable should re-
formers not carry out these efforts.

* Asequation (2.6) goes to zero, desirability of joining increases.
If the outcomes are far from zero, the persistence of differences
in o’s and B’s parameters would not be a credible framework for
setting up a pragmatic union. The Central and Eastern European
countries could probably end up better off playing together in a
common area as long as prior structural convergence takes shape,
in such a way that welfare losses decrease and efficiency gains
appear. In this setting, a convergence may occur more easily be-
cause even if per capita output can grow without being bound,
convergence does not occur consequently per se.

Time Profile of Joining the Club

At the present time, any conclusion that West and East should join
in a common bloc now or much later is a difficult question. In the Eu-
ropean type of economic union, monetary policy is centralized and
fiscal policies are “partially” independent although constrained by
the SGP budgetary rules. Even imposing in addition dissimilar distur-
bances to the two blocs of countries—which would have provided
more realistic figures for the cost of membership—what would mat-
ter in the policy of joining still depends on the prevailing o and 3 pa-
rameters. The need to submit to a common monetary policy com-
pletes this framework, although not necessarily in the short term. The
optimal policy about whether to launch an economic union will be
that of waiting and seeing if the divergence between the two blocs
vanishes. This would reduce the costs caused by applying a uniform
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monetary and fiscal policy to the two blocs of countries. Further-
more, it reduces the probability of regional specific shocks as long as
integration increases similar patterns in product specialization (Hallet,
2000).

However, this discussion can be criticized for lacking some rigor-
ous underpinnings. The matter of concern consists of interpreting the
geographical and competitive position that the Eastern bloc will face
when considering its comparative parameters o and 3. Despite the
fact that 3 to o ratios are supposed to be comparable among Western
countries already members of the European club, this is not always
true. If a broader membership has to commence, transition countries
would need then a clear notion of how this union would be created
and work. The core of the matter is that the two aspects stand at either
extreme.

» The eastward enlargement will come under consideration by
taking into account the economic fundamentals prevailing in the
less prosperous or “peripheral” Western countries, in which the
level of wealth and the type of economic structures are more
comparable with the countries looking for membership.

 Ireject the hypothesis that the EU has to stick to a list of single
criteria, and in this vein the model draws attention to the ratio
B:or.

* A successful membership in the EU is only a first aspect of this
enlargement process. Because in the very short term it looks un-
likely that a membership in the eurozone may take place, in the
medium term a membership cannot be refused altogether. Thus,
it will be subordinated to greater economic relationships with
the neighboring DM area countries, notably the strongest and
more competitive in Europe. Therefore, and contrary to the pre-
vious extreme, the two Western parameters 3 and o will be that
of Germany when applying equation (2.6).

In practice, the benchmark adopted herein is Germany and mea-
sures the convergence of single European economies with respect to
Germany’s B:o. In this respect, I only partially accept Szapary’s
(2001) notion on compromise or permissible inflation defined as the
average inflation rate of the eurozone—it would make more sense
considering the current single monetary authority responsible for set-
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ting inflation—and not to the three members with the lowest rates
plus the additional margin embedded in the Treaty of Maastricht.
Szapary’s (2001) view rejected three other possible permissible infla-
tion deviations: a deviation linked to the size of productivity growth
differential, an inflation deviation with a reference value according to
the most “closed” per capita income groups, and an increase of permis-
sible inflation per se. The first hypothesis was rejected on the grounds
of difficulties in finding a standard Balassa-Samuelson effect because
the productivity is subject to cyclical factors, the second one because it
would violate the principle of equal treatment between initial mem-
bers and latecomers. The third hypothesis is declined because it
would water down the treaty’s criteria.

In contrast, and because the predominance of Germany’s economy
as a leader country still occurs, I employ a German benchmark, al-
though according to data certain countries recorded lower inflation
rates than Germany.

As might be expected, it is difficult to know how much bias from
zero is equally sustainable to be the creation of a lasting common area
worth pursuing. Should the two blocs join even without a full conver-
gence having taken place, at least a continuing convergence between
them is advisable. Thus, the larger the divergence in the outcomes of
fundamentals, the easier it is to reject joining. As long as disturbances
force the Central and Eastern Europe blocs away from the optimal
state, EU enlargement is unlikely.

TRADE AND FINANCIAL INTEGRATION

Some of the most insightful papers on economic transformation
available at the beginning of the transformation strategy in the middle
of the 1990s (e.g., Brada, 1994; Hare, 1989; Holzmann, Gécs, and
Winckler, 1995; Miller, 1994; Portes, 1994) emphasized that progress
is achieved at a macroeconomic level. Yet they also brought out that
deep restructuring from a microeconomic viewpoint did not match
those macroeconomic achievements. Still, Myant (1999) moved in
this vein: he pessimistically commented on long-term growth and
competitiveness because reforms have not stimulated a noteworthy
development of the more advanced activities. Insightfully, this new
Eastern club could be stuck with old-fashioned technology and more
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labor-intensive products without sustained investment (Halpern, 1995).
A structural convergence toward Western standards, maintaining
competitiveness over time, attracting resources for modernization
and improvement, and making choices of priorities is neither easy to
accomplish nor automatic. The idea that membership per se in the EU
implies structural convergence does not hold, that it can happen auto-
matically is a pure fantasy (Nove, 1996) even by earning membership
status in the EU (on the Irish experience see Barry, 2000). The attain-
ments of the first and second part of the transformation policies (see
Chapter 5) only in part imply some automatism.

EU membership would include positive consequences for techno-
logical progress among the members, and the less advantaged coun-
tries would benefit by externalities and economies of scale (Krug-
man, 1990). Baldwin, Francois, and Portes (1997) showed that the
candidate countries might benefit from the membership concerning
higher income and faster growth, due to the larger European market
and greater economies of scale, economic specialization, and larger
investment inflows.5> However, according to Du Pont (2000), tradi-
tional theories pertaining to the determinants of FDI only partially
support recent facts. Rather, they can be misleading, especially when
considering patterns of FDI in transition and developing countries in
light of new trends emerging both in source and host countries. These
new trends are the consequence of globalization, information tech-
nology, and the international division of labor.

Market Size

Chakrabarti (2001) has recently written on the importance of mar-
ket size as a decisive determinant of FDI. Although the literature is
unanimous in considering its importance for explaining this phenom-
enon, my empirical work applies the extreme bound analysis to dis-
tinguish among some wide assortments of economic indicators (e.g.,
labor costs, trade barriers, growth rates, degree of openness, trade
deficit, exchange rate, and corporate and income taxes). With refer-
ence to these aspects, the results are still fairly inconclusive. The lit-
erature also distinguishes between “robust” and “fragile” indicators
defined in relationship to small changes in the conditioning informa-
tion set. Chakrabarti’s data for 1994, and the sample size of countries
under investigation (135) varies across the regressions (i.e., the final
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size varies between 61 and 135) depending on the availability of data
on the specific variables included in the regressions. Chakrabarti
(2001) found “strong” support for the market size of the host country,
which was measured in the regressions by per capita GDP, while all
other variables are found sensitive to small alterations of the information
set. Another insight behind his results is that by looking at the entire dis-
tribution, he could list in order of likelihood the other variables: open-
ness to trade, wages, net exports, growth rate, taxes, tariffs, and the ex-
change rate. Also, Du Pont (2000) found that the Chinese market was
attractive because of its size and prospective economies of scale. Do-
mestic cheap labor was not considered an important factor for investors
from developed countries who were more domestic-market oriented.
In contrast, cheap labor became a primary reason for investors from the
newly industrialized countries. In the Polish case, proximity to Russia
and CIS countries, and skilled workforces (more than cheap labor)
have influenced location decisions (Du Pont, 2000).

Furthermore, more competitiveness is likely to arise in sectors in-
tensive in capital and unskilled labor (Neven, 1995). Nevertheless,
the a priori expectation that integration intensifies incentives for spe-
cialization is partially contradicted by data, as claimed by Jgrgensen,
Liithje, and Schroder (2001) and Sapir (1996), whereas according to
Amiti (1999) the chance of an increase in specialization is weak.

A comparison with smaller European countries made by Hanaut,
Loufir, and Mouhoud (2001) is helpful. The four countries under in-
vestigation are Greece, Ireland, Spain, and Portugal, and the authors
try to figure out a catch-up process, if any, with respect to Belgium,
France, Holland, Italy, and the United Kingdom. Data are for 1980,
1985, 1990, 1992, and 1997. They construct the global synthetical in-
dex of Grubel-Lloyd and show that only Spain appears to have fol-
lowed such a catch-up process and a real change in its international
specialization scheme (transition from low- to high-technology prod-
ucts), as well as a growth of intraindustry trade with advanced Euro-
pean countries. In the Spanish case, the index increases from 43.69 in
1980 to 54.42 in 1997 (especially in the 1980s). In Portugal and
Greece the index increased a little but is still low in comparison with
Spain’s: from 21.79 and 13.26 in 1980 for Portugal and Greece re-
spectively, to 35.88 and 21.95 for 1997. It is notable in Ireland that the
index drops from 51.74 to 39.89, and this result is particularly strong
after 1992.
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The single members of the Eastern club notably do not have large
market sizes if seen according to Chakrabarti (2001). However, they
have a large population, skilled and cheap labor to use for the recov-
ery in capital, labor efficiency, and productivity, respectively. In this
respect, considering other angles of discussion could be possible. For
instance, such additional perspectives to develop are the existence of
dissimilar shocks, an efficient functioning of the capital and labor
markets, educational standards, trade achievement and the openness
of the domestic market, and financial flows from both microeconomic
and macroeconomic viewpoints. A portion of trade data (WTQO, 2001)
may helpfully communicate the proper opportunities ahead for transi-
tion countries about trade growth, but also subregional growth that
might arise more dynamically within the European club, and there-
upon develop intraindustry patterns, which are characteristic of more
developed economies (see on this point the significant contribution of
Inotai, 1997b). Very early in the 1990s, international trade was con-
ducted by applying world market prices, and the settlements were in
convertible currencies. The Baltic economies and those of Central
Europe have experienced an increase in export and import, some-
times upsurging considerably, and this took place mostly in the direc-
tion of the advanced economies of Western Europe. Only the Balkans
and Bulgaria suffered from trade showing modest results during the
1990s, and sometimes exhibited a negative trend when comparing the
beginning of transformation with the end of the 1990s. As for the CIS,
a different story came forth. After an ample collapse of trade flows in
the early 1990s, they had a modest increase in their trade flows, ex-
cept Belarus. Although in 1980 exports to Western Europe accounted
for 6.9 percent of the total export and import for 4.5 percent, by 1998
the export percentage had increased to 13.5 and import to 10.1.

To enlarge the analysis, the growth in the value of merchandise in
total world trade was also relevant. Whereas from 1990 to 2000 Cen-
tral and Eastern countries had a positive 7.7 percent annual change, in
1998, 1999, and 2000 export rose by 9.3 percent, 1.1 percent, and
14.1 percent, respectively. Indeed, Russia experienced a 15.2 percent
drop in export in 1998 and a negligible recovery of 1.1 percent in
1999, which resulted in a huge 39.0 percent increase in 2000, caused
by boosting petroleum exports and its tripling price from 1998 to
2000. Also Kazakhstan and Turkmenistan, two other oil exporting
countries, saw their exports soar upward by 64 percent and 100 per-
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cent, respectively. One reason for concern was that 75 percent of Rus-
sia’s export earnings in 1999 were explained by fuel, raw materials,
and metals. Note that export earnings linked to fuel, raw materials,
and metals were 65.5 percent in 1990. Machinery export earnings
amounted to 18 percent and 10.8 percent in 1999 (Davis Center,
2001). A further falling of the oil prices, from a high of $35 to the cur-
rent price of $24 a barrel, may continue depending on the world slow-
down.

On the side of import, Central and Eastern Europe showed in-
creases in import of 10.4 percent in the 1990-2000 period, and an in-
crease of 10.8 percent in 1998, and a drop of 1.1 percent in 1999. A
recovery of 13 percent followed in 2000. Russia, in both 1998 and
1999, had a negative import change, respectively —21.2 and —31.7 per-
cent, whereas in 2000 it showed an upsurge of 11.6 percent.

Recently, Hare (2001) made another significant point. By remem-
bering that these economies have signed association agreements with
the European club, he expressed a keen awareness of a likely prob-
lem. These agreements deal with various fields, although the core
area is trade. Trade controls between European clubs were lifted. The
so-called asymmetry in the association agreements followed, whereby
the European club accepted liberalization sooner than the associated
countries, even if for both sides the process was to be completed
within five years from the year in which any single agreement came
into effect. There are some exceptions to this mutual liberalization,
and they concern the “sensitive product.” In this light, Hare (2001)
interestingly argues that the inefficient tariff system showing up in
Romania and elsewhere has made it more advantageous for these
economies to expand trade with the EU rather than with neighboring
countries. To put it directly, the peculiar structure of association agree-
ments, “has not yet fostered economic integration across Central and
Eastern Europe itself” (Hare, 2001, 486).

In the agriculture sector’s case, the association agreements pro-
vided for limited trade liberalization, and the impact has been disap-
pointing (Duponcel, 1998). As a matter of fact, argued Duponcel, the
main reason for such a disappointing opening was the supply-side
and not the intimate nature of the preferential quotas. That is, what
has contributed most to this result was the insufficient export surplus
available and the limited competitiveness too. Nevertheless, the latter
aspect in Duponcel’s work expresses indirectly the essence of the
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question, whether a reorientation of trade flows—data unquestion-
ably highlighted raising bilateral flows that are particularly high in
the Balkans’ experience—brings about greater competitiveness or
not. For instance, Tsounis and Kiss (1999), while studying Hungary’s
competitiveness, found that the reduction of tariff rates on inputs
would contribute to an increase in competitiveness. By applying a
“burden on competitiveness” index, Tsounis and Kiss (1999) affirm
that such changes of the tariff structure owing to Hungary’s EU ac-
cession will increase the competitiveness of the sectors in which one
country has a strong competitive advantage. Recent data supplied by
Eurostat (see subsequent paragraphs and chapters for a thoughtful
analysis) show that all candidate countries are revealing trade com-
petitiveness in miscellaneous manufactured articles, but also in machin-
ery and transport equipment, or indeed in power-generating machinery,
office machines, and telecommunication (Allen, 2001). Furthermore,
what should engage the interest of transformation specialists is that
some of these economies switched their position so that a compara-
tive disadvantage became an advantage. The joint contributions of
FDI and domestic market functioning, and to a lesser extent the na-
ture of accession agreements, explain these facts (see Chapter 3).

Recent evidence, although limited to Western countries, shows a
potential similarity between business cycle patterns despite signifi-
cant differences in the conduct of monetary and fiscal policies and the
terms of trade (Christodoulakis, Dimelis, and Kollintzas, 1995). Be-
sides this, Ko¢enda (2001) has shown some degree of convergence
among macroeconomic fundamentals, although the significance of
results differs among particular variables and groups of countries; in
particular, the Baltic region would have achieved the highest degree
of convergence among macroeconomic fundamentals.

A comparative trade and financial approach have attempted to
identify and document possible patterns in these variables and ex-
plain them in relation to the Western economy and to what extent
these economies are catching up with advanced Western economies.
Before approaching these in detail, it is useful to have a broad view on
what empirical literature has done for integration and sustainability:
some scholars have argued that an early integration into the Western
club is feasible and not risky. Other scholars instead see dangers for
Western markets or even destabilizing symptoms.
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Trade Integration

The first empirical approach reported is that of Hamilton and Win-
ters (1992). They used a gravity model to explain bilateral “distribu-
tion” of trade. It consists of linking the two groups of countries pro-
portionally to the respective economic “masses” (i.e., the GDP) and
inversely to the economic distance (i.e., measured as the distance be-
tween the two capital cities). The Central European economies are
very close to the reference market in the EU (e.g., Germany and Aus-
tria) as well as to neighbor Eastern countries. They found that only a
small fraction of their trade has been conducted with the economies
of the former USSR, which is over half of the trade of Central Euro-
pean countries with the European club’s members. While Germany
would have become the club’s leading trading partner, trade has grown
considerably over time.

Some years later, Baldwin (1994) and Gros and Gonciarz (1996)
showed differing results regarding potential trade. Baldwin (1994)
calculated that by using 1989 import-export data for the European
economies, potential export from Western to Eastern Europe should
have been approximately twice as large as that registered at the begin-
ning of the transition in 1989.6 Baldwin (1994) estimated a potential-
to-actual trade ratio of 2.1 among the fifteen EU countries and the
Eastern candidate countries. He also provided estimates for any sin-
gle country: whereas the two countries most advantaged by trade
with the East would have been—in a medium scenario—Portugal
and Finland (a ratio of potential-to-actual export of 11.2 and 6.5 re-
spectively, which is 11.2 and 6.5 times higher than trade regarding
1989); the least advantaged would have been Germany with a ratio of
1.1 (that is a potential trade slightly higher than the current figures
show). In contrast, Gross and Gonciarz (1996) calculated, on 1992
data, trade projection figures of 0.43 indicating that export potential
to the East would have already achieved the maximum potential trade
level.” Furthering the analysis on export potential from the East to the
EU-12, Baldwin (1994) found the least potential for Romania (1.2)
and the highest for Bulgaria (5.2), although on average a ratio favor-
ably above 1. Alternatively, Gros and Gonciarz (1996) estimated that
the potential trade was below 1 (the current trade above export poten-
tial).
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Recently, Nilsson (2000) updated data reported in Baldwin’s (1994)
and Gros and Gonciarz’s (1996) works. A gravity model was applied
and estimates pointed out a ratio of potential-to-actual trade of 1.1,
denoting a potential export from the Western club to the East nearly at
its maximum value. In Nilsson’s (2000) estimates, only Portugal ex-
hibits a projection of 2.6, especially in the direction of Slovenia and
the Czech Republic, whereas Belgium/Luxembourg, Finland, Greece,
Ireland, Italy, Netherlands, and Sweden enter the analysis with a ratio
below 1. The EU has the lowest export potential toward the Baltic
area and Cyprus. He argues in light of recent estimates of trade be-
tween the EU and the “candidates,” saying that the integration be-
tween the two blocs that has already commenced is realistic, although
some of these countries “display greater volumes of trade with the
EU than the model predicts, and others less, thus revealing varying
degrees of trade integration and competitiveness among the Candi-
date Countries” (Nilsson, 2000, 815). Thus, the author concludes that
the candidates may compete with market pressures in the EU, at least
in the medium term.

Piazolo (2001) again applies a gravity model. The values of export
were regressing on a constant, the GNP and the population of the ex-
porting country, the GNP and population of the importing country,
and the distance between the commercial centers of the two coun-
tries. Data for 1998 would explain that in the cases of Poland and
Hungary current figures correspond to the expected ones. In contrast,
for Bulgaria, the Czech Republic, and Slovakia the model predicts a
possible increase in trade relationships, whereas for Romania current
trade links would be larger than expected. On average, Piazolo (2001)
found a figure of 61 percent against a potential of 68 percent, which
would make a “natural” free trade area. Piazolo (2001) goes further,
suggesting that their trade complementarity in the composition of
commodities can be compared to the situation prevailing among the
six founding countries of the EEC. Moreover, Piazolo (2001), as for
“competitive complementarity”—a country’s import and export of
goods concerning the same category—and “revealed comparative ad-
vantage structures,” suggests that such a natural trading setting is
doubly beneficial: first, to the bloc’s members because of the trade
creation; second, to the countries that are not members of the bloc be-
cause of larger potential trade between them and the bloc.
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Additionally, Brenton and Di Mauro (1998) used a bilateral trade
flow model on 1995 data to assess whether trade with these econo-
mies appears to exceed normal levels.® The attention given to the fact
that the share of sensitive products in total export to the European
markets has not increased since the beginning of the transformation may
explain the “alarm” over the risk of Eastern European exporting much
more toward Western Europe (the share of agriculture products fell
over the period 1988-1995). This has led many scholars to conclude
that the EU has to erect trade barriers to prevent transformation econ-
omies from fully exploiting their comparative advantage in these sen-
sitive sectors. This was what in fact occurred within Bruxelles circles,
“either because the sector is declining and the process has to be man-
aged for political reasons, or because, like agriculture and the Com-
mon Agricultural Policy, strong political lobbies in certain key coun-
tries have successfully demanded support” (Hare, 2001, 486).

However, and unlike conventional perspectives that reckon the
Eastern bloc relatively competitive in certain sectors, according to
Brenton and Di Mauro (1998) such an alarm about the sensitive sec-
tors would be ungrounded. In fact, they argue, current EU imports of
sensitive products from the transition economies are ‘“‘significantly
depressed” compared with the import of such products from other
suppliers and in total import too. Thus, the two authors do not expect
that the import of such products will surge when additional integra-
tion occurs. It follows that there is no need to treat sensitive sectors
differently from other sectors, which would result needlessly in a rel-
atively long transition time to introduce adjustments. They conclude
that “the countries most likely to be affected by increased exports by
the CEECs are the CEECs” (Brenton and Di Mauro, 1998, 301).

Actually, even stronger economic relationships would further di-
minish dissimilarities over time, spur the volume of trade within the
Eastern bloc and between the two blocs, and make capital and labor
mobility easier. On the whole, the convergence of the economy’s struc-
ture looks reasonable, at least when considering that my approach is a
first effort of this kind and further research would be welcome.

Financial Integration

According to a neoclassical paradigm, financial flows should go
from the richest economies to the poorest ones where the return of
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capital is expected to be the highest. Yet, contrary to what was be-
lieved, it has been recently argued that this is not so. Thus, financial
flows would take place more between similar countries than has been
supposed (Markusen and Venables, 1998).

However, capital to spur domestic production is important. Apart
from the Japanese case where the stock of FDI was below 1 percent
(i.e., 0.3 percent in 1980 and 1990, and 0.6 percent in 1997), the
United States and the European club rely more upon foreign invest-
ments. In the United States and in the European club the stock of FDI
from 1980 through to 1997 mostly tripled, from 3.1 to 8.4 percent in
the United States; from 5.5 to 15.2 percent in Europe. Considering
that the capital-to-output ratio in Western Europe is about 3.4 percent
and that a boost of the Eastern GDP is possible, these few figures are
enough to give importance to this aspect of financial integration.

Buch (1999) took up the aspect of capital liberation and compares
domestic savings and investment, on one hand, in five candidate
countries (Czech Republic, Estonia, Hungary, Poland, and Slovenia),
and in Greece, Portugal, and Spain as a benchmark, on the other. She
used the Feldstein and Horioka (1980) type model to measure capital
mobility. The model consists of regressing investment as a ratio of
GDP on a constant and savings as a ratio of GDP. The latter coeffi-
cient, if close to 1, would imply immobility of capital, whereas a co-
efficient less than 1 would imply capital mobility. Under a perfect
capital mobility, an increase in the savings rate in one country would
cause an increase in investment in all countries. Data on savings and
investment allow a short-term analysis (i.e., 1980-1997), before and
after the beginning of transformation.

Comparison with the three benchmark European countries proves
that the five candidate countries have achieved a similar degree of in-
tegration in quantitative terms, and they are integrated in the foreign
capital market. When using data for other transition countries, results
show much less openness to foreign capital (Armenia, Belarus, Bul-
garia, Kyrgyzstan, Romania, Russia, and Slovakia). Buch (1999)
says that differences remain in the structure of capital flows because
portfolio flows are less important for the candidate countries than for
the three benchmark countries. Nevertheless, the candidate econo-
mies achieved significant liberalization before their accession, in that
the accession effect is likely to be “less visible” (see also Brenton,
Di Mauro, and Liicke, 1998). However, the share of portfolio invest-



Accepting a Challenge: Joining the Western European Club 83

ment in total capital is likely to increase if they enhance the confi-
dence of foreign investors.

European membership is unlikely to boost capital market integra-
tion and to trigger further huge capital inflow (quantitative integra-
tion). In this respect, Buch (1999) failed to find a significant impact
of European membership on openness to foreign capital at the time of
membership of the three Southern European countries. Alternatively,
spottmg changing patterns of capital inflows that would make these
economies less dependent on specific types of capital inflows is
likely, thus enhancing the sustainability of their balance of payment
positions.

However, portfolio investment played an important role in the
years 1993-1997. This is contrary to what happened in the three
benchmark countries, where the shares of portfolio investments in-
creased only after accession—especially in Portugal and Spain—at
the expense of other investments, such as bank loans, deposits, and so
forth. In these three countries, the share was about 5 to 10 percent of
capital inflow, whereas in the candidate countries the share was in the
range of 20 to 40 percent of total capital inflow.

ESTIMATION RESULTS

Availability of data determined the sample choice. In truth, I rec-
ognize that a different set of data would alter some findings. For in-
stance, in early writings in which I applied this model (Sergi, 1996,
1998a, 1999a), it is reported that Germany’s inflation was the lowest
in Europe before 1997. With data referring to 1997, the situation
within a possible first group of countries was slightly modified.

Table 2.1 reports data only on the value-added services as percent-
age of GDP adopted in my final calculations. Data as for inflation are
reported in Table 3.8. The index of structural economic convergence
is in Table 2.2.

The calculations assume that structural convergence is unaffected
by “disturbances” because such disturbances could be correlated
among countries. The closer ties between Eastern and Western Eu-
rope and an increasing degree of assimilation with the West adds to-
gether. Is such a 62 = 0 (i.e., the variance of the exogenous shocks)
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TABLE 2.1. Services Value Added As Percentage of GDP

Country 1995 1998 1999
Central Europe
Czech Republic 50.8 49.9 52.8
Hungary 60.6 60.6 NA
Poland 60.1 64.0 65.3
Slovakia 58.6 63.9 64.3
Slovenia 56.9 57.3 57.8
Baltics
Estonia 62.3 65.5 68.5
Latvia 56.0 65.4 68.4
Lithuania 54.0 56.6 59.5
Southeast Europe
Albania 23.4 21.0 21.4
Bosnia-Herzegovina 48.4 56.7 57.8
Bulgaria 56.4 55.7 61.5
Croatia 55.0 58.7 59.4
Federal Yugoslav Republic 54.3 52.8 53.2
of Macedonia
Romania 36.7 48.3 53.5
FR Yugoslavia NA NA NA
CIS—Europe
Belarus 44.8 44.4 45.0
Moldova 34.8 46.1 53.3
Russia 52.9 58.2 55.7
Ukraine 42.3 50.4 48.8
Others (non-CIS)
Greece 70.2 72.2 NA
Portugal 68.5 69.3 NA
Eurozone 70.0 71.0 71.0

Source: World Bank, 2001.
NA = data not available.



Accepting a Challenge: Joining the Western European Club 85

TABLE 2.2. Index of Structural Economic Convergence

Country Value
Albania 0

Latvia 0.00009
Lithuania 0.000161
Greece 0.000179
Portugal 0.000275
Estonia 0.00082
Czech Republic 0.00196
Bosnia-Herzegovina 0.0025
Croatia 0.00559
FYR Macedonia 0.00725
Slovenia 0.0154
Poland 0.0156
Hungary 0.0174a
Bulgaria 0.0194
Slovakia 0.0246
Russia 0.11
Ukraine 0.29
Moldova 0.31
Romania 0.6801
Belarus 13.8

Source: Author’s calculations based on figures from World Bank, 2001; IMF,
2001.
aServices value added figure is for 1998.

really acceptable? If the models were extended to have 62 # 0, then
the issue of how to distinguish between divergence characterizing
transformation economies would remain. 62 # 0 would contrast with
the hypothesis of closer “synchronization” as in part found in the lit-
erature too, and recognizing the existence of these converging behav-
iors seems suitable. Accordingly, the purely arithmetical calculations
may be seen as depending as much on the modeling of the conver-
gence side of the convergence process B:o as on that of taking 62=0.
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Concerning the services in GDP, data referring to the 1995-1999
period should be enough to have a clear understanding of the struc-
tural trend in the reorientation of domestic output. The trend over a five-
year period was upward in all these economies, except Albania and
Macedonia, but on average still below the EU’s standard. In Hungary
and Slovenia, achievements in convergence terms were not impres-
sive; in Hungary the services sector in GDP kept constant around
60.6, and in Slovenia showed a slight increase (from 56.9 to 57.8). The
Czech economy is a distinct case, because this component of GDP
contracted between 1995 and 1998 (from 50.8 in 1995 down to 49.9
in 1998), but it recovered sensibly in 1999 (52.8). Russia’s and
Ukraine’s services sector reduced between 1998 and 1999. The econ-
omies that resemble a pattern closer to the West’s are Estonia (68.5
percent) and Latvia (68.4 percent). Poland follows the two Baltic
countries with 65.3 percent. Southeastern Europe was doing better, ex-
cept Albania, which has the least developed services sector (21.4 per-
cent), and Macedonia.

The whole picture has to be considered in the long term, however.
The deep restructuring of the economy and the sensible fall in domes-
tic production may produce unreasonable statistics, which means I
prefer making long-term comparisons. On the whole, all statistics
show a trend upward, except Albania and Macedonia where the situa-
tion is peculiar. A further positive trend may arise in the next few
years as long as deeper restructuring and larger capital inflows take
place.

Another side of this story is that the ratio of the shadow economy
could have reached up to 25 to 50 percent of Central Europe’s GDP
and much higher in the former USSR. Estimates evidently yield strik-
ing discrepancies according to different techniques used, although,
even relying on the lowest estimates and should these figures be in-
cluded in the official GDP, the economic structure in the transforma-
tion economies could come close to that of the West, especially for
the economies ahead in transformation strategies (see Chapter 3).

Moreover, concerning the growth of domestic output, transforma-
tion economies continue to enjoy economic growth, which is high in
most of the area. Various growth estimates of GDP, industrial produc-
tion, and other achievements place Central Europe and the Baltic
countries better in real GDP growth than the EU. Thus, it is expected
that such a divergent economic growth path will continue in this area
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throughout the first decade of the twenty-first century, causing a fur-
ther reorientation of the GDP structure in favor of a further diminish-
ing of the structural gap with the Western club.

As to parameter 3, the published inflation rates for 2000 by the
IMF’s (2001) World Economic Outlook have proxied expected infla-
tion in the model. In a certain sense, it followed the theory that ratio-
nal agents form inflation expectation as a function of the variables
relevant for forecasting future inflation, thereby reacting systemati-
cally and predictably to the economic environment (Taylor, 1979).

Even inflation gaps—partially due to different monetary strategies
and different stages of output growth—are still sensible sometimes.
Thus, there are strong reasons for making two considerations. First,
during deep market reforms away from the previous system of artifi-
cially low prices, it is possible that despite tighter monetary policies
more in line with Western styles, cost-push factors may still cause in-
flation beyond the rates compatible with the selected tightness of
money growth control (the policymakers’ policy choice variable).
Second, the consumer price index no doubt overstates the rate of in-
flation in the transition scenario, an explanation of which is the im-
proved quality in new goods and services. This better quality goes
partially or totally unmeasured in the traditional consumer price in-
dex. A truer cost of living index would take account of consumer sur-
plus, as a guide for prices rising more slowly.

In Table 2.2, the estimates of equation (2.6) are reported, obtained
through considering the comparative position of eighteen countries
with respect to Germany. Data are calculated to mean that the lower
the value (i.e., approximately zero), the closer the end of the conver-
gence path.

Itis worth listing some facts. First, what is important is not any sin-
gle measure of B and o, but their ratio. It may seem unclear why
countries are compared in terms of the share of services in GDP, but it
is consequential to what was argued earlier.

» The coverage of several countries becomes adequate in explain-
ing the comparison through the structure of their economies, not
through the level of wealth.

» Although the values of the two parameters are not fully similar
among countries, the results do mainly reflect the “compara-
tive” ratio B:ot as they come up from applying equation (2.6).



88 ECONOMIC DYNAMICS IN TRANSITIONAL ECONOMIES

Second, the results for Albania and Lithuania (first and third in Ta-
ble 2.2) have to be taken cautiously. The model predicts that the infla-
tion rate in the Western bloc is lower than—on average—in the East-
ern bloc. As for Albania’s inflation rate, the IMF’s (2001) World
Economic Outlook uses a figure of —0.2 percent in 2000, and for Lith-
uania 1 percent, thus lower than the figure of 2.1 percent for Germany.
Albania, Latvia, and Lithuania rank ahead of Greece and Portugal.
Estonia and the Czech Republic are close to Portugal. Surprisingly,
Bosnia, Croatia, and Macedonia preceded Slovenia, Poland, and
Hungary. All the Baltic region’s economies surpass others in rank,
thereby suggesting a strong degree of macroeconomic convergence,
as found in Kocenda’s (2001) work. As for the Balkans, Viduci¢
(2000) found that Croatia would rank very close to Slovenia and Es-
tonia and among the leading economies standing in line for future
membership. The four CIS-Europe economies and Romania lie on
the rearward side.

Third, my findings point to the possibility of ranking countries by
potential homogenous groups. In my earlier works (Sergi, 1996,
1998a, 1999a), seventeen countries were ranked against Germany
and formed three groups. All the DM-area countries were German
oriented and thus formed the first group along with the southern EU
countries. Greece was grouped second with Slovenia, ahead of Greece,
the Czech Republic, Estonia, Russia, Hungary, and Poland. Romania
and Bulgaria rank together in the third group.

Also, Gaynor and Karakitsos (1997) attempted to group countries
by data for inflation, long-term interest rates, deficit, and debt as of
1994 and adopted a cluster analysis to form groups. Although they
think that this analysis is a useful tool for modeling convergence in a
structured way, they do not deny that the cluster analysis “is not the
most rigorous of statistical methods. In fact, there is no statistical as-
sumption made about the underlying population of cases. Thus, there
is no right or wrong way to form groups through cluster analysis”
(Gaynor and Karakitsos, 1997, 35).9 Nevertheless, they classified
Greece as the peripheral country; Italy, Portugal, and Spain as the
median countries; Belgium, Denmark, France, Germany, Ireland, the
Netherlands, and the United Kingdom as the core countries.

Fourth, recent data for most Central and Eastern European coun-
tries show signs of improvement, so that their comparative position



Accepting a Challenge: Joining the Western European Club 89

looks much improved by the end of the 1990s with respect to that
shown in Table 2.2. Although the recovery is sensible but fragile in
terms of time profile, the efforts toward the reconstruction of a sound
economic structure can be amplified if new technologies and skills
spill over into these countries soon, and thus fully adapt their econo-
mies to market mechanisms (Welfens, 1997; Black and Moersch,
1997). Moreover, the position of these economies does not look much
worse than that showed by Greece, Portugal, and Spain at the time of
their accession to the EEC in the 1980s.

Fifth, the policy of joining in, as described in the model, might
suppose that transformation countries join or not as a bloc. In con-
trast, memberships may occur as bilateral agreements. My own belief
is that a flexible policy may be more effective in joining and allowing
membership in the EU first of all to the best-ranking economies.
Thus, as 2004 is the likely final date for the EU’s eastward enlarge-
ment, it is surely possible to feature their membership by then. The
countries ranking behind may secure member status by 2007-2009
(see also Gylfason, 1995). As concerns a third group of countries
(i.e., Romania and Bulgaria), although the prospect of an early mem-
bership seems to have faded, they will take a much longer time in
joining unless an extraordinary income growth and strong macroeco-
nomic stability occurs.

Sixth, there is no strong argument for precluding an accelerated
process of membership in the eurozone soon after their becoming
new EU members. In the case of an accelerated enlargement, the
membership in the eurozone would rely on common criteria. Every
effort must be made to keep this second phase from running at a
snail’s pace.

TOWARD A POLITICAL ECONOMY OF INTEGRATION

To conclude this section and before stimulating further analyses in
the next chapters, it is possible to consider the collapse of commu-
nism, the fall in measured output, and the consequent problems in
dealing with the proper role of political economy. Many factors are
coexisting and shaping the transformation, but two especially be-
come crucial to symbolize my viewpoint and contribute to a new and



90 ECONOMIC DYNAMICS IN TRANSITIONAL ECONOMIES

profound debate. One issue was Central and Eastern European policy-
makers keenly freeing prices and wages from state involvement, thus
adopting rapidly the basic principles of Western economies that the
literature includes in the expression ‘“Holy Trinity.” Policymakers
drove the economy to a massive restructuring and deregulation of low-
profit state enterprises and a healthy dose of selling programs. This
policy was compelled by the prospect that the economy would have
grown faster by simply removing all economic deficiencies and dis-
tortions, enough to fill the unemployment inherited from the disman-
tling of paternalistic state involvement. Although there is no firm evi-
dence about whether privatization and reforms should go fast or
gradually, policymakers ought to do all they can to prevent this pro-
cess from being halted or, much worse, reversed. Thus, it would be
wrong to state that privatization and reforms have been inadequate
hitherto. Reforms simply should be carried further because any trans-
formation process needs a long time to be accomplished (see Chap-
ters 4 and 5).

The second issue refers to an increasing number of economic sta-
tistics that show marked improvement in growth performance and in-
vestment. Poland and Slovenia have attained and rather exceeded
pretransformation real GDP levels, whereas in the industrial sector,
only Poland and Hungary are Central European economies recording
similar trends. The international context may be important in per-
spective. After the terrorist attacks of September 11, 2001, advanced
economies hit a soft patch that is harming robust recovery. Since
then, the IMF, the European Commission, OECD, and other inde-
pendent forecasters systematically revised GDP growth estimates.
Although prior to the attacks IMF experts were expecting a 3.2 per-
cent world growth for the whole of 2001 (far below the 4.8 percent at-
tained in 2000), soon after they revised figures downward. In fact, the
global economy reached only a 2.2 percent growth rate. For the year
2003, the IMF projects a 3.7 percent growth rate that is near its poten-
tial growth. In Europe, the eurozone grew less than 2 percent in 2001,
and for the whole of 2002 the European Commission predicts a cau-
tious 0.8 percent growth (previous estimates were much more opti-
mistic) and a 1.8 percent growth in 2003. What is more, scarce trust in
short-term world recovery failed to reinvigorate trade growth ade-
quately. World trade tendencies evidenced a substantial reversal in
the pace of global economic integration, at least when comparing the



Accepting a Challenge: Joining the Western European Club 91

trade growth of 2.2 percent projected for 2002 to the outstanding 12.6
percent growth achieved in 2000. Nevertheless, the IMF expects a re-
turn to a “normal” 6.1 percent world trade growth in 2003.

In this new scenario, the prospects for the conduct of political
economy and the special role of fiscal policy are matters of concern.
Policymakers and economists have long been lobbying for a policy of
budget deficits kept to extreme low rates in GDP, as a simple way to
pursue both a noninflationary stance and suffer from the least eco-
nomic deficiencies. However, a serious rationale does not support
this tough fiscal stance about why such a rigorous goal was set up and
extended in the literature to transformation economies. The unwill-
ingness of policymakers to deal judiciously with this controversy is
symptomatic of a misinterpreted economic rule. Thus, a new budget
proposal aimed at stabilizing the debt-to-GDP ratio offers one guide
to a possible expansion of fiscal policy and revives the debate on the
provoking role of striving for both maximum and profitable govern-
ment deficits without relative debt-to-GDP pressures (Sergi, 1998c).
The external imbalances of these countries matter, and they are in-
ducive to caution. Their financing depends largely on their macro-
economic stability, and a successful perception of domestic and for-
eign investors may have a welcome outcome on credibility.

To evaluate coherently the perception of entrepreneurs of having a
stable market and a setting to conduct a common monetary policy, I
extended the game model introduced in the first chapter, and a for-
malized model enabled me to test for structural economic integration
between the two European clubs. A structural economy convergence
may serve this book’s purpose best because membership in the EU
would imply acceptance of the EU’s budget principle—irrespective
of the time needed to join the eurozone—and a prospective common
monetary policy. Nevertheless, on the way to the eurozone, market
forces would model the enterprises’ behavior and the overall func-
tioning of markets and FDI, by that implying competitiveness and
credibility. Hence, my model puts together the ratio of inflation and
the services component of GDP, which may depict the convergence
of the economic structure of twenty countries compared with Ger-
many. Because credibility cannot arise if the appropriate policies are
not carried out, the model evaluates such a framework of accession of
Central and Eastern European countries to the European club. It is
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surely possible to observe that positive structural convergence has oc-
curred. However, further changes in competitiveness are desirable,
being necessary conditions for a long-run success of a prospective in-
tegration in Europe.

The issue of timing is important, and the prospects are favorable. It
has been argued that a first step of this process may take place rela-
tively soon, and this conflicts with other views that advocated a post-
ponement of two to three decades (see, for example, Baldwin, 1994).
Negotiations with countries aspiring to become new members of the
EU may carry through a systematic enlargement of Europe early in
this decade. Thus, many Central European countries may link up with
Western countries, providing more trending economic relations with
Germany’s parameters. The functioning of this experiment from a re-
covery viewpoint would still imply that the two parameters in the
model—a (i.e., the services sector as percentage of GDP) and f3 (i.e.,
inflation)—will be chosen within the DM area because it will retain
the lead, albeit I maintain the accession per se will depend on the
standing of Greece and the other least advanced EU countries.

In truth, an intermediate position is to assume a limited degree of
agreement about an enlargement of the EU relatively soon but in
stages. The views among economists may likely differ, especially
considering the timing of membership in the EMU, which involves
the adoption of supplementary criteria so as to embrace the perfor-
mance of the economic activity. Such a move ahead may take longer
than I argued only if monetary and fiscal policies do not follow the
planned course of macroeconomic stability jointly with strengthened
assistance from the EU through what I call the Bruxelles consensus,
in contrast to the Washington consensus that has done more harm
than good. Concerning Russia, the Washington consensus caused pol-
icymakers, among others, to choose a poor mass privatization policy
that produced not only a “unique” distribution of property rights and
overpowered “active” insider managers incapable of farsighted cor-
porate governance, but also had a disinflation overkill and deferred
structural reforms in the sphere of social, political, and legal institu-
tions (Sutela, 2000).



Chapter 3

Developments in Transition Economies:
Syndromes and Structural Breaks

INTRODUCTION

Central and Eastern European countries struggled to set up a mar-
ket economy and democratic political institutions for twelve years.
Contrary to expectations, dealing with current economic and social
developments may be greatly unpleasant. This is what I perceive, be-
cause some of these countries are still suffering in the economic and
social sphere.

This worsening has been taking place despite the cries of many
economists and international institutions since 1989. They would
have maneuvered that recovery all but painlessly and in a few years.
Also, experts on the region believed by the mid-1990s they had
reached sufficient experience to sum up debates, explain social achieve-
ments and economic developments, and acquire a comprehensive un-
derstanding on how the transformation could have been properly
made (Williamson, 1995). Put simply, the academic community—or
rather part of it—trusted it could tell what went wrong and what
would have been flawless. Economists were boundlessly optimistic
that a coming boom would shape Central Europe’s and Russia’s
growth.

Contrariwise, the economic and social consequences are still ex-
erting an effect upon the population, and what remains of the trans-
formation does not support the optimism of the 1990s. Nevertheless,
some experts on the region were frightened of various “syndromes,”
which consisted of an increasing “bandocracy” of criminals operat-
ing through shadow economy operators (acknowledged in Menshi-
kov, 1991), diffused fraudulence (Stern and Stiglitz, 1997), and the
“katastroika” of death (Ellman, 1994a). The experience of the 1990s
includes the “bandit” capitalism of corruption so spread at top-level
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circles that even the “Russian Central Bank was almost surely home
to enormous corruption under Gerashchenko’s leadership” (Boone
and Hgrder, 1998, 57).

Apart from the corruption phenomena that also occurred in an
early stage of capitalism in Europe, the United States, and the Pacific
Rim (Hough, 2001), the rush to transformation exacerbated many di-
chotomies. Economists began to dispute the pros and cons of gradu-
alism versus shock therapy, the timing of economic recovery, the speed
of admittance into the EU, the “new rich” versus increasing poverty
of a part of the population, and the economic challenges ahead. In
spite of that, only a few scholars by the mid-1990s established analy-
sis taking account of a historical legacy in politics, economics, and
society, and worked it out, barely scratching the surface (Murrell,
1995).

Allow me to take a step back to the economic booms that were ex-
pected. For instance, according to Schwartz, Leyden, and Hyatt
(2000), the world is in the middle of a forty-year expansion. It started
in the 1980s with an output growth of about 4 percent yearly, and it
could continue in the next two decades at about 6 percent. Innovation,
biotechnology, and nanotechnology are factors in this optimistic sce-
nario. As I argue in Chapter 4, it is possible to recognize a Schump-
eterian sense of endogenous capacity to develop an array of innova-
tive investment and to mobilize enough technology to speed up
growth. To tell the truth, this policy may avoid social costs to the envi-
ronment too. Likewise, Bundesbank former president Tietmeyer (1999)
writes about a social market economy, in line with Adam Smith and
John Stuart Mill, where “social” does not represent a welfare state
conception of state intervention, but rather individual freedom and
responsibility. This was the scenario at the end of the twentieth cen-
tury, when an entire region’s economics and politics moved ahead
amid large dichotomies and several opportunities for economic and
social growth.

From Jubilation to Caution

At a notably high institutional level, at the beginning of the 1990s
the World Bank was optimistic about economic growth that would
have extended throughout the decade. By the end of the decade, ro-
bust output development was expected, and the overall per capita in-
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come would grow nearly 1.5 percent over the period (World Bank,
1990). On the contrary, the economies of Eastern Europe substan-
tially shrank and began to confront rising poverty and larger income
inequality. Recalling an additional dichotomy emerging among these
economies is worthwhile. Comparatively, Central European coun-
tries suffered least; others there were strongly affected in the South-
east, the Baltic region, and the CIS (see also Hutton and Redmond,
2000; Milanovic, 1998). How did the literature react to these devel-
opments? Simply, from the early jubilation of a prompt recovery to
caution mixed with pessimism and uncertainty.

Nevertheless, what were the pure theoretical backgrounds? As van
Brabant (1998) makes clear, such developments changed economic
affairs from a planned economy to a market-oriented system (trans-
formation) and broke ties with the past state-socialist system (transi-
tion). A first reaction came from Kornai (1990), who pressed from
the literature’s standpoint for a prompt transformation to a market
economy. It would take place through a strong break with the past,
wiping out corrupt practices, and through the demise of political
forces of command that produced solely a fully distorted economy.
He asserted that an unavoidable transformation “should not be pro-
longed, and cannot be accomplished by a series of small steps. In-
stead, these measures must be taken in one stroke . . . within one year
of the new government’s inauguration” (Kornai, 1990, 102-103).
However, Kornai clarifies that “one stroke” does not need to be taken
“in the literal sense.”

What came after Kornai’s (1990) interpretations? After a dozen
years, all that could be observed is that economic and institutional re-
forms were introduced and diffused throughout the region, although
differing in deepness and timeliness. At times economists described
them as shock therapy, in other cases as gradual therapy. Besides,
“evolutionary gradualism” was proposing that the efficiency and the
legitimacy of the existing institutions should be reassessed (see,
among others, Murrell, 1992; Zak, 1999). A third possible class of
therapy or “middle-course” approach was extremely thoughtfully re-
jected as chimerical and ideal by Aslund (1992).

Yet few other views give a full idea of what remains behind the in-
terest in this field of study. The literature began to deal with what
caused the large slump in output, whether a growing unreported
economy was enough to counterbalance such shrinkage, and the
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proper sequence and speed of reforms. Especially, the issue of the un-
reported economy and its vastness—that proved sizeable even by any
Western standard—matters, whatever the fullness and severity of the
therapy adopted. Combined with this is the question about the defini-
tive causes of output crises—no matter the reliability of statistical
data—the achieved level of health, and the associated “death syn-
drome.” Some expert argued a possible transition stress, and it was
rather inversely linked to the severity of the therapy (Shapiro, 1995).
That is, shock therapy has not had an effect upon the social sphere.

Another set of ideas emerged regarding the choice of governments
and central banks in the domain of investment, fiscal, and monetary
policies. An attack was made on the so-called Washington consensus,
which is a policy that may take hold for advanced economies. Re-
gardless of its doubtful pertinence, as for the Eastern economies, it
began determining the thinking of the transformation specialists.

Finally, it is possible to observe that these economies have already
achieved some economic convergence and integration with the West-
ern club. Trading and direct investment flows are on the increase.
Anyhow, it is worthy to encourage further changes in order to prolong
long-term success in intraregional economic development. It would
reinforce a steady structural improvement, and definitively prevent
the danger of a “{ -GDP syndrome” (Sergi, 1998c, 2000).

The East-Central economic boom has perhaps begun. Whichever
method is adopted in calculating the level of domestic income, and
whatever the reliability of comparability between income levels of
the 1980s and late 1990s, income is at a level not corresponding to the
Western club’s average. Some of the main views of literature are im-
portant to stimulate a generous understanding of the varieties of inter-
pretations. A more appropriate catch-up strategy has to be devised
and sustained by both the Western club and the domestic one. Al-
though during the 1990s there were no easy and fast ways out of the
inherited Communist distortions, my suggested options on it are re-
ported in the last two chapters.

THE DECISIVE DISPUTES

The Eastern club began to face many unexpected challenges fol-
lowing the fall of the Berlin Wall on November 9, 1989. Several eco-
nomic experts emphasized “the essential similarity of policies in the
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major reforming countries” (Murrell, 1995, 171), in an attempt to re-
shape the state-controlled economic structures. In the past, a full em-
ployment policy was provided by paternalistic governments that could
offer additional benefits such as child care facilities, housing, and
welfare payments. This unexpected totally new market setting—
when considering the broader framework of economic policymaking—
could have reached well-matched political and economic interests, a
more entrenched transition, without highly negative impacts on soci-
ety.

The Appropriateness of Reforms

The first two ways to approach the cause of economic crises and
their possible solutions were shock therapy and gradual therapy. Al-
though at odds over the proper speed and degree of reforms, the evo-
lutionary gradualists did not deny that existing institutions were par-
tially legitimate and efficient. The gradual approach would have
preferred a transformation built upon previous institutions, simply al-
lowing them to evolve. The choices regarding the speed of reforms
and the tightness of policies were of major concern, whereas the issue
of institution building took the stage later in the political transition.
Nevertheless, reforms could have done better and been painless. Pol-
icies throughout the region did not stabilize, either because they were
lacking credibility—considering the political and institutional break-
down—or simply because the economic instruments went out of pru-
dent control. As Hough (2001) puts it, policymaking has been devel-
oping in a setting of distorted political and economic incentives and
preexisting adverse conditions (see also Shleifer and Treisman, 2000).

As for the Russian case, with results of key importance because of
the deep involvement of the IMF, a more appropriate monetary re-
form (by dividing all bank accounts and cash by three) could have re-
duced the losses of pensioners and households (Goldman, 1994). If
domestic authorities had reduced firms and business deposits by a
greater factor than household savings, then costs would have stayed
low. Boone and Hgrder (1998) contested Goldman’s notion that such
a “confiscation” would have reduced people’s confidence in a future
economic policy stance while leaving unchanged the basic incentives
to produce inflation. Additionally, the business sector would have de-
manded more credits for “working capital,” and by doing so it would
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have increased inflation even further. Nevertheless, inflation jumps in
Russia were due to erratic stabilization attempts rather than inevita-
ble results of reform (Boone and Hgrder, 1998; Shleifer and Treis-
man, 2000).

Income Inequalities

Recall the exultation expressed by the World Bank (1990) about
prospective economic growth and positive performance in per capita
income. Overall results were of no relevant consequence. As for the
population’s income distribution and level, it was generally weak
during central planning. As hitherto, the system was not immune
from income disparities, although in that period inequalities were
generally lower in comparison with most of the advanced countries
(Atkinson and Micklewright, 1992). Smaller inequalities were found
before the political transition, especially in the more developed re-
gions, where about 30 percent of the population’s per capita income
was below the poverty line. Absolutely, in certain Asian republics
this figure was above 60 percent (Flakierski, 1993). In his study on
income disparities in the period 1968-1989, Flakierski (1993) came
to the conclusion that a visible increase in pay inequalities was con-
centrated in the upper scale of the distribution. Large wage differen-
tials were linked to the industrial structure, whereby high-wage in-
dustries (e.g., military-industrial complex and heavy industry) were
located in the more advanced regions. The Kuznetz law, which states
an inverse relationship between the level of income and the inequali-
ties of income distribution, certainly held in the USSR (Flakierski,
1993). Thus, by looking at the relationship of poverty and inequality,
itis possible to “envisage a country that has both widespread poverty,
measured by the poverty line, and a relatively low degree of income
inequality, but this would mean that everybody was poor, even the
relatively affluent” (Flakierski, 1993, 71).

During the 1990s, the picture became more disappointing, owing
to the dismantling of the paternalistic government without concurrent
firm institution building and the drop in GDP, particularly in the Rus-
sian republics, where the share of the population with gross earnings
below half the average national per capita income increased from
11 to 32 percent. This income trend, combined with rising prices,
forced a large part of the population to seek less expensive bread and
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fruit and to grow vegetable gardens as additional food supply (78 per-
cent according to a report of the Russian Academy of Sciences and
acknowledged by Tikhomirov, 2000).

The Scenario of the Enlargement

What is the geopolitical scenario Europe is pushing for? It could
be a single economic and political framework extending from Lisbon
to Moscow. Emerging as an extremely interesting geopolitical op-
tion, it is altogether unfeasible in the short term because of Moscow’s
role in the international political sphere, and, to a lesser degree, CIS’s
interests in the world oil panorama and relationships with Asia (Sergi,
1999a, 2001). Some aspects today discussed in the literature are the
date, the extent, and the preconditions for the fifth enlargement.

In this context, a series of talks with candidate countries began,
and then two waves of accession were projected. The first wave (i.e.,
Cyprus, the Czech Republic, Estonia, Hungary, Poland, and Slo-
venia) began membership talks in 1997. At the meeting of the Euro-
pean Council in Helsinki in December 1999, the second wave of
countries (i.e., Bulgaria, Latvia, Lithuania, Malta, Romania, Slo-
vakia, and Turkey) was admitted. Whichever the terms of accession
will be, they could imply a redesign of the common budgetary policy.
A new common framework has contemporaneously to rationalize the
national contributions to the EU’s budget, expenditures for the com-
mon agriculture policy, and the reorientation of structural funds (see
Chapter 5).

In the meantime, the effects on the budget of admitting these coun-
tries were assessed at a net total cost ranging from 20 to 25 billion
ECU (European currency unit) (see Koop, 1997, for much more de-
tailed data). In addition, some 3 to 4 billion euros were going to re-
construct Kosovo within the “Balkan Marshall Plan,” although the
analogy is imperfect because the Marshall Plan “rebuilt the economic
infrastructure that existed in prewar Europe. The challenge in the
Balkans is to lay the foundations for a market economy [where] none
previously existed. Moreover, money is not the issue . . . what is criti-
cal is reform” (Rattner and Froman, 2000, 8). Over the period 1999-
2001, some twenty billion more euros have been committed to the
Balkans for reconstruction, macroeconomic and stabilization sup-
ports, and humanitarian assistance.
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Although I face this issue in Chapter 5, I favor a steady process of
enlargement that incorporates Central European countries and the
Baltic Republics by 2004. This enlargement policy should include
the development of specific patterns of association with southeastern
countries and special-purpose coordinated policies with the CIS.

ECONOMIC SLUMPS AND THE SYNDROMES

At the very beginning of transition, economists continued to coun-
sel Eastern governments about the best polices to carry out in order to
embrace capitalist markets while suffering the least costs. Rutland
(1997) distinguished between two waves of Western advisers. The
first was during the precollapse of the Communist system, especially
in Hungary and Poland. Western advisers had advocated above all
price and trade liberalization. The advisers that formed the second
wave appeared after the collapse of the Communist system, and
counseled a contemporaneous creation of an economic system whose
cornerstones rested on economic liberalization, macroeconomic sta-
bilization, and a complete privatization of the means of production.
Countries such as Czechoslovakia, Hungary, Poland, the Baltic re-
gion, and Russia were the test subjects within the second wave of
therapies, or the second experiment of the international institutions.

The Polish Seamless Web

Lipton and Sachs (1990a) have produced the first important post-
1989 exercise on the stabilization program. Their work on Poland
soon became a yardstick to the majority of advisers, who perceived
that a rapid transformation through a “heavy emphasis on economic
integration with Western Europe—through free trade, active partici-
pation of foreign firms in the domestic economy, and closer political
ties—will permit the Eastern European economies to overcome some
of the thorniest problems of transition, both economic and political”
(Lipton and Sachs, 1990a, 77).

Many interpretations of what Lipton and Sachs (1990a) labeled the
“seamless web” of reforms from state to market in fact followed,
sometimes endorsing their view, sometimes not. Such a web was to
be understood as gearing toward a comprehensive reform package in-
cluding a macroeconomic shock, privatization, freeing up the private
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sector, introducing tax reforms, laying the groundwork for bank-
ruptcy legislation, and carrying out the social safety net. Thus, the ba-
sics of this notion were the creation of a real market coupled with real
competition. These two facts were missed in 1981-1982 and 1987-
1988, when Polish authorities started to decentralize but failed to in-
vigorate the market. No one had doubts about the necessity to estab-
lish a really competitive market framework and to have closer ties
with the West. However, views of experts regarding the appropriate
speed for the reform strategy and the order of measures showed a
growing divergence of thought.

Preconditions of Reform

Kornai (1990) wrote soon after the collapse of the Communist sys-
tem that reforms could be put in place in a year or so. Others argued
that these economies could not achieve transformation in four months
(Gaidar, 1993) and that a long-term growth policy was a “marathon
race” and not a hundred-meter dash (Tanzi, 1997). By the same year,
Desai (1997) demonstrated a tradeoff between the speed of reforms
paying off in increased globalization and growth turnarounds, and the
short-term costs. These are largely the issues as they emerged from
economists’ analyses. Out of all this, the challenge is proving for-
mally lengthy, not simple to carry through, and the costs persist over
time.

Such a disagreement occurred over the privatization procedure. It
was not as easy as it was thought. Some of the preconditions were to
privatize a large number of firms, to reorient production according to
market trends, to bypass political uncertainties and tactics, and to sell
state-owned enterprises (SOEs) that were often of poor quality (see
Manser, 1993). Surely, the course of privatization did not secure the
previous full employment protection, but, on average, privatized
SOEs—in particular those in Central Europe—had better economic
performance in revenue improvement than in cost reduction (Frydman
et al., 1999). Nevertheless, the literature does not offer firm support
for the idea that privatization extended operating financial perfor-
mance. Conflicting results arise concerning other aspects of interest,
and perhaps causes of these outcomes are methodological, and the
unmanageable precondition in the countries that pushed forward pri-
vatization (see the excellent survey by Megginson and Netter, 2001).
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Despite everything, other preconditions existed in the level of ini-
tial development that was an important determinant of the decision to
liberalize politically (de Melo, Denizer, and Gelb, 1996; de Melo et al.,
2001). Initial political conditions and economic developments deter-
mined the differing economic performances. The GDP contracted
less in the countries having the most favorable political precondition
and advanced market for the transformation; thus the extent of liber-
alization led to diversified outcomes among countries. Recall the pri-
vatization occurrences of southern European countries and their open-
ing up to foreign capital. By comparing Greece, Portugal, and Spain
to each other, one may find that the privatization processes were to
some extent slowed down by the presence of nonprofitable industries,
domestic political constraints, and various barriers too. (This experi-
ence was in contrast with what occurred in France and in the United
Kingdom.) However, these three countries definitively prefer to con-
tinue according to market rules, even if this process has been particu-
larly feeble in Greece in light of a domestic aversion to open firms up
to foreign capital (Wright and Pagoulatos, 2001).

Examining the differences in these experiences, it follows that the
willingness to reform institutions and markets can surely come into
being in a very short period, but their proper accomplishment re-
quires total social support, the realization of many preconditions,
and the right amount of time, which no one can quantify in advance.

The Depth of Therapy

Nevertheless, this was only part of the debate. A second aspect was
the danger of a radical big-bang approach. While adoption of a gradual
policy may tempt speculation about a possible reversal policy, a big-
bang approach may bear costs as to output contraction and large in-
stabilities in the balance of payments. Inotai (1997a) made one example
by understanding a danger arising from large trade and current ac-
count imbalances that were not linked to simultaneous financial
transfer and therefore become constraints in carrying out transforma-
tion. In contrast, just recently it has been argued that slow reforms
may be lacking in credibility, but the dangers arising from radical ap-
proaches are alike. The third aspect was the function of sequences,
which proved to be a bit wrong since policies have overemphasized
stabilization to structural reforms (Portes, 1993).
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Other proposals were advanced. Mundell (1997) argued for phas-
ing out and/or privatizing money-losing SOEs at a pace that matches
the supply response of the economy and the expansion of the private
sector. Arrow (2000) suggested a more broad gradual reform upon a
rapid entry of private business into commerce and light industry, fol-
lowed by the gradual privatization of the more capital-intensive in-
dustries, but still preserving a government role as to restructuring le-
gal and financial institutions and in the management of declining
industries. On the banking sector side, Bonin et al. (1998) favored an
independent banking sector and a regulatory structure organized and
operational when the privatization starts.

It becomes clear that the proper implementation—combined with
social support—of reforms is composite in steps and time. The con-
troversy between gradualism and radical approaches looks reason-
less as long as an all-purpose program is credible and therefore firmly
carried through.

Why the Output Collapsed

Most experts nowadays agree that the transformation produced a
dramatic fall in real gross output—or national material product as it
was measured until the 1980s—soon after transition started. A sec-
ond effect was the pushing up of the inflation rate after a long period
of repressed inflation. A third effect was the reshaping of the struc-
ture of domestic output by reducing the role of agriculture in favor of
services.

Table 3.1 indicates data of real GDP (or net material product) ex-
pressed as an index where 1990 is set to 100 in comparison with
1980, 1993, and 2000. Table 3.2 indicates data on repressed inflation,
trade dependence on the Council for Mutual Economic Assistance
(CMEA) system, the industry sector’s share of domestic output, and
the overindustrialization at the end of the 1980s. It is self-evident that
most countries suffered a large domestic production slump, close to
an “apocalypse” in Moldova, Ukraine, and in the Baltic region. By
2000, selected economies were still surprisingly showing a level of
output close to or even worse than it was in the 1980s. Today, the
countries of Central Europe are above the 1989 GDP level and many
others lag behind.
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TABLE 3.1. Real GDP/NMP (Index, 1989 = 100)

Country 1980 1993 2000
Central Europe

Czech Republic 93.72 86.9 97.7
Hungary 86.3 81.9 104.5
Poland 91.1 87.6 126.8
Slovakia 97.12 75.1 102.7
Slovenia 98.9 81.4 110.6
Baltics

Estonia 74.5 65.0 84.1
Latvia 68.5 51.1 64.1
Lithuania 64.7 60.2 65.3
Southeast Europe

Albania 79.4 65.9 102.6
Bosnia- NA NA NA
Herzegovina

Bulgaria 76.2 76.1 741
Croatia 99.0P 59.5 80.7
FYR Macedonia 93.3 72.8 80.7
Romania 88.5 76.2 77.0
FR Yugoslavia 95.7b 40.6P 45.7b
CIS—Europe

Belarus 65.7 81.0 86.1
Moldova 721 56.5 33.9
Russia 78.1 71.9 62.2
Ukraine 75.0 68.0 41.6

Source: UN ECE, 2000.
aFigures refer to 1987.

bGross material product.
NA = data not available.

Only four out of five Central European economies and Albania
were above the 1990 level in 2000. Special cases have been the Ger-
man Eastern linders (regions), where, according to Kaser (1996), the
pretransition output level was achieved by 1996, though highly de-
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TABLE 3.2. Prices, Trade, and Industry at the End of the 1980s

Repressed Trade dependence Share of industry  Degree of over-
inflation (%) to CMEA (%) in GDP (%) industrialization (%)
Country (1987-1990) (1990) (1990) (1990)
Central Europe
Czech Republic -7.1 6.0 58 21
Hungary =77 13.7 36 -1
Poland 13.6 8.4 52 13
Slovakia -7.1 6.0 59 23
Slovenia 12.0 40 44 5
Baltics
Estonia 257 30.2 44 10
Latvia 25.7 36.7 45 10
Lithuania 25.7 40.9 45 10
Southeast Europe
Albania 43 6.6 37 3
Bulgaria 18.0 16.1 59 23
Croatia 12.0 6.0 35 1
FYR Macedonia 12.0 6.0 43 9
Romania 16.8 37 59 22
CIS—Europe
Belarus 257 41.0 49 12
Moldova 257 28.9 37
Russia 25.7 11.1 48
Ukraine 25.7 23.8 44

Source: de Melo et al., 2001.
Note: Repressed inflation is the percentage change in real wages minus the percentage change in real GDP.
Trade dependence is the sum of import and export among CMEA countries to GDP.

pendent on Western resources. The unique negative exception in
Central Europe is the Czech economy, which was believed the far-
thest ahead in transformation until the mid-1990s, whereupon econo-
mists privileged more orthodox policies (see Chapter 4). The index
shows a significant fall with respect to 1990 in all other economies,
especially in the former Soviet empire, and in particular in compari-
son to 1980. It is enough to say that industrial production in Russia
fell by almost half by 1998 and in selected regions went down to one-
third of 1990 levels (Tikhomirov, 2000).
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The output in 1980—although expressed in net material product—
was higher than in 2000, especially in the Baltic region and the
USSR. Second, after 1993 the index exhibits signals of recovery ex-
cluding Bulgaria, Moldova, Russia, and Ukraine. Third, the share of
industrialization is high in total GDP, impressively high in Bulgaria,
former Czechoslovakia, and Poland as the calculated overindustrial-
ization degree proves.

These microeconomic distortions were faced before the introduc-
tion of new rules and the privatization of the economy. Hungary and
Poland are examples of sincere experimental attempts in such a direc-
tion, and perhaps this helped the two economies to cope with less
painful transition. The figures shown in Tables 3.1 and 3.2 present a
rather good picture of what was going on early in the 1990s and how
the economies reacted to the new processes of transformation. Never-
theless, this is a part of the “recount.”

Two more points stand out. One is about the unresolved attempt to ex-
plain that the increasing unreported economy magnified such “slumps”
(see Aslund, 1994; Borensztein, Demekas, and Ostry, 1993; Osband,
1992). If this were true, it would reduce the collapse in real output
production to some extent—or rather it would show up in a simple
“illusion”—and the tagging of a transitional-illusion output drop as
high as 20 percent could be possible. Besides, the irregular economy
has extensive consequences on missing revenues for the govern-
ment—at central and regional levels—and the involvement of crimi-
nal organizations.

Leaving aside the issue of quantifying the irregular economy, Mun-
dell (1997) argued that a small contraction is not necessarily better
than a large contraction if a previous output did not produce “utility
of disposable value” (I advanced the argument of a failing income
maximization in Chapter 1) or if a large contraction is an ineluctable
part of transition to “predict” a higher output in the future.

The second point standing out concerns the causes of the economic
decline. The likely interplay between the trade collapse and the con-
sequences of demand and supply in the economy may be an accurate
interpretation of the decline.

I illustrate the underground economy and some causes of the out-
put slump in the next sections.
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THE UNDERGROUND ECONOMY: A SYNDROME?

Despite the many reasons for the underground economy (see,
among others, Kornai, 1992; Tanzi, 2000), its causes and conse-
quences were numerous, although the quality of data available did
not permit solving the simultaneity problem between them (Eilat and
Zinnes, 2000).

Some Causes of the Underground Economy

During the centrally planned economy, the causes ranged from
permanent shortages to lack of competition and the low quality of
services provided by the state. After that, other reasons became im-
portant, including tax avoidance, the exploitation of the black market
for the large numbers of job seekers, the elephantine size and doubt-
ful efficiency of administration (Russia had almost one million more
state bureaucrats in 1997 than in 1990), the extent of regulatory dis-
cretion (Johnson, Kaufmann, and Zoido-Lobatén, 1998), official cor-
ruption, a greater incidence of “mafia” protection, and less faith in the
court system (Johnson, McMillan, and Woodruff, 1999). Resorting to
less expensive food was important, but resorting to the gray economy
was no less important to supplement modest incomes. It has been
pointed out for the Polish case that a significant share of personal in-
come is earned in the informal sector because “getting rich in today’s
Poland is not possible by fair means” (Mréz, 1999, 25).

Several Impacts of the Underground Economy

After the fall of the centrally planned system, the increasing under-
ground economy has had several impacts, both positive and negative.
Eilat and Zinnes (2000) refer to vulnerable public finances and public
investment, as well as to the instability of monetary policy and gen-
eral “short-termism.” Among the positive consequences, they list
income-generating opportunities, an additional social safety net, in-
creasing competitive pressures on the official sector, and enhanced
entrepreneurship.

More pessimistic was Menshikov’s (1991) view—perhaps based
upon the experience of command economy—who understood this
phenomenon as not expanding the production of goods and services,
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and thus as not helping to balance the market because “its profits are
not used to increase market supply, but go into parasitic consump-
tion” (Menshikov, 1991, 142).

On the contrary, there is by now evidence at both theoretical and
empirical levels that the underground economy was an important
component of effective domestic production and labor employment.
Nevertheless, it is preferable to make clear that even centrally planned
economies were neither immune from the presence of an under-
ground sector—in particular during the 1980s—nor from showing a
propensity to overestimate the quantity of output arising from SOEs
(Dallago, 1995; de Melo, Denizer, and Gelb, 1996). All paternalist
SOEs were managed in a way that provided full employment and
socialist-type protection from cradle to grave. Still, the two magni-
tudes of the underground economy and of production overappraisal
at an enterprise level were difficult to properly estimate, and one can
say that the two diverging tendencies, perhaps, may cancel each other
out. My own consideration still leaves intact the causes of the deep
fall in officially produced output, and the denials that the contractions
were occurring exclusively ab initio of transition proved to be incor-
rect.

Early Appraisals

During the 1990s a large part of output was produced in the under-
ground economy. It has plausibly increased over time, meanwhile
drastically restructuring the enterprise’s system and leaving fewer al-
lowances for an overappraisal production. Although central statisti-
cal offices attempt to figure out the size of unreported production—
even taking into account increasingly reliable data—the generalized
trends in output still remained negatively signed, except for a few
cases.

For instance, Dallago (1995) estimated for the Hungarian econ-
omy that the official GDP growth was underestimated by less than
1.5 percent per year, simply because of the unreported or irregular
economy. Dallago says that even considering “that during this three-
year period official GDP declined by approximately 20%, it clearly
appears that even taking into account the unregistered irregular econ-
omy the general trend of the economy would not change appreciably”
(Dallago, 1995, 53). In contrast, these unreported activities counted
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when the authorities properly took the “weight” of the private sector
in total output into account. Irregular activities would increase the share
of the private sector in total output but not its growth rate, because its
inclusion in the official statistics is today greater than before (Dal-
lago, 1995). Likewise, the number of jobs supplemented by the irreg-
ular labor markets could have been highly significant. Concerning
the Polish experience, Mréz (1999) reported that it was estimated that
the total employment was around two million, mostly in the agriculture
and construction sectors. Nevertheless, this is only one aspect of the
literature.

The literature has made additional and even more recent efforts to
quantify the irregular economy. They have become extensive, al-
though Dobozi (1995) and Dobozi and Pohl (1995) are worthy of par-
ticular remarks as they have been the “pioneers” of a special ap-
proach. Other authors who have elaborated on the same subject are
Johnson, Kaufmann, and Shleifer (1997); Johnson, Kaufmann, and
Zoido-Lobatén (1998); Kaufmann and Kaliberda (1996); and Lacko
(1999).

Methodologies of “Guesstimating”

Schneider and Enste (2000) have categorized the different meth-
ods in the literature as direct and indirect. Among the direct methods
are microsurveys and tax audits. The indirect methods include cur-
rency demand, transaction approach, and total and household elec-
tricity consumption. Eilat and Zinnes (2000) consider, among others,
the labor approach, national expenditures, and the income statistics
discrepancy methods. While for a deeper analysis I refer to these two
works, Table 3.3 reports the estimates made by Kaufmann and Kali-
berda (1996), Lacko (1999), and Eilat and Zinnes (2000).

However, the various methods of estimating diverge in the precise
input variable employed to make the analysis. Nevertheless, before
discussing a selection of these works, it is important to examine the
existing main methodologies. Three methods are used: from a tempo-
ral viewpoint, the first was advanced by Dobozi and Pohl (1995) and
Kaufmann and Kaliberda (1996), and they employed overall electric-
ity consumption. Lacké (1998, 1999, 2000), who advanced a second
method, preferred making estimates by associating the underground
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economy to household electricity consumption. And finally, a “total
electricity-based approach” is advanced by Eilat and Zinnes (2000).

Lacké (2000) was skeptical about the calculation made by Kauf-
mann and Kaliberda (1996) in the diverging results obtained for Ro-
mania and Uzbekistan, where the underground economy would have
not grown. In contrast, it did grow dramatically in other countries.
Lackd’s (2000) skepticism was also corroborated by the diverging re-
sults that were obtained for Slovakia and the Czech economy, the lat-
ter of which is estimated to have produced a large hidden economy.
Absolutely, the method applied to Finland would give an unrealistic
increase of the unreported economy in the period 1990-1993. She
also noted that in that period GDP decreased by over 13.6 percent al-
though electricity consumption increased by 5.5 percent. Then Lack6
argued that in recession, power consumption decreases less than
GDP on the grounds that the use of fixed (overhead) electricity does
not contract in proportion to the drop in overall capacity utilization.
Thus, the size of structural changes in the economy determines the
adjustment in electricity usage rather than the expansion of the under-
ground economy. The more the value added by the industry sector de-
creases in the official output, the less growth in power usage occurs.
That is, the scale of structural changes and the speed with which it
took place could have influenced the evolution of electricity con-
sumption.

Because little plausible support would be obtained by applying the
early methodology, Lacké (1999, 2000) switched the investigation to
a different angle. It was done on the basis of residential electricity
consumption, in a way that prevented structural changes in output
production from determining results. There was a benefit from using
residential electricity in the “mushrooming of small private business,
which is set up practically in the family-household framework. In this
milieu this fast-growing economic activity can easily operate hidden
from the state registration” (Lacko, 2000, 361). Yet Lackd’s house-
hold electricity approach is not less immune from critiques.

Eilat and Zinnes (2000) adopt the U.S. GDP per unit of electricity
to make estimates for 1995-1997, contributing to extend previous
works referring to the early transformation period up to the mid-
1990s. The starting point is the context that the unreported activity
not only may appear in a household environment, but also takes place
in medium and large firms. A second point is that the shadow activity



Developments in Transition Economies 111

per capita—instead of shadow activity per unit GDP—may lead to
bias in favor of wealthy countries when it is employed empirically as
an explanatory variable. It bears consequences in that the use of the
output declines as a cause variable (it can be related to electricity use)
and it would result in a bias.! Eilat and Zinnes (2000) furthered the
analysis by estimating the extent to which a country has a potential
for an underground activity by relating cause and effect to each other
through the size of the underground economy.

Efficiency in the Use of Electricity

Another aspect claimed in the literature is that power consumption
would move in lockstep with the economic activity, fairly close to
one to one (Dobozi and Pohl, 1995). Such an angle of discussion
dwells on efficiency changes and the varying structure of economy
through time and countries. Johnson, Kaufmann, and Shleifer (1997)
adjusted the specified unitary elasticity in favor of varying elasticity
(i.e., 0.9 for Central European economies, 1.0 for the Baltic region,
1.15 for CIS economies). The comparison of the two variables could
give a valid representation of the generalized trend of the economy
based on the subtraction of the two variables (apart from the addi-
tional criticism that only part of the activities within the underground
economy makes use of energy). In essence, the overall percentage
change of the economy should move in line with the change in power
consumption. Put simply, the growth of the official economy may con-
tinue to be underestimated as long as it is proxied by the rate of
change in the consumption of electricity. This fact would suggest per
se not an adjustment in the elasticity of electricity use per output but
rather a simple underestimation of both the official economy and the
underground economy. Or, as described by Lacké (2000) regarding
recession time, power consumption may diminish not in proportion
to the drop in overall capacity use, thereby suggesting an adjustment
in electricity usage rather than the expansion of the underground
economy.

In order to give the reader a broad picture of this aspect, I report
some data relating to consumption trends in Central and Eastern Eu-
rope for oil, natural gas, coal, nuclear energy, and hydroelectricity
(British Petroleum, 2001).2 Russia possessed about 6.5 percent of
world oil reserves at the end of 2000. Natural gas accounted for some
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38 percent of world reserves, and coal for some 26.5 percent. Regard-
ing the trends of consumption—which are more meaningful from my
viewpoint—the consumption of oil decreased during the period 1990
to 2000 (except in Poland). The consumption of oil especially de-
clined in Russia (—49.5 percent), and in the CIS (-66.4 percent). Con-
cerning natural gas, consumption declined too, except in a few coun-
tries (particularly in the Czech economy) in Central and Eastern
Europe. The consumption of coal declined everywhere in the past de-
cade. In contrast, nuclear energy consumption (measured by million
tonnes oil equivalent) slightly increased in the 1990s. (Noticeable
was a deep decrease in nuclear energy consumption in 1994 and 1995
in the former USSR, and an increase in 2000 by 6.9 percent.) Hydro-
electricity shows a small increase in Central Europe, and a modest
decrease in the former Soviet Union.

The existing various sources of power consumption and their ad-
justable efficient use add some concern to the exact interpretation of
previous literature.

Additional Estimates

In the period 1989-1994, the fall in the GDP and the drop in power
consumption in Central Europe moved in the same direction, except
in the Czech case. Although these economic structures changed re-
markably, power consumption moved downward in line with reported
output. Thus, it could probably imply that a large increase did not oc-
cur in the share of underground economy in total output. In contrast,
in the former Soviet Union, the drop in output and power consump-
tion are inconsistent, so the output collapse was certainly exagger-
ated by official statistics. Thus, three broad pictures of transition can
be made about the data reported in Table 3.3.

First, the estimates do not correspond. Those provided by Kauf-
mann and Kaliberda (1996) point to an unreported economy some-
what smaller in Central Europe in comparison to Lackd’s (1999)
figures. Strikingly different results occur for the Czech economy,
Slovakia, Estonia, Romania, and Belarus. Second, from a more dy-
namic viewpoint, Kaufmann and Kaliberda (1996) calculated that in
selected economies the unreported economy stayed nearly constant
(e.g., Hungary, Slovakia, Estonia, and Romania), whereas in Lackd’s
(1999) only the Czech economy would show a steady parameter
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TABLE 3.3. Estimates of the Underground Economy in the Transition Economies

Kaufmann Eilat

Country and Kaliberda Lackd and Zinnes

1989 1995 1989/1990 1994/1995 1995 1997
Central Europe
Czech Republic 6 1.3 23.0 23.2 24 23
Hungary 27 29 25.1 30.5 38 37
Poland 15.7 126 27.2 25.9 15 NA
Slovakia 6 58 23.0 302 11 NA
Slovenia NA NA NA NA 35 NA
Baltics
Estonia 12 11.8 19.5 37.0 75 71
Latvia 12 353 184 434 38 NA
Lithuania 12 21.6 19.0 47.0 38 NA
Southeast Europe
Albania NA NA NA NA NA NA
Bosnia-Herzegovina NA NA NA NA NA NA
Bulgaria 22.8 36.2 26.1 35.0 44 NA
Croatia NA NA NA 382 31 44
FYR Macedonia NA NA NA 46.5 108 135
Romania 223 19.1 20.9 313 12 24
FR Yugoslavia NA NA NA NA NA NA
CIS—Europe
Belarus 12 19.3 NA 454 28 15
Moldova 12 357 NA NA 127 NA
Russia 12 41.6 NA 392 53 52
Ukraine 12 48.9 NA 53.7 96 128

Sources: Kaufmann and Kaliberda, 1996; Lacko, 1999; Eilat and Zinnes, 2000.
NA = data not available.

(from 23 percent at the end of the 1980s up to 23.2 percent in 1994-
1995). Contrarily, Lackd (1999) reported a large increase for Slo-
vakia, the three Baltic countries, Bulgaria, and Romania. Third, in a
few cases the importance of the shadow economy decreased, such as
in Poland (as in the first two estimates), Estonia, Romania, and
Slovakia (Kaufmann and Kaliberda, 1996) while only in Poland ac-
cording to the estimates furnished by Lacké (1999). It is worth noting
that in another of Lackd’s (1998) works, which is not articulated in
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Table 3.3, the ratio of the underground economy to gross output was
as follows: in 1990 in Poland from 30.8 to 32.8; in 1994 in Hungary
from 26.7 to 31; in the Czech economy from 15.2 in 1991 to 15.4 in
1994; in Slovakia from 11.2 in 1991 to 22.3 in 1994. Finally, Eilat and
Zinnes’ (2000) estimates were particularly sizeable, as for Estonia
(71), Macedonia (135), Moldova (140 for 1996; note that the figure is
not reported in Table 3.3), and Ukraine (128). During the last year of
Eilat and Zinnes’ estimates, 1997, the unreported economy was
trending down only in Poland, Slovakia, the Baltic economies, and
Moldova. Absolutely peculiar estimates occurred in the case of
Kyrgyzstan, where the unreported economy would have contracted to
180 percent for 1997, down from 261 percent in 1995.

THE OTHER SYNDROMES

As a matter of fact, the literature has put much emphasis not only
on explaining the reason underlying the production slump, but also in
dealing with other syndromes that were promptly detected. The col-
lapse of the CMEA’s trading system in 1991, demand shocks due to
attempted macroeconomic stabilization programs, credit tightness,
and supply-side inefficiencies explained the syndromes.

Credit Crunch

Calvo and Coricelli (1992, 1993) advanced the “credit crunch” hy-
pothesis to suppose that the reduced effective availability of credit
to the industry system could have caused a decline in buying addi-
tional inputs. Thus, production contracted in the range of 5.4 percent
to 15 percent. (Calvo and Coricelli [1993] tested the credit crunch hy-
pothesis on a sample of eighty-five branches of Polish industry.)

Calvo and Coricelli’s (1992, 1993) argument depends on govern-
ment credit policy (i.e., the paternalistic government), which was the
unique source of continuous financing to the enterprise sector. After
the initial jump of inflation, the enterprise system experienced a re-
duction of working capital balances, thereby contributing to output
decline (in the style of Schumpeter). Indirectly, enterprises adapted to
a different “paternalistic market” because they were incapable of by-
passing the very primitive nature of the credit market that prevented
them from resorting to inventory reduction or interenterprise borrow-
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ing. Through time, the restrained availability of credit induced enter-
prises to reduce the demand for other enterprises’ output, and there-
fore the crises spread. A less restrictive monetary policy would have
reduced the cost of output losses as well as an alternative macroeco-
nomic policy made up of subsidies to keep inflation under control and
back up the real value of working capital.

However, many economists (see Berg, 1995; Boone and Hgrder,
1998) exhibited empirically that tight credit policies were not respon-
sible for the output decline. Instead they claimed that the likely cause
was an initial shock on the demand side. According to Berg (1995), a
decline in the demand for certain outputs and not a credit syndrome
firmly constrained enterprises to purchase further inputs.

Abel, Siklos, and Székely (1998) looked “dynamically” to a credit
crunch hypothesis in Czechoslovakia, Hungary, and Poland prior to and
after 1992. Although they affirm that data were not informative to fig-
ure out the sources of the phenomenon they found “foremost in Hun-
gary and, to a lesser extent, in Poland, and least evident in Czechoslo-
vakia” (Abel, Siklos, and Székely, 1998, 56) partial evidence of a
credit crunch. Since 1992, this hypothesis has continued to be impor-
tant in Hungary, although the source of the problem has changed (i.e.,
high real interest rates), but it proves less manifest in the other two
economies.

A recent estimate by Bratkowski, Grosfeld, and Rostowski (2000)
is available. They conducted a survey of 281 newly established small
private firms in the Czech Republic, Hungary, and Poland. Although
this analysis moves from the perspective of new firms—Calvo and
Coricelli were looking through the enterprise system in the wake of
transformation—the results show that capital market imperfections,
which were rather able to provide a large amount of financing, did not
constrain the activities of new firms (Rostowski, 1997). Bratkowski,
Grosfeld, and Rostowski (2000) find evidence that loss-making en-
terprises are less certain of getting credit than profitable firms. How-
ever, despite previous views, I cannot altogether refuse the impor-
tance of Calvo and Coricelli’s argument.

Demand, Supply, and the CMEA System

Allow me to continue to analyze alternative views of output de-
cline. The sole CMEA trade dissolution cannot entirely explain the
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observed falls in output, although according to Kornai (1994) it was
the main cause of recession and would have operated “through the in-
ternational trade multiplier, supply bottlenecks, and the terms of trade”
(Mundell, 1997, 98). Contractions of domestic demand through stabi-
lization programs, reforms, political instability, and the disintegration
of the USSR are all key factors (Rosati, 1995).

The behavior of investment (especially in industry and trade)
seems at odds with the perspective that the collapse was caused
exclusively by a shortage of aggregate demand (Rostowski, 1997). Rod-
rik (1992) asserted that the dissolution of the Soviet market and the
CMEA’s collapse explain most of the output loss syndrome. Ellman
(1994b) has attributed some loss to fall in real income and a lack of
export markets that reduced demand. Aggregate demand by consum-
ers, producers, and export sides shrank (e.g., wages, investments, and
the CMEA’s collapse) affected output by as much as a 50 to 60 per-
cent contraction (Haddad, 1998), with the lowest estimate at 5 per-
cent according to Berg (1994). The fall of CMEA alone would have
brought about 20 to 30 percent of the total output decline, and thus
could not probably represent its primary cause. On the whole, Po-
land’s GDP drop in the early 1990s would have been caused “through
demand, in the direct and indirect effects of the decrease in the value
of exports to the CMEA, which was between 2% and 3% of GDP, and
to a lesser extent through disruptions from the loss of price increases
for imports” (Berg, 1995, 110; see, among others, Borensztein, Deme-
kas, and Ostry, 1993; Haddad, 1998; Laski, 1992).

By and large, it is possible to state that the countries highly de-
pendent on CMEA trade arrangements—such as Bulgaria and the
Baltics—were hit by sizeable recessions. A notable exception is
found in the Balkans, where trade and microeconomic distortions of
the kind presented in Table 3.2 were in the early stages of transforma-
tion among the lowest in the Eastern bloc, but this region has suffered
the most, due to its internal social instability.

Moving to a supply-side-type explanation, it must be said that the
composition of the supply radically changed during the first part of
transformation and was strongly differred from the new conditions
(Gomulka, 1998). Also, Bofinger (1993) holds a supply-type account
because, whereas macroeconomic policies would have varied across
countries, the GDP would have fallen in Czechoslovakia, Hungary,
and Poland to a similar extent after 1990. Nevertheless, some care has
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to be taken in interpreting underlying groundwork because resources
were reallocated, thereby implying a fall.

Another preferred explanation of the output fall is related to a lack
of competitiveness of the market (Borensztein, 1993). Losses in the
sphere of competitiveness may come from a highly demanded new
composition in the supply that in the first part of transition was still
not underpinned. Therefore, the real aggregate demand that was not
reduced to the lower level of the aggregate supply resulted in all but a
high inflation environment and a consequent loss of competitiveness.

Kornai (1995) relies both on the impact of prices and foreign trade
liberalizations on aggregate demand, and on the specific product of de-
mand and supply. Similarly, Berg’s (1995) study on Poland’s industry
points to the complexity of the structural adjustment processes, rather
than simply looking at demand and supply adjustments. Berg (1995)
has notably suggested the importance of intersectoral and intrafirm
adjustment and also the performance of factor markets.

Besides, there is another factor to consider. What caused the disin-
tegration of CMEA system? As a matter of fact, by 1988 all major
countries in Central Europe exported to former CMEA associates
much less than 50 percent (i.e., some 25 to 45 percent) of their aggre-
gate export in the previous decades. A synchronized-type upsurge in
trade links with the West followed, to the point that nowadays the
West continues to be the main destination for their exports. Neverthe-
less, according to Winiecki (2000), data would have overstated the
share of intra-CMEA trade since the domestic cost of westward ex-
port had been higher than prices would have shown. Moreover, a re-
orientation in the direction of the markets of the EU and the consum-
ers is explained as a “return to normality in foreign trade” through an
intra-CMEA trade strongly corrected downward, simply because the
enterprise system started to correct the inherited microeconomic dis-
tortions (Winiecki, 2000). Such distortions entailed less demand for
domestic goods and import from other countries that were behaving
in a similar distorted output fashion. Therefore, novelty on the level
of production and the structure of trade out of the new undistorted
framework started to reflect “to a greater extent comparative advan-
tages of each country, rather than supply decisions taken by central
planners” (Winiecki, 2000, 272).
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A Transformation Stress Syndrome: The Mortality Rate

The literature has focused on another posttransformation syn-
drome, the “mortality crisis.” The causes, demographic effects, and
resulting macroeconomic performance were the aspects of analysis.
The change in the mortality rate especially hit Russia and the Euro-
pean republics of USSR, and to a lesser extent or at declining rates
Central Europe. Regarding Russia, the crisis reached its peak in
1994, attenuated in 1995-1998, and worsened again in 1999 and the
first part of 2000.

Shapiro (1995) has advanced the idea, based on statistical data,
that the complexity of the system that arose soon after the implosion
of the Soviet era produced a mass psychological mortality stress,
which was likely to have played the major role in rising mortality
rates and diminishing life expectancy at birth. The hasty and unex-
pected fall of the paternalistic government might have had negative
consequences on the rate of mortality. Data would suggest that an
abrupt and severe economic transition caused the stress (Shkolnikov
etal., 1998). Nevertheless, Shapiro (1995), who first analyzed this as-
pect of transition, explained the likely causes, such as a social crisis
of transformation—the mortality stress—and, to a much lesser ex-
tent, deteriorating health services and living standards or nutritional
deprivation. (See also Eberstadt, 1995, on the pretransition era and
the declining quality of public health in Eastern Europe.) Indeed,
Cornia (1994) emphasized the role played by food deprivation in that
syndrome. While Shapiro did not link it to the abrupt and severe
transformation, she remarked that the gradualist Hungary “has con-
tinued to see its life expectancy slide, while ‘shocked’ Poland has al-
ready had an uneven recovery” (Shapiro, 1995, 169). She added that
“Ukraine, which is one country where everyone can agree there was
no attempt at a ‘big bang,” has suffered a sharp mortality increase,
though not as sharp as Russia’s” (Shapiro, 1995, 169).

However, what did the first part of the 1990s tell us? During the pe-
riod 1992-1994, life expectancy at birth dropped by slightly more
than 6 percent for men and 3 percent for women. By the mid-1990s,
the excess mortality was manifest. About 1.3 to 3 million Russians
died prematurely between 1990 and 1995, mostly men (70 percent)
of working age (Bennett, Bloom, and Ivanov, 1998). Oddly, among
those over sixty, the excess mortality was more associated with fe-
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males. As for 1993—perceived as the “mortality crisis”—an 18.3
percent increase was recorded in the crude death rate, “virtually un-
precedented in modern times in the absence of war or famine” (Sha-
piro, 1995, 151). The life expectancy declined from seventy years to
sixty-five years, but for males, it dropped to fifty-seven years, well
below the life expectancy in industrial countries and in developing
countries as well.

Ellman (1994a) saw in the alcoholism of the population one major
cause of the syndrome—which he termed “katastroika.” Perhaps the
effect of excessive alcohol consumption and binge drinking partially
mediated the mortality stress, but excessive drinking caused the mor-
tality rate to rise (Shkolnikov and Meslé, 1996; Shkolnikov et al.,
1998).

Mortality Rates and Macroeconomic Performance

The literature continued analyzing the Russian experience in light
of its special syndrome. Bloom and Malaney (1998) calculated the
impact of the excess mortality, which disproportionately affected the
less educated. The excess mortality represented up to one-quarter of
total deaths by the worst estimates.

Despite the size of the phenomenon and the demographic effects,
all the same, this mortality had only a small effect upon macroeco-
nomic performance during the period 1990-1995. To explain these
results, Bloom and Malaney added up the single effects of the fall in
life expectancy (corresponding to excess deaths), the decline in total
population growth, the decline in the working-age population, and
the occurrence of high rates of death among men. They distinguished
between the economically active population ages fifteen to forty-five,
and ages forty-five to sixty. Bloom and Malaney (1998) remarked
that the costs of such a syndrome on output growth would have been
well below half a point (0.31). Thus, it made a small contribution to
the decline of per capita income that in fact fell by 9 percent yearly
between 1990 and 1995.

Long-term effects will occur, however. First, Russia could grow
more slowly because the crisis reduced the growth rate of the work-
ing-age population in Russia (Bloom and Malaney, 1998). The Rus-
sian population has been falling since 1992, from nearly 149 million
inhabitants to less than 142 million. The latest data show that over the
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period January-September 2001, the population continued to shrink
at a rate of 6.4/1,000. Corresponding figures for January-September
2000 show a 6.6/1,000 rate of decline. Thus, the speed of population
decline was lower in 2001 than in 2000.2 Second, literature suggests
that life expectancy at birth is a worthy indicator of subsequent eco-
nomic growth, but life expectancy is improving only marginally.
Third, the only positive aspect is, it will dampen the elderly depend-
ency ratio, by decreasing the burden on the public pension scheme
(Bennet, Bloom, and Ivanov, 1998).

In Table 3.4, data compare 1999 to 1995 regarding mortality rates
and life expectancy. The mortality rate fell in all the countries consid-
ered, but the base rate continued to be high when compared with
Western European standards. Only the Czech Republic and Slovenia
ranked high and in line with those standards. As for life expectancy, a
simple increase is detected (except for Romania and Belarus), but
again much below the Western standards. Improvements on the side
of infant mortality occurred, but not as considerably as in OECD
countries. For instance, infant mortality (per 1,000 births) decreased
from thirty-seven to twenty-five in the Eastern bloc between 1970
and 1999, and from forty to thirteen in the OECD countries.

THE TRANSFORMATION UP TO THE END
OF THE 1990s

A first result of the 1990s has been a full reorientation of the output
structure toward services with a contemporaneous shrinking of the
agriculture sector. Agriculture (see Table 3.5) declined in almost all
these economies (except in Bulgaria between 1995 and 1998). Never-
theless, it is still excessive in Albania and Moldova, high and far
above the European rules in southeast Europe and in the four Euro-
pean CIS. In contrast, in Central Europe and in the Baltic region the
weight of agriculture in GDP has declined to a considerable degree.
(Note, however, that the unreported agriculture sector is causing
much concern, especially in Russia.)

The industry value added as percentage of GDP (Table 3.6) is in
most cases above the eurozone average, but presents a nearly general-
ized reduction. A promising even larger small and midsized enter-
prises (SMEs) sector can certainly help the recovery by keeping the
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TABLE 3.4. Mortality Rates and Life Expectancy at Birth, 1999
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Country

Mortality rate under age
5 (per 1,000 live births)

Life expectancy

at birth, in years

Central Europe
Czech Republic
Hungary

Poland

Slovakia
Slovenia

Baltics

Estonia

Latvia

Lithuania
Southeast Europe
Albania
Bosnia-Herzegovina
Bulgaria

Croatia

FYR Macedonia
Romania

FR Yugoslavia
CIS—Europe
Belarus
Moldova

Russia

Ukraine
European Union

5.0
10.0
10.0
10.0

6.0

[9.5]
[12.5]
[15.6]
[13.1]
16.7]

12.0
18.0
12.0

[20]
[19.5]
[16.2]

31.02[37]

18.0 [NA]
17.0 [19]

9.0 [10.4]
17.0 [24.5]
24.0 [26.2]
16.0 [19.4]

14.0 [16.4]
22.0 [27.4]
20.0 [22.7]
17.0 [NA]
5.0° [NA]

74.6 [73.4]
70.6 [69.8]
73.2[71.9]
72.7[72.3]
75.1[73.4]

70.6 [67.8]
69.8 [66.8]
72.1 [69.3]

72.1[71.3]
73.0[72.7]
71.1[70.9]
73.0[72.1]
72.8[71.9]
69.5 [69.5]
72.3[72]

68.4 [68.5]
66.6 [65.7]
65.8 [64.8]
67.3[67.1]
78.0 [77.0]

Source: World Bank,

2001.

Note: Numbers in [ ] are reported figures for 1995.

aFigure is for 1997.
bEurozone countries.

NA = data not available.
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TABLE 3.5. Agriculture Value Added As Percentage of GDP

Country 1995 1998 1999
Central Europe

Czech Republic 5.0 4.8 3.9
Hungary 71 57 NA
Poland 6.0 4.2 3.4
Slovakia 5.3 4.2 4.1

Slovenia 4.6 4.2 3.7
Baltics

Estonia 8.1 6.4 5.8
Latvia 10.8 43 4.0
Lithuania 12.0 10.4 8.8
Southeast Europe

Albania 54.6 54.4 52.6
Bosnia- 24.6 15.8 15.5
Herzegovina

Bulgaria 12.7 18.7 15.1

Croatia 10.7 8.9 8.6
FYR Macedonia 13.2 12.2 11.6
Romania 20.6 15.0 15.5
FR Yugoslavia NA NA NA

CIS—Europe

Belarus 17.7 12.5 12.9
Moldova 33.0 30.5 251

Russia 7.9 5.4 6.6
Ukraine 15.4 14.2 12.8
Eurozone 2.0 2.0 2.0

Source: World Bank, 2001.
NA = data not available.

industry sector’s share high. Another trending difference has been the
greater degree of openness, which can be considered by looking both
at the percentage of trade in goods as percentage of GDP and at the
degree of openness per se calculated as the ratio of export and import
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TABLE 3.6. Industry Value Added As Percentage of GDP

Country 1995 1998 1999
Central Europe

Czech Republic 442 45.3 43.3
Hungary 32.3 33.7 NA
Poland 33.9 31.8 31.2
Slovakia 36.1 31.9 31.6
Slovenia 38.5 38.5 38.4
Baltics

Estonia 29.7 28.1 25.7
Latvia 33.2 30.2 27.6
Lithuania 34.0 32.9 31.8
Southeast Europe

Albania 22.0 24.5 26.0
Bosnia- 27.0 275 26.7
Herzegovina

Bulgaria 31.0 255 23.4
Croatia 34.3 32.4 32.0
FYR Macedonia 325 35.0 35.2
Romania 42.7 36.6 31.0
FR Yugoslavia NA NA NA
CIS—Europe

Belarus 37.5 43.0 421
Moldova 32.2 235 21.6
Russia 39.2 36.4 37.7
Ukraine 42.3 35.4 38.4
Eurozone 28.0 27.0 27.0

Source: World Bank, 2001.
NA = data not available.

of goods and services to GDP (see Table 3.7) and a reorientation of
trade in the direction of the Western club. Concerning trade relation-
ships, data show that import and export relationships are reaching the
levels prevalent in the late 1920s.
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TABLE 3.7. Main Trade Statistics

Trade in goods* High-tech exports** Degree

(1999, as percentage (1999, percentage of openness***
Country of GDP, PPP adjusted)  of manufactured export) (2000)
Central Europe
Czech Republic 416 9.1 150.4
Hungary 46.1 22.7 129.2
Poland 224 2.8 69.3
Slovakia 376 4.5 149.5
Slovenia 58.5 4.1 121.8
Baltics
Estonia 58.5 134 197.3
Latvia 30.7 441 100.1
Lithuania 31.8 1.7 97.4
Southeast Europe
Albania 13.9 0.82 41.30
Bosnia- NA NA 89.6°
Herzegovina
Bulgaria 22.9 4.0° 122.6
Croatia 36.5 8.3 88.8°
FYR Macedonia 33.1 1.92 97.2b
Romania 13.9 35 74.0
FR Yugoslavia NA NA NA
CIS—Europe
Belarus 18.2 35 126.50
Moldova 1.9 45 114.8
Russia 10.6 15.7 74.5
Ukraine 13.6 NA 104.5
European Union 53.0 19,0d 70.5

Source: World Bank, 2001.

*Sums merchandise export and import measured in current U.S. dollars as percentage of GDP,
PPP adjusted.

**Products with high R&D intensity.

***The ratio of export and import of goods and services to GDP.

aFigure refers to 1998.

bFigure refers to 1999.

CFigure refers to 1997.

dEurozone countries.

NA = data not available.
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Yet the level of high-tech products in total manufactured export is
still low according to Western standards, except the notable experi-
ences of Hungary, Russia, Estonia, and Lithuania. In fairness, the po-
sition showed by the latter countries has to be taken with a pinch of
salt because their export is low anyway but relevant when confronting
itas aratio of GDP. Thus, it rather represents only an ample potential-
ity of seizing high-tech in determining a long-lasting growth.

Industrial production, which remains an important component of
some likely recovery, stands in sharp contrast to the level of industrial
output in 1989. The industrial output was, in the year 2000, in many
countries half of what it had been in 1989. Except Hungary (134), Po-
land (131), and Belarus (103), on a base of 100 in 1989, the index
proves very daunting, particularly in the economies not belonging to
Central Europe. Further, the growth in real GDP and industrial pro-
duction in the late 1990s started from a very low index. Thus, a cau-
tion on drawing unquestionable results on the first part of catching up
strategy is founded. That is not to appear pessimistic regarding the
growth, but simply not to exaggerate these positive signs of recovery
if these countries do not set themselves long-term prospects.

The misery index (Table 3.8), constructed as inflation and unem-
ployment minus the growth in real output, is also causing the most
concern because it displays from another perspective the lagging be-
hind of many economies should they produce further economic
growth while maintaining macroeconomic stability.

The Exchange Rate Policy and Other Tales

The responsiveness of the exchange rate to the new transformation
scenario and the choice of the exchange rate regime were other issues
policymakers and advisers began to confront. Whichever the new
system, it would have substituted for the one built around the CMEA
system, when trading and exchange rates were thought to be a mone-
tary and trade system of socialist-type economic integration. A move
toward convertibility was necessary, and Cooper (1997) found that
although the evidence is mixed, the countries that moved quickest to
achieve convertibility have done economically better than those that
pursued more restrictive policies. Thus, Cooper (1997) maintains
that moving rapidly toward convertibility did not have disadvanta-
geous effects.
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TABLE 3.8. Economic Indicators at the End of the 1990s
Real gross Gross fixed
industrial capital
output formation
Real GDP (index, (as percentage Consumer price  The misery
Country growth (%) 1989 = 100) of GDP) inflation (%) index*
Central Europe
Czech Republic 3.1 80.9 27.2 39 9.6
Hungary 5.3 134.5 24.6 9.8 134
Poland 41 131.6 25.3 10.1 21.0
Slovakia 22 85.1 30.0 12.0 27.7
Slovenia 4.9 80.2 26.7 8.9 16.0
Baltics
Estonia 6.4 63.2 235 4.0 492
Latvia 55 46.7 24.6 2.7 5.0
Lithuania 27 372 18.8 1.0 10.9
Southeast Europe
Albania 7.8 29.4 17.02 -0.2 8.9
Bosnia- 13.7 10.5 35.02 46 30.3
Herzegovina
Bulgaria 5.0 441 16.2 10.4 23.3
Croatia 35 57.0 23,08 6.2 25.3b
FYR Macedonia 6.0 474 21.0 6.1 45,0
Romania 2.0 479 18.5 457 54.2
FR Yugoslavia 9.8 39.1 NA 779 94.7b¢
CIS—Europe
Belarus 6.0 103.2 24,0 169.0 165.1
Moldova 1.9 335 22.1a 31.3 31.2
Russia 75 54.2 15.52 208 229
Ukraine 42 57.8 19.84 28.2 28.2
European Union 3.4 125.1d 20.6 2.3 7.2

Sources: IMF, 2001; UN ECE, 2000; World Bank, 2001.
*The misery index is the sum of inflation and unemployment minus the real GDP growth. Author’s calculations
based on figures drawn from IMF (inflation and real GDP growth) and UN ECE (unemployment).

aData refer to 1999, World Bank, 2001.
bUnemployment figures cover only the social sector in agriculture, thus the unemployment rates are biased

upward.

CExcluding Kosovo and Metohia.

dGross industrial output.
NA = data not available.
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Nevertheless, I am not properly concerned with this issue. The ma-
jor concern of my analysis is on the choice of the most beneficial ex-
change rate regime to adopt in transformation and in preparation for
EU membership. A fixed exchange rate regime was thought to be ad-
vantageous because it simply reduces volatility. That is, as long as an
exchange rate system is fixed, it becomes more predictable to have a
better allocation of resources. Furthermore, fixing the exchange rate
does partially exert a positive psychological impact on economic
agents, in that they think the economy has the beneficial effects of a
nominal anchor to monetary policy (Lipton and Sachs, 1990a,b). More-
over, a fixed exchange rate arrangement would make political econ-
omy unresponsive to domestic constraints, and it does not allow ad-
justment in face of the complexity of transformation. A flexible
exchange rate would hold the positive effects of being flexible and
manageable instead, but it introduces volatility in the nominal and
real exchange rate. Furthermore, it was highlighted that a continuing
inflationary gap between the two blocs is incompatible with a “com-
petitive” fixed exchange rate. An exchange rate regime that adopts
broader bands around a target would be a way to bypass the difficulty
of the fixed arrangement.

What was the outcome in the aftermath of transition? The ex-
change rate devalued to varying degrees. An excessive devaluation
induced Portes (1993) to say that this was a serious error in Poland
and former Czechoslovakia. Also, Kaminski, Wang, and Winters
(1996) expressed concern about an undervalued exchange rate, but
instead favored the devaluation Kornai (1995) promoted in his seven-
step shock therapy devised for Russia (Rosati, 1997). At the same
time, devotion to a fixed exchange rate could have undermined, in
face of increasing inflation, the competitiveness of enterprises in the
reorientation of trade. For the Polish case, Winiecki (1993) pointed
out that maintaining a fixed exchange rate from January 1990 until
May 1991 in light of quadrupling prices undermined the country’s
competitiveness. The point raised was that international institutions
shared such a devotion to a fixed exchange rate. An example was the
IMF—actually the literature is often critical of the wisdom of inter-
national institutions—which supported “a fixed exchange rate as part
of the adjustment package” (Winiecki, 1993, 94).
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Alternative Exchange Rate Regimes

Only later did the debate move to prefer alternative exchange rate
regimes. A correct system would have helped to create a certain eco-
nomic environment and policy credibility in order to have a consider-
able effect upon capital inflows too (Dickinson and Mullineux, 1999).
Yet at the same time, the risk of higher inflation rates with respect to
the EU will persist, although inflationary pressures have been re-
duced from very high rates to a much lower level.

Since one could not expect inflation rates to be as low as those in
the EU, an intermediate exchange rate within crawling bands was de-
signed. Still, Winiecki (1993) is a “prudent” innovator of this issue
applied to transformation. He advanced the notion of an exchange
rate benchmark “established by reference to changes in domestic
prices compared with black markets (and later to gray markets) ex-
change rates in the past and the official rate in 1990 and 1991 (Wini-
ecki, 1993, 95). This proves a more flexible management of the ex-
change rate, and Drabek and Brada (1998) favor a flexible approach
to exchange rate management because the crawling peg guarantees
that the real effective exchange rate may be fixed in a way that pre-
serves competitiveness (Fry and Nuti, 1992). Should the crawling
peg work in the proper manner, divergences in inflation and produc-
tivity would be kept within the range and not left to reduce competi-
tiveness.

It follows that a widespread benefit of a crawling peg arrangement
accrues from better trading perspective and yet imposing discipline
on domestic monetary policy. Per se, monetary discipline moderates
inflationary pressures. Nevertheless, supporting the crawling peg by
appropriate fiscal and structural policies is important. But to tell the
truth, credibility lends support to a forward-looking system, and the
achievements of sustainable results cannot accrue if not through a
widespread credible setting. Szapdry and Jakab (1998) argued that as
long as the crawling band exchange rate arrangement is based on the
outcomes accomplished in the balance of payment and inflation, it
produces an improvement on the side of the balance of payment,
trims the inflation rate, and strengthens the credibility of this system.
All of this happened in the Hungarian experience from 1995 to 1997,
which in turn guaranteed fewer exchange rate risks and has also pre-
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vented inflationary expectations. Still, they would have preferred us-
ing a wage policy to achieve credibility.

In Estonia, Lithuania, Bosnia-Herzegovina, and Bulgaria, the adop-
tion of currency board arrangements appears to have brought on mon-
etary stability. It was introduced in the middle of the respective high
inflationary episodes and monetary chaos—in Bosnia-Herzegovina
in the aftermath of domestic hostility—and on IMF advice that this
form of exchange rate arrangement would be the most effective to
manage low inflation, lower interest rates, and establish a credible
macroeconomic framework. Even if the arrangement had proved to
be limiting in domestic adjustment policies, credibility stemming
from this type of commitment would accrue from the “fixing” to an
anchor currency, the implied automatic convertibility, and the long-
term commitment of the system. A tradeoff between fewer adjust-
ment policies and greater credibility in the system would follow.
Although a broad supportive view has been expressed on this special
form of arrangement when applied to transition economies, in Bul-
garia’s case Zloch-Christy (2000b) maintains a pessimistic view on
the ground of retarded reforms in the conduct of monetary policy and
of fiscal policy that turned out to be no more prudent. About Bulgaria,
Gulde (1999) embraced a more favorable position, although not de-
nying the importance of supplementary supporting measures.

Table 3.9 reports data on the real effective exchange rate as for the
year 2000 with respect to 1995. Two Balkan countries (Croatia and
Macedonia) and Russia aside, all the other countries show a real ap-
preciation of the exchange rate. Appreciation is ample for Poland,
Bulgaria, and Ukraine. In addition, data referring to the period 1992-
1997 (the data are not reported in any table) prove meaningful. By
setting 1992 as the base year equal to 100, Bulgaria and the Czech
Republic experienced the two highest appreciations when using the
consumer price index, respectively, 188 and 153. Using the producer
price index, Slovakia and the Czech Republic showed deeper appre-
ciation although it was less pronounced (136).

Trade Patterns and Credibility
Nevertheless, continuous trade pattern changes and evolving trade

relationships with regional and international markets can produce
some difficulties in interpreting unvarying competitiveness, espe-
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TABLE 3.9. Real Effective Exchange Rate, 2000

Country 1995 =100
Central Europe

Czech Republic 114.5
Hungary 109.6
Poland 121.6
Slovakia 109.1
Slovenia NA
Baltics

Estonia NA
Latvia NA
Lithuania NA
Southeast Europe

Albania NA
Bosnia-Herzegovina NA
Bulgaria 120.7
Croatia 99.2
FYR Macedonia 72.7
Romania 1071
FR Yugoslavia NA
CIS—Europe

Belarus NA
Moldova 109.7
Russia 90.5
Ukraine 118.4

Source: IMF, 2001.
NA = data not available.

cially in the first part of the 1990s. All the same, the current campaign
for EU membership, which may lead to quicker eurozone member-
ship, reduces the effectiveness of such a criticism. As a matter of fact,
the exchange rate syndrome does not refer to economic growth per se.
Such a direct link would be partially misleading if not through the in-
direct effect of a large positive one provoked by a strictly fixed ex-
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change rate or a common currency on the volume of trade (Frankel
and Rose, 2000). For instance, Rose (2000) found that a simple re-
duction of exchange rate variability from its average to zero would in-
crease trade by some 13 percent, while the adoption of a single cur-
rency can increase trade flows threefold. Earlier than Rose (2000),
Pugh, Tyrrall, and Tarnawa (1999) argued that trade benefits arising
from the elimination of exchange rate variability by a single currency
will be more secure than those arising from the suppression of ex-
change rate variability in a fixed exchange rate regime prone to cur-
rency crisis.

The syndrome at the very beginning of transition referred to credi-
bility, and in fact the arguments of Rose (2000) and Pugh, Tyrrall, and
Tarnawa (1999) were only partially decisive. To put it directly, the
early syndrome was around the exchange rate arrangement proving
credible to forge the changing trade relationship and the general-
purpose recovery strategy.

Nowadays, the issue is put under a different perspective because
credibility is about adhesion to the EU, and, apart from a controlled
crawling peg arrangement, there is no way to introduce a flexible ex-
change rate. The Eastern club is unequivocally committed to be in-
volved in the EU and EMU. Some of its members are on the way to
EU membership, and after that the road to EMU will be the required
route (although with no official deadline). A course toward EMU is a
better choice because remaining outside would lead to a speculative
attack or undermine the credibility of economic options and cause
constant concern about future exchange rate variability.

Recent Estimates on Trade Specialization

I use the estimates made by Eurostat (Allen, 2001) about the trade
specialization of candidate countries. Specialization measured the
comparative advantage of the thirteen candidate countries in 1999.
According to SITC categories, all transition candidates exhibit some
degree of competitiveness in miscellaneous manufactured articles
that are labor intensive (e.g., SITC 8: furniture, bedding, clothing,
and footwear). In other sectors, a comparative disadvantage was
shown (e.g., SITC 7: machinery and transport equipment), and on
balance they performed appreciably well in terms of crude materials,
except fuels.
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A closer look at the data shows two things. First, countries such as
Hungary enjoyed a competitive position in selected machinery and
transport equipment. Hungary experienced strong competitiveness in
power-generating machinery, office machines, and telecommunica-
tion. Second, it has been calculated that certain countries switched
their position from a comparative disadvantage to an advantageous
one. In a few years, for instance, Hungary moved from an office ma-
chine disadvantage in 1995 to a position of advantage in 1999. A sim-
ilar switch of competitiveness took place in Estonia, the Czech Re-
public, Slovakia, and Slovenia.

The dynamic responsiveness recorded in the Czech Republic,
Slovakia, Slovenia, and Hungary, for instance, explained that FDI
may focus on the primary factor of greater competitiveness displayed
by any single country (e.g., young and skilled labor supply, lower
wage rates than those in neighboring Western countries) to invest not
only in the miscellaneous manufactured articles industry. What is
more, the Eastern club may also become a competitive area for capi-
tal-intensive manufactured products. That is, larger inflow of FDI can
increase the productivity of the system, extend the scope of produc-
tion, and help the restructuring policy. If there were combinations of
macroeconomic stability and government incentives of the kind de-
scribed in the next chapters, foreigners could pump more capital into
this club. Overall, there are many benefits to be gained from FDI, and
they do not pose a threat to these countries’ national sovereignty.

Restructuring, Privatization, and the Extent
of the Big-Bang Approach

At the beginning of transformation, specialists and “inexperienced”
experts began to be concerned about proper timing and depth. The so-
called Holy Trinity approach supervised liberalization, stabilization,
and privatization. At the time of the collapsed paternalistic regime, a
more comprehensive program was pointed to.

The first canonical credo was the “big-bang” approach (see Boren-
sztein and Kumar, 1991; Blanchard et al., 1991; Calvo and Frenkel,
1991; Klaus, 1990; Lipton and Sachs, 1990a,b). They intended an
abrupt change as a way to get rid of the worthless “social wealth” in-
herited from the past (see Blanchard et al., 1991) and the heavy and
ineffective industrial enterprise system, almost all state owned. A
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proper plan for a sequence of actions was not felt compelling then, be-
cause these restructuring and privatization policies would have taken
place in a very short period (Kornai, 1995) and all reforms would
have been brought forward contemporaneously. The process of re-
structuring the vast SOE system would be left to new private owners,
if political constraints did not retard privatization (Roland, 1994).
The public sector was not thought to be able to do it at any time.

However, events developed somewhat unexpectedly, in that differ-
ing domestic situations led to unsatisfactory outcomes. The recovery
did not take form in many countries and the syndromes characterized
most of them. Social troubles appeared in the aftermath of abandon-
ing the paternalistic government, and moving at once from a national-
ized state ownership to competition proved a cumbersome exercise
given downsizing and a resort to subtle temporary transfers (see also
Boeri, 1994; Burda, 1995; Jasinski and Ross, 1999).

A call for a less hasty approach to manage this process and to put
restructuring ahead of privatization emerged soon in the literature
(Bruno, 1992; Carlin and Mayer, 1992; Marinov, Marinova, and
Watts, 1998; Newbery, 1991; Nuti and Portes, 1993; Portes, 1994). It
was a gradualist approach, and thereupon the analytic thinking of a
profound microeconomic restructuring along with the proper se-
quencing of choices took the scene. Together with restructuring and
sequencing, the third issue of analysis was the speed with which tran-
sition was steered. These two are interconnected and should have fol-
lowed a credible change in order to have a “minimum bang” (Portes,
1994).

As said earlier, a strong aspect of this process was the privatization
of SOEs—almost large enterprises—that were inefficient and hard to
sell. Privatization would have started from the industries where the
increase in effectiveness was the greatest, and ‘“Poland was a clear ex-
ample of such privatization” (Balcerowicz, 1998, 183). As a whole,
privatization resulted in a slow process. What were the factors behind
such slowness? Balcerowicz (1998) gave a clear explanation, on the
bases of the “mundane” but useful tools of demand and supply. On
the demand side, privatization was made to depend on the price (i.e.,
the cost of the enterprise). In the hypothesis of a free distribution, the
price falls to zero and demand goes to infinity. On the supply-side,
various bottlenecks such as incentives, organization and procedures,
legal obstacles, and unclear ownership status held up the process. It
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could partially be overcome by increasing rights and benefits for
workers, who play an important role in shaping demand and supply.
Perhaps the absence of a coherent supply side policy represented the
main obstacle to privatization, but also, political uncertainty and
scarce credibility together have exacerbated the necessarily difficult
process.

Instituting gradualism demands sequencing, but to do so with speed
and effectiveness is not an easy task. It follows logically that there
was on one side the risk of giving up the quality of privatization for
the sake of its speed (Balcerowicz, 1998), and on the other side to un-
dertake a much more gradual process of reforms that may be lacking
in credibility (Arrow, 2000). Arrow (2000) recommends a gradual
approach, starting from a rapid entry of private entrepreneurs into
commerce and light industry, followed by the gradual privatization of
the more capital-intensive industries. Although Andreff (1998) pointed
to a transition carried out at a pace accepted by most of the population
“probably slower than the programmes announced in the last four
years” (Andreff, 1998, 159) as a better device, Arrow (2000) contin-
ues to prefer a government remaining in charge of restructuring legal
and financial institutions and in the management of declining indus-
tries. On the contrary, Kornai (1995) and Lipton and Sachs (1990a,b)
were in favor of shock-reform, proposing shock therapies for Russia
and Poland, respectively, making use of some demanding steps.

FROM THE 1990s TO AN ECONOMY
WITHOUT SYNDROMES

The transformation during the 1990s did not run as smoothly as
many advisers thought. The development of economic and social re-
actions were not without upheavals, and many syndromes character-
ized a dozen years of political transition and economic options. Do-
mestic production, per capita income, and external imbalances and
social outcomes changed for the worse in certain cases, exacerbating
problems for the whole decade. New trade relationships in the Euro-
pean scenario and the contemporaneous reorientation of economic
and political ties toward Western Europe were the common outcomes
of what has been formally named the return to normality in foreign
trade (Winiecki, 2000). It would have corrected past microeconomic
distortions and introduced new political and institutional dimensions.
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These economies held up in the past with paternalistic full employ-
ment, scarce knowledge of competition, and repressed inflation. Be-
sides, a “postpaternalistic” unemployment showed up and brought
about the need to counteract unemployment and falls in other social
indicators. Meanwhile, social outcomes aggravated the syndromes.
A partial absence of adequate supportive policies, social mecha-
nisms, and misguided recommendations were not kept within domes-
tic affairs; they reinforced critical views in this chapter. According to
73k (1999), there has been an inability to use endogenous political
capital too.

Many economists exert pressure on domestic players to forestall
inflationary episodes, and to give much attention to macroeconomic
stabilization. But this was not regularly experienced throughout the
Eastern club. Nevertheless, despite the very recent positive trends in
domestic output, industrial production, and real productivity, we are
sometimes far from having established a scenario with which the
transition economies can socially live. In the 1990s, expectations of
income higher than that of the 1980s were common and diverted re-
sources in a way that backed up the reorientation of trade and con-
sumers’ attitudes and preferences. The majority of specialists on the
region expected an overwhelming acceleration of main economic and
social aggregates by the mid-1990s. In contrast, [ am not aware that
this is happening yet in many economies. In light of rising prices and
worsening external imbalances, a proper reaction to a slowdown in
economic performance would have promoted a strong signal of fa-
vorable expectations.

A central problem of these economies was that they did not de-
velop a well-founded institutional setting and properly adjusted polit-
ical economies. I devote the next chapter to the propositions made by
different schools of thought on the importance of demand and supply
interplay and the dominance of a forward-looking policy in securing
the pace and direction of enduring recovery. Only a balanced inter-
play of demand and supply policies can ensure a credible foundation
for the European improvement.






Chapter 4

The Political Economy of Keynes,
Schumpeter, and the Supply-Siders

INTRODUCTION

Many Western observers trusted that convergence on pretransition
GDP levels was a meaningful indicator of medium-term success of
economic transformation in centrally planned economies. Long-term
success would be the fulfillment of a strategy to catch up to the West-
ern club’s income level. These were the two time targets facing the
transformation experts, of which the first is not yet homogeneously
achieved while the second is far-off, and countless further efforts are
needed. Nevertheless, I try to look on the bright side of the question
and the debate surrounding medium- and long-term strategies that are
worth adopting.

Although Eastern European economies are showing real economic
growth—it was sensible in 2000—the levels of GDP and of industrial
production are lower than they were at the outset of the 1990s (see Ta-
bles 3.1 and 3.8). There are obviously constructive exceptions. Every
country let a process of transforming the economic infrastructures
begin. The increase of the services sector in GDP has hastened, and a
significant decrease of the agriculture sector was recorded too. More-
over, the number of old-fashioned heavy industries was drastically
reduced, most of them underwent profound restructuring, and new
SMEs appeared. The influence of the unreported economy on the
whole economy was another angle of analysis (see Table 3.3).

All these facets are being combined with the significant opportuni-
ties that FDI may exert on lasting recovery. Still, in a pure economic
perspective, a debated problem is the most comprehensive set of poli-
cies capable to maximize production, improve citizens’ income, and
to procure them a positive outlook.

137
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In the meantime, the Eastern club is continuing to adopt a strategy
of conservative political economy under the pressure of international
economic organizations. These advised macroeconomic policies may
continue to come at a cost when strictly sticking to Western principles
or what the literature calls the Washington consensus. It was in fact
the political economy designed for the Latin American countries in
the 1980s and soon adopted in the transformation in East-Central Eu-
rope. The orthodoxy became a determined benchmark for IMF, World
Bank, economic specialists, and for certain domestic political and
economic circles. Their economic strategy was decidedly built upon
orthodoxy.

An Overview

The transformation in Central and Eastern Europe faced the dou-
ble task of setting up profound structural change and achieving mac-
roeconomic stability. The twelve years of economic reforms under-
pinned the efforts to create Western-type market economies but did
not preclude a sustained fall in measured output. Nevertheless, this
period has also grossly affected many other factors, such as the levels
of gross investment and external competitiveness. Domestic gross in-
vestments will not be enough to guarantee a lengthy boost in recovery
unless endorsed by sizeable flows of FDI. This aspect occurs irre-
spective of one country’s external competitiveness, which is nowa-
days a characteristic of defined productive sectors (see Chapter 3).
Meanwhile, these countries cannot take larger and uninterrupted in-
flows of foreign investment for granted. Struggles for competitive-
ness and a continuous rearrangement of domestic production along
international trends need to be continuously enforced.

Actually, large margins of GDP growth were estimated at the be-
ginning of the 1990s. For instance, Black and Moersch’s (1997) work
on Central Europe estimated the growth of income production over
the period 1992-2002, under the two alternative hypotheses of guar-
anteed full employment at the expense of efficiency, and full employ-
ment together with efficiency. Under the first hypothesis, income
would grow only by about 3 percent over that period, whereas effi-
ciency and full employment would permit a growth up to 132 percent.
As a matter of fact, efficiency is not simple to achieve. In contrast, re-
duced flows of investment took place earlier in the transformation,



The Political Economy of Keynes, Schumpeter, and the Supply-Siders 139

which led to the decline in the quality of infrastructures in the social
sector. In part, this resembles a Schumpeterian economic decline
(Kornai, 1994) and the nonexistence supply response (Mundell, 1997).
This fact pressed for increasing the investment component of govern-
ment spending in order to overcome the recession (Gomulka, 1998).

The Major Long-Term Objectives

As T articulated earlier, the long-term objectives of transformation
plans were to reach living standards comparable to those in the West-
ern club. This endeavor has been set up in three steps. The first step
was to restore the Western club as the main trading partner of the East-
ern club. In the second step, the Eastern club set authoritative guide-
lines—although sometimes contradictory to a correct balance be-
tween recovery and social sustainability—to qualify to join the EU.
The third step concerns the need for restructuring and adopting new
technologies, thus opening the way for sustained growth in the popu-
lation’s income and for standing comparison with the West’s funda-
mentals. Raising the level of per capita GDP in the long term requires
a broad set of policy choices, including government expenditures that
emphasize fixed capital accumulation and infrastructures. The East-
ern club’s members have already achieved the first step, and their ef-
forts are even on an incremental path. The second step is within reach
of many of them, although the membership criteria have not been de-
fined yet, apart from the acquis communautaire. The third step is
more complex to devise and implement, but without the proper com-
bination of policies it has little chance of success.

The Interlocking of Markets

In order to establish the much-demanded recovery, the necessary
ambitious program should have been based on a sound economic
strategy to spur structural reforms (Portes, 1993). Because the chance
of successful fast-track transformation was missed, the situation now
requires a combination of sound policies, such as the encouragement
of rapid accumulation of savings, an extended use of highly educated
population, copious capital investment, healthy Western-style bank-
ing and public sectors, an open policy toward FDI, and an increase of
labor productivity through the adoption of foreign technologies. Sound



140 ECONOMIC DYNAMICS IN TRANSITIONAL ECONOMIES

policies took place, although partially, as developments show, but
generalized innovative advancements are certainly conceivable.

Nevertheless, there is unquestionable evidence that these econo-
mies have already undergone major structural breaks since the years
in which the state sector played a full-scale role in production and
employment management. The evidence follows the widely recog-
nized view that the reforms would have been inadequate. Indeed, they
were satisfactory in principle, but now these reforms need to go fur-
ther and provide an anchor for a long-term rationale.

Win Further Investors’ Confidence

Even so, in order to win further investors’ confidence, the Eastern
club should support the interlocking of domestic markets with the in-
ternational economy by identifying initiatives to encourage fresh in-
flows of foreign investment, improve services, and restructure the
productive sector including much use of investment opportunities,
which have the potential to raise the low levels of capital efficiency.
(For the specific Russian case, see also Tikhomirov, 2000; for the
Central Europe case, see Hunya, 2000.) Black and Moersch (1997)
have calculated for Bulgaria, former Czechoslovakia, Hungary, Po-
land, and Romania that on average their productive capabilities in
1992 were much below the Western club, one-fourth in comparison
to Western labor productivity and slightly less than two-thirds for
capital efficiency.! Such a radical change would require a signifi-
cantly robust active state policy, efficient management, and intensive
use of all available resources.

Shortages and Types of Disequilibrium

In order to understand the transformation fully, it is necessary to
recall the pillars on which the centrally planned system worked for a
long time. It had two economic features: repressed inflation that led
to long lines and shortages, and productive sectors predetermined
along heavy industries. These resulted in inefficiencies and distor-
tions. The CMEA trade arrangements also produced further distor-
tions.

Two economic interpretations describe these features. One inter-
pretation is the standard Kornai-type shortage. The other is a non-
Walrasian rationing equilibrium (see Davis and Charemza, 1989). In
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this situation in Kornai’s style, the intimate mechanism of paternalis-
tic government causes inadequacy on the supply side. In the non-
Walrasian rationing equilibrium, the shortage lies with an excess de-
mand that can be eliminated through stabilization programs. Thus,
the difference between the case of excess demand and the case of
shortage is that in “the latter the problem cannot be cured by either re-
stricting the demand or by enforcing standard adjustment and stabili-
zation policies” (Andreff, 1998, 157). An excess demand associated
with the negation of market prices of paternalistic governments pro-
duced budget deficits, soft constraints on enterprises, relaxation of
monetary policies, and wage push pressures in the state sector.

Whatever the type of disequilibrium, at the beginning of the trans-
formation these economies witnessed a rapid shift to rigid offsetting
demand and supply policies. They suffered to the highest degree and
recorded large slumps in major economic and social indicators. In ab-
sence of a specific support for supply-side policies, they underwent
excess demand and rising inflation rates instead. No one who belongs
to the international organizations involved in Europe or the many in-
dependent consultants has recognized that a firmly managed inter-
play of demand and supply was optimal. To tell the truth, it would
have been optimal for economic well-being and would have pre-
vented, too, part of the crises from arising. Such interplay will be cru-
cial in the future, and this cannot be well managed before having de-
termined final tasks and figured out available capabilities.

Also, the Chinese can teach us something. The post-open door
policy was not associated with fiscal reform and careful demand
management (Hussain and Stern, 1991). This led in the 1980s to ex-
cess demand, budget deficits, and trade imbalances. But in the Chi-
nese experience, industrial production increased fourfold in the 1990s,
whereas in the Eastern club it decreased, or increased to some extent
as in Hungary and Poland.

Whether to give new consideration to the demand and supply per-
spective or not is a matter of understanding market functioning. As
for the Eastern club, the move from a paternalistic system to a free-
based, market-oriented policy has also produced an inflationary spi-
ral, which led to the decline in the level of social infrastructures and
affected the distribution of income. The distribution of income would
have ignited some preexisting inflationary pressures too (Andreff,
1994).
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It must be said that potential policies received much criticism.
Some experts on the region wished to accelerate on the demand side;
others preferred a more supply-side-oriented approach. Hiither (1998)
recalls that Germany’s council of experts has definitely argued since
the beginning of the unification process in favor of a supply-type
cure. In contrast, many different positions in the literature considered
a supply response as simply unattainable (Klaus, 1990), an efficient
government demand as an impractical “fine tuning” that cannot
achieve anything (Aslund, 1994). That is, many experts maintain that
credibility takes shape from orthodoxy. I attempt to prove that this
type of criticism is ungrounded when applied to the transition politi-
cal economy, and rather rigid compliance with Western rules may be
quite questionable.

Equal Importance to Demand and Supply

In light of the experiences in East-Central Europe and China, the
approach to demand and supply disequilibrium deserves equal im-
portance, as | will try to substantiate in the next sections, thereby ad-
vancing a set of political economy strategies that would have done
better (Sergi, 1993b, 1997, 1998c, 2000). In contrast to a few ortho-
dox rules of conduct, there is an alternative rationale for setting up a
multiple-goal strategy in the formulation of a transitional political
economy. In my judgment, such a rationale applies more strongly to
the economies in Eastern Europe than to other developing economies
of Latin America that conformed to the Washington consensus.
While I contended in the first chapter that some literature reckons a
formal analysis of little importance, I also noted that it is crucial not
to export Western models to the East ex abrupto, then apply them to
whatever is the national state of affairs. This practice proved to be ill-
timed. It followed that economic specialists failed to balance the so-
cial needs arising from the no longer active paternalistic governments
with the concrete capacity to tolerate profound economic, political,
and institutional reactions.

 Istrongly support a campaign for investment that will accelerate
a supply response. Public intervention for infrastructural and
high-risk investments is microeconomic in nature and must be
channeled under a supply-side perspective.
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It could result that policymakers can accomplish an enhanced
demand direction too.

* A reformulated economic strategy may directly foster all sources
of investment, and it indirectly facilitates the exploitation of fur-
ther FDI. However, credibility and stability have to be created
first, reinforcing each other in this way. Thus, it is quite mislead-
ing to show that it is a mere tradeoff or choice between a sys-
tem’s efficiency and a more courageous employment strategy.

» Nevertheless, investment policies still need to be carefully tar-
geted in order not to overcharge the economy.

No Budget Deficits?

The aspects just discussed serve to address important issues re-
lated to the need for fiscal stability in transformation economies, par-
ticularly such issues as whether and to what extent expansionary fis-
cal policies fit into this picture. This aspect would expand what was
reported in Chapter 1, where the popular view about zero inflation
and strictly balanced government budgets that would be the best
guidelines of macroeconomic stability progress was formalized.

Concerning inflation and deficit aspects, how may I explain some
opposing viewpoints? Wise central bankers should set for themselves
plausible monetary targets, while fiscal deficit constraints are re-
placed by a debt-to-GDP ratio policy. Rather than taking up precon-
ceived economic ideas as many experts do, which may look feasible
on paper but sometimes fail when they are applied to concrete cases,
Eastern reformers have to solve a comprehensive array of problems,
which may involve a limited budget deficit. In my view, to reach last-
ing recovery, the fiscal policy strategy, as part of a multiple-goal
strategy, should hinge on a simple budget principle of observing a
constant ratio between government debt and GDP.

Next I deal with the private and public sources of investment and a
wide array of their incentives.

PROVOKING A SUPPLY RESPONSE

Regarding my suggested active political economy, I would like to
comment on one part of the literature and the international institu-
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tions’ fears, and in so doing address in a more pragmatic way the
questions posed earlier in the chapter.

A reference to Klaus’s (1990) paper is indicative. He is a Czech
economist who was also the prime minister of his country in the mid-
1990s. Klaus (1990) has argued that even if the major challenges for
the reform process are microeconomic in nature, which everybody
agrees upon, it is essential that a sound macroeconomic policy should
be carried out for the success of the reform process. Klaus (1990) fa-
vored a shock therapy—of the type adopted in Poland by Balcero-
wicz—in that restrictive and not expansionary monetary and fiscal
policies were the natural preconditions for successful reforms. In
fact, other views in the literature (see, among others, Bruno and East-
erly, 1998) also maintain in the same spirit that macroeconomic sta-
bility is a must for economy recovery.

Yet the decisive aspect of Klaus’s (1990) opinion was that in struc-
turally rigid and deficient economies, expansionary policies cannot
provoke a positive supply response. In practice, it was felt that active
political economies were not helpful to the economy’s enhancement
because a government deficit would have driven the economy to an
inflationary setting. In turn, unbalanced policies would have raised
macroeconomic and microeconomic deficiencies above the prevail-
ing levels of those days. I contend that this perspective of inflation
and deficiencies is unfounded theoretically, unproved empirically
when applied to transformation economies, uneffective in economic
growth, and absolutely not adequate to bring forth a forward-looking
system.

Partial support of a new approach came by the early 1990s, how-
ever. Kornai (1993) interpreted the Hungarian developments as par-
tially Keynesian. Mundell (1997) took a step further and said that it
was important to create the preconditions for an energetic supply re-
sponse and that the “main cause of the slow (or nonexistent) supply
response was the lack of infrastructure and appropriate government
policies” (Mundell, 1997, 98). However, many political economy
scholars shared Klaus’s position and regarded an unorthodox politi-
cal economy with disfavor.

Fiscal Policy and Innovative Entrepreneurs

Apart from some recent literature that suggests a revaluation of the
supply-side response, analyses of the current state of public finance
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stimulate the view that transition governments may logically follow a
less rigid fiscal policy. Although policymaking has shown a firm
commitment to rigid policies, the differing views of Schumpeter and
Keynes on economic development and Galbraith’s “affluent society”
theory—in the proper aspect that touches on the poor state of public
infrastructures—serve my purpose.

I shift my attention away from the quarrel about the engine of
growth that arises from either the accumulation of physical capital or
domestic and international innovation. At the same time, I do not
want to discuss the main criticisms made of Keynes’ (1936) and
Schumpeter’s (1934, 1939, 1942, 1954) theories because they go
well beyond the scope of this book. As for Keynes, he seems to have
based hypotheses on public expenditures that may partially result in
inefficiency. This is not always true; therefore transition governments
ought to target public investment expenditures as efficiently as possi-
ble. As for the Schumpeterian view (1942) of socialism—as replac-
ing the “decaying” capitalistic society—it is showing up in the long
term as outdated. In fact, capitalism and global interplay are regain-
ing fresh impulses. The technological dynamism of rich economies is
not producing temporary monopolies, and the capitalist process is not
destroying its own institutions.

What interests me in Keynes’ and Schumpeter’s views are the pure
theories of fiscal policy and the innovation of creative entrepreneurs,
respectively. Concerning the Schumpeterian “invention,” in his 1939
book he expressed no interest in the determinants of exogenous in-
ventive activity, although in the 1942 work he argued that in modern
enterprises inventive capacity was actually made endogenous. (On
the Schumpeterian inventive capacity and also on his vast production,
see Rosenberg, 2000.) I hold that Keynesian teaching may support
the Schumpeterian theory of capitalist capacity to develop innovative
investment and new technology, new commodities, new sources of
supply, and new types of organization—which means, innovative in-
vestments that go beyond a simple technological aspect (Rosenberg,
2000; Schumpeter, 1942).

Therefore, my broad and theoretical approach is based on Schump-
eterian microeconomics, which is dynamically evolutionary and endo-
genous, and Keynesian macroeconomics, which is static and exoge-
nous. The supply-side economics merge with my broad and theoretical
approach that does not deny the importance of an increase in aggre-
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gate demand through stabilization policies. It is also microeconomic
in nature and does not deny an important role to governments—na-
tional and the EU—through investment and education.

The Dynamics of Schumpeter’s Capitalism

Although projecting the dynamics of capitalism, Schumpeter seems
to have been motivated primarily by a desire to discredit Keynes’ and
Hansen’s views of market saturation and to downgrade the role of
nonstate investment opportunities. In Keynes’ view, only exogenous
forces (e.g., government expenditures) can pull the economy out of
crisis. At odds with the neoclassical view, which deemed consumers
to be the sovereigns of the market, Schumpeter drew attention to the
significance of development being endogenously generated by per-
manent innovative monopolists. In this setting, profit boosted incen-
tives and technological change by allowing capitalism to overcome
the crisis.

It is in this respect that Schumpeter also advanced the most con-
vincing argument for the adoption of new technologies. He worked
out a theory of economic growth as a cyclical process that fluctuates
around the degree of innovation and the new methods of production
and organization that, in turn, spread throughout the economy. An
economy without innovation would fall in a situation of absolutely no
net economic growth. It needs noting that Schumpeter also believed
that a capitalistic society is doomed because of growing social con-
tradictions, despite continuously driving the system to industrial in-
novation. Thus, this theory differs from Marx’s economic decline of
capitalism. According to Schumpeter, innovative competition among
capitalists has to be intense and allow them to adopt new technolo-
gies, new products, and to upgrade manufactured goods in response
to international competitiveness. Putting this strategy into this book’s
transformation viewpoint, production may rely upon an extensive use
of R&D expenditures within special economic zones (SEZs).

Without going into the subject in depth any further, it is worth say-
ing that I am absolutely convinced that private property rights and
private ownership are consistent with efficiency in resource use and
Schumpeterian innovations. Nevertheless, it is no less important that
sizeable specific government policies support the incentives, man-
ageable under public finance pragmatism and aggressive in macro-
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economic terms. Supply-side policies promoting competition and
better factor market functioning can benefit a growing share of SMEs
and keep recovery proceeding (see also Jasinski and Ross, 1999).

RECOVERY PERSISTENCE

On a very broad level, GDP changes with the available level of in-
puts (i.e., land, labor, and capital) plus the particular accessible tech-
nology to transform these inputs into production. In order for GDP to
grow, the available inputs should grow as well as the efficiency of
production. In turn, growth in the labor force will positively depend
on the rate of population growth—which has been flat since the
1980s—and on the employment rate, which perhaps cannot reach the
overemployment rates of the paternalistic governments.

In this broad picture, land and labor supply have a very limited po-
tential for boosting domestic output growth. Rather, the labor supply
may become a critical variable in that part of the working population
that may migrate to the inner labor markets of the Western club. Thus,
the role of capital formation and achievement of higher production
efficiency becomes extremely important. The exploitation of any under-
utilized inputs is necessary for a smooth transformation, and then
policymakers have to improve the efficiency of production continu-
ously to stand a comparison in innovation and productivity advance-
ment with the Western club. In other words, increased volumes of
capital invested in new technology, education, and infrastructures are
the key components of bringing about rapid GDP growth.

It is to this end that capital has to serve to improve efficiency and
provoke a supply response, in turn reinforcing my innovative ap-
proach. The competition in the domestic and international markets,
which involves basic and financial services, the productive areas al-
ready privatized, and technological advancements, may present tran-
sition economies with a challenge that can be transformed into more
competitiveness to attract foreign investors.

* The spread of information technologies also makes it signifi-
cantly easier for foreign companies to relocate part of produc-
tion or even some of their office functions to these lower cost
zones.
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* This club has an attractive geographical position westward and
southward (i.e., the Asian markets), generous labor markets,
and favorable investment climates.

* Indeed, under conditions of economic and political stability, the
Eastern club would be comparatively more competitive than the
Western club.

Deregulation and Tightness

These requirements, combined with Western pressures, have al-
ready squeezed state controls over labor markets and price systems.
More significantly, reformers have initiated a massive restructuring
of low-profit SOEs and carried out deregulation of command princi-
ples through staging selling-off programs.

The form of privatization has differed across countries, however.
To give a few examples, it followed a voucher-based process in the
former Czechoslovakia and Lithuania, a commercialization process
in Poland, and simply the offering to the highest bidders in Hungary.
(See Table 5.1, which shows data on the growing private sector. It in
fact gives only a partial account of the privatization process because
several enterprises—especially in the services sector—are not in the
outcomes of privatization.)

The Orthodoxy of Privatization

The orthodoxy of privatization was based on a premise that the re-
moval of all existing microeconomic and macroeconomic deficien-
cies could channel the economy into a faster growth path. However,
because of this orthodoxy, the labor market became greatly strained
by the growing rate of unemployment. In the early 1990s, this gap
was growing rapidly in all parts of the Eastern club because the con-
tinuous decline of the state sector was not fully matched by the in-
crease of the private economy. It took time before the new job open-
ings could partially fill the gaps.

Even so, by the mid-1990s the earlier reforms began to pay off,
particularly within some parts of Central Europe which are now
showing a generous economic performance. Regardless of the posi-
tive signs, the sustainability of the recovery and its tempo still remain
unpredictable. Governments are simply trying to stabilize the abso-
lute stock of public debt (i.e., keeping deficits down to nil) instead of
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stabilizing its relative level in terms of GDP. Very few explanations
were given on the specific reasons behind this orthodox strategy. This
broad strategy is causing concern about prospects for the conduct of
tight political economies, although the possibilities of expanding fis-
cal policy raise certain questions about whether there was a place for
austerity in fiscal policies. My analysis of Keynes, Schumpeter, and
supply-siders combining in a way to form the political economy of
transformation not only revives an old debate about the role and
place of a budget deficit in stimulating economic growth, but also
could explain why current public finances may continue to be explic-
itly supportive of recovering.

On the side of monetary policy, central banks have an inclination
to become uneasy when governments talk about confronting unem-
ployment and entering into negotiations with trade unions. Central
bankers demand a rigid mix of expenditure cuts and tax increases be-
cause they are sensitive to the danger that deficit spending may affect
debt and crowd out some on private investment. They are hostile to
any idea of larger public deficits, but they do not consider what the
impact of a less rigid fiscal policy could be. In a continuing phase of
economic transition, any question of whether an increase in public
sector borrowing would be harmful to the economic well-being should
take into account many domestic factors and international competi-
tiveness. I have a dislike for applying a single economic theory which
says that prior deficit is always a government impediment.

Searching for a Strategic Eastern Stability and Growth Pact

The previous analysis formally began another angle of discussion.
The debt-to-GDP ratio decreases as long as nominal GDP increases
and the stock of debt remains constant in absolute terms. A falling
debt-to-GDP ratio is also assured as long as the nominal GDP growth
is greater than the debt growth. In many countries of the Eastern club,
the rates of inflation of past years easily outperformed the growth of
real GDP. It follows that governments could embark on reducing the
relative amount of debt by means of inflation. Although nowadays in-
flation is below a one-digit rate (with a few exceptions), this does not
weaken my point; indeed, government preferences on budget laws
may easily prohibit the existing incentives to produce a deficit.
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In this situation, one component of channeled public investment,
which I mentioned earlier, becomes increasingly important. It is
based on a few simple principles.

» A government is permitted (through an Eastern SGP) to set the
level of deficits above 0 percent while keeping a constant debt-
to-GDP ratio. In other words, the government would run a defi-
cit, but in so doing it has to prevent the ratio of debt to GDP from
rising above a certain level, which is considered optimal from a
long-term viewpoint.

» The optimal long-term critical level ought to be the Maastricht
60 percent.

* This strategic Eastern SGP is neither incoherent because it is an
essential element of a strategic policy nor a major obstacle to
stability because, according to this approach, the level of defi-
cits has to be quantified each year enough to leave the debt-to-
GDP ratio unchanged.

The Strategy of Active Deficits

It still remains to explain why a strategy of “active deficits” (Sergi,
1997) is compatible first with a policy oriented toward the stabiliza-
tion of the degree of domestic debt, then with the capability to gener-
ate an energetic supply response, and a “manageable” demand side.
Quantifying a k-active deficit rule will also be important. My Key-
nesian type of public expenditures and losses of revenue should sum
up to sustainable “equilibria deficits” as schematized in the following
illustration, under two hypotheses of nominal GDP growth (i.e., 5 per-
cent and 10 percent) and domestic debt to GDP (i.e., 10 percent and
50 percent):

Nominal GDP growth
Domestic debt-to-GDP ratio 5 percent 10 percent
10 percent 0.47 percent | 0.90 percent

50 percent 2.38 percent | 4.54 percent
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Let us suppose that a country has a 10 percent level of indebted-
ness and that it records a 10 percent increase in nominal income,
while policymakers consider it optimal to maintain the current debt-
to-GDP ratio. This will render a deficit as high as 0.90 percent of
GDP sustainable. Should the debt-to-GDP ratio be 50 percent and un-
der the same nominal income growth hypothesis (10 percent), the
deficit of equilibrium will be as high as 4.54 percent. Most of the
Eastern club is currently showing manageable domestic public debt
compared with those prevailing in the Western club, and high nomi-
nal GDP growth rates, which means that in these countries a maneu-
vering space for pursuing a policy of active deficits does really exist.

Since the main aim for maintaining sound public finances is to
keep a sustainable and constant level of domestic indebtedness, eas-
ing the fiscal squeeze to a certain degree is therefore possible while
keeping government debt stable and macroeconomic stability guar-
anteed.

Strategic Macroeconomic Policy versus Pure Keynesianism

The other two aspects introduced earlier are the capability to gen-
erate a supply response and to well manage the demand side. A way
to judge the proposed deficit policy rule in terms of supply response
is to analyze the following scheme, which clarifies what may really
happen under a traditional Keynesian policy and what may happen
under my suggested policy rule. Figures 4.1 and 4.2 serve as a graphi-

increase in aggregate demand
Deficit spending policy: temporary

intervention through government

expenditures higher income

increase in fiscal revenues

v

contraction of previous deficit and
falling degree of debt-to-GDP ratio

FIGURE 4.1. The Keynesian Hypothesis of Temporary Fiscal Expansion
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Deficit policy strategy: “transformation time”
strategic policies through oriented tax policy,
government-specific demand, and subsidized interest

higher incom
rates for innovative and infrastructural investment \ / gher income \

larger fiscal revenues

supply-side stimuli /

“transformation time” policy: periodic resetting of deficit
“burden” to guarantee a constant debt-to-GDP ratio

FIGURE 4.2. The Preferred Scheme of Political Economy in Transformation Countries
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cal representation of the two “prescriptions,” and they are mutually
exclusive. In the traditional Keynesian approach, a temporary deficit
intervention through government expenditures should increase ag-
gregate demand and in turn generate more income, thereby showing
an increase in fiscal revenues and a contraction of previous deficit
and debt figures. (Note that in the Keynesian model this ratio could
probably fall over time and should finally come to the initial level.)
The alternative government would act on the basis of a permanent
“transformation time” intervention through an entrepreneur-oriented
tax policy, government demand, and subsidized interest rates for se-
lected investment. Policymakers should target these policies to have an
effect on aggregate demand and produce an “energetic” response to
the supply side, whereby the coexistent advancement of the demand
and supply sides have to create the grounds for an increment of in-
come. A larger income spread would increase fiscal revenues, that is,
through a better-functioning framework it could have been possible
to settle the low fiscal revenue due to recession and the vastness of the
underground economy and promote another stimulus to such poli-
cies. The periodic resetting of a deficit burden would guarantee mac-
roeconomic stability.

In the Keynesian model, deficit spending becomes the only policy
prescription when the economy falls into an equilibrium of unem-
ployment. This is in contrast to the disequilibrium unemployment of
classical economists, where real wages fall quickly in order to restore
full employment. In Eastern Europe, a pure classical approach would
mean bringing labor demand and supply into equilibrium. However,
this classical approach would not work because the level of real re-
muneration is already too low by any standard and thus ineffective to
increase demand.

Furthermore, Keynes thought that the accumulation of debt func-
tioned to pump demand, having a short-term effect. Therefore the ad-
ditional revenue that an expected higher GDP could generate should
pay off the previously created debt rather than finance additional
spending. According to my alternative approach, even if the addi-
tional spending is used only on highly profitable government and pri-
vate projects, the deficit will certainly raise the overall level of debt in
both the short and the long term (see Figures 4.1 and 4.2).
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COMMON FEARS

As previously mentioned, there are common fears that higher defi-
cits would lead to economic deficiencies, divert savings from produc-
tive investment, and distort the economy on average.

Deficits and Inflation

Public deficits and debts are two sides of the same coin. The gov-
ernment deficit is the difference between revenues and expenditures
which exemplifies a short-term budgetary policy outcome over one
fiscal year. As the government deficit is financed through the issue of
state certificates of debt, well-functioning financial markets facilitate
the government borrowing policy. I understand debt as a form of
stock, which is an accumulation of short-term overruns of past defi-
cits.

Privatization revenue financing may offer small-scale support, but
domestic and foreign financing together provide thoughtful margins
of maneuver still not being inflationary and especially giving shape
to credibility. In turn, it could spread a virtuous circle of growth.
Thus, the budget deficit is not necessarily inflationary when based
upon a calibration of treasury bills financing, foreign financing, and
privatization revenues financing.

Deficits and Productive Investments

Another common fear which still occurs is that government defi-
cits would reduce productive investment. A criticism is expressed be-
cause these transformation economies “except for the Czech Repub-
lic . . . have been using increasing proportions of their total saving to
finance government deficits rather than domestic investment. Thus,
strengthened efforts to encourage private saving and to reduce gov-
ernment deficits appear necessary” (Black and Moersch, 1997, 174).
Alternatively, Brada (1996), in an attempt to argue against my own
skepticism on rigid political economies, emphasized that the implied
reduction of the share of savings devoted to private investment should
imply “exceptionally high returns to government expenditure in or-
der to justify such a shift of resources away from private investment
to government borrowing” (Brada, 1996, 90). Brada (1996) was re-
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ferring to the Czech economy, which by the mid-1990s was showing
roughly a 3 percent unemployment rate and a high growth potential.

However, not all public interventions produce deficiencies and dis-
tortions while on the way to a market economy. A causal significance
of specific investment to a supply response cannot be denied, whereas
letting government investment be contingent on a direct balance be-
tween cost of borrowing and “high return profit” is questionable. As
a matter of fact, both Brada (1996) and Black and Moersch (1997)
regularly adopt the evolution of the Czech economy—in the mid-
1990s the most dynamic economy among those in transformation,
where policymakers were following orthodox tight policies—as an
emblematic case for welcoming orthodox policies and expressing un-
favorable judgments about those that were not orthodox. The litera-
ture mixed the timing of prospects (i.e., short and long term) and put
off the proper role played by demand and supply in a transformation
setting.

A Comprehensive Account of My Proposal

The aggressive policy suggested herein implies neither a compul-
sory upturn in public expenditures and a permanent increase in the
relative level of debt, nor a shift of resources away from the private
sector to the public one. It has to be intended differently.

It makes reforms possible in public expenditures and budget
management in order to gear investment to improve the supply
side.

It may operate through keeping lower levels of budgetary reve-
nues while giving certain incentives such as tax breaks to do-
mestic or foreign private investors.

 State policies in countries of transition do not necessarily have
to be overtly dependent on an increase in aggregate demand in
order to accelerate growth, as occurs in the orthodox Keynesian
model. Recently, Campos (1999) found that government expen-
ditures in transition economies have been positively correlated
with output growth, whereas human capital did not. An unad-
venturous selection of projects has the advantage of stimulating
expenditures. (See van der Burg, 1996, for an analysis applied to
wind energy projects in the Netherlands.)
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* Itis true that government spending may provoke a crowding-out
effect on private investments. Yet this effect can be overcome as
the economy develops a Keynesian multiplier income mecha-
nism or a Kaldorian mechanism of change in distribution of in-
come and, ultimately, on savings. (See the recent debate on new
Keynesian economic policies published in The Economic Jour-
nal in 1998 including, among others, Lindbeck’s article.)

* By such methods transitional policymakers have to choose on a
case-by-case basis how much additional demand pumps into the
market through deficit spending and design additional incen-
tives through other means (e.g., revenue losses).

A comprehensive account of my proposition is not necessarily
taken in a framework of rehabilitation of a traditional or effective de-
mand as a key instrument in making transitional political economy.
(On an effective demand approach see Andreff, 1998, and Haddad,
1998.)2 Contrary to the essence of criticisms, any public intervention
of the kind suggested should create the necessary conditions for ac-
celerating GDP growth by developing the supply side of the national
economy while maintaining low inflation, thereby emphasizing the
proper causal growth relationships. Most important, the argument of
high return profit raised by public investment is not practically tracta-
ble right away, because it serves various functions. As said earlier,
Brada (1996) did point to “exceptionally high returns to government
expenditure” in order to commence a government policy of borrow-
ing, but this opinion is a bit confusing because it simply mixes short
and long prospects as well as the direct balance between cost of bor-
rowing and “high return profit.”

Thus, my viewpoint differs from that of the transformation spe-
cialists in several ways. Rather than plainly pumping additional de-
mand per se, and in contrast to the original Keynesian model, govern-
ment policies ought not merely to spread aggregate demand through
state interventions. The pure Keynesian model may at best promote
brief economic growth along with inflationary risks because transi-
tion labor markets differ from the pure Keynesian model. Second, the
successful transition from command to market economies in the
Eastern club should rest upon a combination of sound policies aimed
at the stimulation of a positive supply response with low inflation
risks and the scrupulous work of national welfare institutions (Atkin-
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son, 1995). Out of all this, they may accelerate transformation solely
through additional government resources to the demand side (e.g., in-
frastructures) as well as taxation incentives, but they should be mind-
ful of the positive supply response. Public interventions on the policy
of “active deficits” ought to stimulate growth in the supply side of the
economy, in a low-inflation framework, and in a close rational bal-
ance between demand and supply.

In contrast, as far as fiscal expansion is based on unbounded action
and investment not supportive of the supply response, that is, the op-
posite of my model, the generality of results would be greatly ques-
tionable and unproductive. It would follow that the arguments pro-
posed by the generality of economists are correct.

Because most public policy specifically supports a positive supply
response, political economy has to be coordinated and conceived as a
process that builds up a cumulative process of development, that is, a
sustained internal process geared toward structural transformation
and competitiveness, and a new qualitative phase of policymaking.
The combination of a pragmatic political economy and recovery may
induce further improvements for both because the former boosts sup-
ply and various other sources of investment and the latter brings
about enhanced credibility.

The Economics of Foreign Direct Investment

Foreign investment makes the third feasible source of additional
capital accumulation. In 2000, the Eastern club received some 2 per-
cent of total FDI inflows. What is more, in the same year, the EU,
United States, and Japan together accounted for some 71 percent of
total FDI inflows and 82 percent of total outflows. Although foreign
investment flows varied greatly among countries in transition, this
area of analysis is significant for the qualitative effects on recovery
and the amount of room for quantitative promotion.

According to Popov (1998), 75 percent of the variation of invest-
ment-to-GDP ratios during transition was related to external factors.
Consequently, only 25 percent of such variation of investment was
due to liberalization and privatization. On the other hand, the net out-
flow of investment from rich to poor countries has reduced in the past
the former’s capital stock by just 0.5 percent and their real wages by
0.15 percent (see Krugman, 1994). That is, it would be easy to im-
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prove inflows without any damage to the developed or advanced
economies. Statistical figures (Table 4.1) show already high stocks
and volumes.

Hunya (2000) corrected FDI for the sum spent in the acquisition of
existing assets to figure out how FDI contributed to gross fixed capi-
tal formation. He found that “the contribution of direct capital in-
flows to gross fixed capital formation 1993-96 was 10 to 16 per cent
in Hungary, 2 to 3 per cent in the Czech Republic and Slovenia and
1 per cent in Slovakia” (Hunya, 2000, 14). Initially, most of the FDI
went into the trade and manufacturing sectors, only later to the finan-
cial sector. To ensure a continuous flow of foreign investment capable
of forming compatibility with a technological transfer (see Knell and
Radosevi¢, 2000), it is essential that the Eastern club could offer for-
eign investors an efficient infrastructural support. Such support is
also enhanced by a more stable business environment. In this connec-
tion, it is worthwhile to say that cross-border mergers and acquisi-
tions account for most of the FDI growth in OECD countries. Al-
though many countries in Eastern Europe can offer very low wage
costs to prospective investors, importing foreign technology does not
immediately produce an assimilation of the technology, because it is
a complex task (Freeman and Soete, 1997), and a positive impact on
international competitiveness is expected from export-oriented sub-
sidiaries and forward-looking investment. A generalized low labor
cost does not make up for a general low level of development in infra-
structures and low labor productivity, and thus it may play a negative
role in attracting forward-looking investment.

The Economics of Productivity and Inflation

Inflation is another important and obvious risk factor in the overall
path of transformation. Many economists argue that the size of the
government deficit is a reliable indicator of macroeconomic stability,
and then they state that the larger the government deficit is, the greater
are the negative effects upon stability.

My previously favored policy might appear costly; however, this is
just not so. Viewing my recommendations as a call for printing extra
money to either finance expenditures or cover past deficits would be
simplistic, as I made clear previously. The expansion of the aggregate
demand—as a component of the comprehensive strategy—has a po-
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TABLE 4.1. Cumulative per Capita FDI, 2000 (US$ millions)
Cumulative FDI FDI inflows
inflows FDI per capita as percentage
Country (1989-2000) (2000) of GDP (2000)
Central Europe
Czech Republic 19424.0 436 8.9
Hungary 19420.0 164 3.5
Poland 29052.0 240 5.9
Slovakia 3611.0 278 7.4
Slovenia 1534.0 67 0.7
Baltics
Estonia 1882.0 193 57
Latvia 2400.0 127 43
Lithuania 2307.0 80 2.6
Southeast Europe
Albania 546.0 27 23
Bosnia- 307.0 29 2.8
Herzegovina
Bulgaria 3152.0 101 6.8
Croatia 3984.0 167 3.9
FYR Macedonia 368.0 50 3.0
Romania 6768.0 45 2.8
CIS—Europe
Belarus 852.0 17 21
Moldova 438.0 23 71
Russia 12344.0 14 0.9
Ukraine 3341.0 12 1.8

Source: EBRD, 2001.
Note: According to the source, for the most part, countries’ data would cover
only investment in equity capital and in some cases contributions-in-kind. Gross
inflows of FDI are in some cases higher than net inflows in light of increasing
intraregional investment flows.
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tential of significantly fostering productivity and economic output,
and causing a change in employment dynamics. A noninflation growth
trend can also be calculated as the sum of the increase in productivity
and new labor supply. Since the latter can be viewed as a constant, it
is the productivity trend that should generate any future growth in the
supply side. Thus, it is conceivable to argue that a well-controlled
deficit can be anti-inflationary, and employment and efficiency ori-
ented.

The major causes of inflation were growth of wages unmatched by
rising productivity, import prices, and shortages on the supply side.
However, it is also important to observe that the consumer price infla-
tion process—at least in the way it emerged in most of the Eastern
club—may have overstated the real power loss of the domestic cur-
rency, because it may have neglected to account for an improvement
in the commodity supply.

POLITICAL ECONOMY CONCLUSIONS

The next question to be asked is, what can create an economic mir-
acle in the post-Communist world? The answer may be a combina-
tion of sound policies, including the rapid accumulation of physical
and human capital and tailored investment policies. However, we
should not interpret this as a requirement to stop the policy of balanc-
ing the budget. Although there is always a danger of the budget get-
ting out of control, some correlation of the views of Keynes and
Schumpeter may still be useful for our purposes. Maintaining a “con-
trolled” deficit may give additional funding and help to those sectors
of a transition economy which are in great trouble.

Transformation should accompany this funding of banking and
other sectors of the transition economies. For instance, the levels of
bad debt in banks’ total assets were some 20 to 30 percent, frequently
hampering overall economic performance and causing the banking
sector to perform inefficiently. It is also possible to improve the pro-
ductivity significantly in many other sectors through investment in
human resources, telecommunications, high technologies, financial
infrastructures, etc. The state support should be selective and targeted
toward “sensitive” sectors. This may come through special tax treat-
ment and subsidized interest rates, or even by means of government-
initiated demand where necessary.
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A central purpose of policymaking is to create a multiple-goal eco-
nomic policy and to encourage investment. One major component of
such a multiple-goal strategy would be a new pragmatic—not less
ambitious—policy. Important sources of investments concerning both
the level and structuring of demand continue to be in the hands of
governments in their own choices and in the interplay with EU fi-
nancing. That is, a reformulated economic strategic model can serve
the purpose of using these levers to generate a successful and uninter-
rupted recovery. I resume my main arguments next.

My first argument is that transition economies may reach a higher
level of income while maintaining low inflation rates. It may occur
only if they reorient their investment strategies in a way that supports
the production of new goods and new technology, and follows the in-
novative Schumpeterian entrepreneur who faces the challenges of the
new international competitive framework. This entrepreneur gives
these countries a chance to raise productivity to a level corresponding
to that in the Western club. Land and labor supply give little scope for
improvement.

Second, I argue that for any such policy to be economically viable,
it cannot be meaningfully conceived without an extensive use of ex-
isting investment opportunities at home, and it should rely on foreign
capital. Third, it is important to keep in mind that the current domes-
tic debt in most Eastern European states is low by any standard. Nom-
inal GDP growth is sizeable, while through applying simple alge-
braic calculations, there appear to be some margins for budget easing,
definitely. The fourth argument does not call into question the basic
idea of government budget stability. It is consistent with the required
premises of the European stability pact as well as an equilibrium the-
ory. It could be interpreted as a reformulation of the Keynesian model
of deficit spending in light of Schumpeterian economic growth merged
with the supply-side response.






Chapter 5

The Bruxelles Consensus
and the Fourth-P Government

INTRODUCTION

Although Europe had various experiences and took different paths,
itis currently committing itself to take the latest steps to ensure its ef-
fective and profound economic and political integration. The Western
club in particular has been looking in this direction since the post—
World War II years.

Early in the 1950s, weak economic framework and the threat of
prolonged political uncertainty convinced almost all national policy-
makers of the advantages that economic integration, mutual political
cooperation, and institutional coordination could produce. It took
some fifty years after World War II to create a single-currency zone
and a common economic framework for the political economy’s co-
ordination. The centralized monetary policy of the ECB and the sta-
bility and growth guidelines determined the Commission’s activity
and the outcomes in the economic realm.

While seeing the developments in the West, the Eastern club, too,
recognized the necessity to introduce some qualitative change in the
productive sphere. Some attempts were rigorously carried out within
the centrally planned framework starting in the 1960s. In marked
contrast with the Western club’s experience, the Eastern club em-
braced a socialist-type economy that operated by political repression
and economic inefficiencies throughout the 1980s.

THE DEFINITIVE ISSUES

The Eastern club has been set apart. While specific trade and ex-
change rate arrangements governed isolationism through the CMEA
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system, the central planners were setting incomprehensible quantita-
tive priorities in an effort to corroborate the “second road” to social-
ism. On the external trade side, however, Central Europe adhered to a
somewhat more market-oriented rationale before World War 11, as
thereafter it was “included” in the Soviet orbit. The administrative al-
locations of inputs and the appointment of management by the Party
bodies became the rule (see also Rutland, 1993, 2001). Such a politi-
cal system established upon denial of the principles of democracy led
to an economic system that behaved contrary to the rules of demand
and supply.

What was more, a paternalistic government provided an “abnor-
mal” full employment and other “benefits.” Yet paternalism proved to
be short-lived and no longer harmonious with the new democratic
setting and the longed-for international competitiveness. The Eastern
club spent almost a decade in the post-1989 period to transform itself
into a “lab” of democracy, free political institutions, and Western mar-
ket functioning. Awaiting EU membership developments, supple-
mentary results could be achieved, however.

Out of these experiences, the tendency to avoid the risk of jeopar-
dizing the social recovery has emerged in order to reduce the likeli-
hood of a crisis in absence of a keen economic coordination. No less
important was the necessity to dampen a clash between West and East
on the political side.

Reform Attempts

Politicians attempted to reform the two blocs of countries. On the
Western side, Jean Monnet, in May 1950, judiciously recommended
the French foreign minister, Robert Schuman, and the German chan-
cellor, Konrad Adenauer, to form the ECSC. Monnet’s idea became
reality in 1951 and it was reinforced in 1957 by the creation of the EEC.
By 1967 the three communities—ECSC, EEC, and EURATOM—amal-
gamated to create the EC. Through these communities the member
states sought to pioneer a common market, in fact a forerunner of the
recent political and economic achievements. The Werner plan put
forward in 1970 aimed at establishing a monetary union by 1980: it
was the last step of the postwar era reform. Werner’s plan failed; the
commitment of pushing toward deeper convergence did not.
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The “Revolutionary” Ideas of Liberman Spread
Across the Eastern Bloc

On the Eastern side, even under the control of central planners it
was possible to devise incomplete industrial reforms. For instance,
the management of the industrial sector showed deficiencies since the
1960s, and in that period the USSR’s leadership began to reform the
system. Reform began in the mid-1960s, with Yevsei Liberman (an
economist working at Kharkov University who neither joined the So-
viet government nor was appointed as official advisor) and Prime
Minister Alexei Kosygin. In fact, Liberman developed his ideas as
early as 1956 and, after a thoughtful discussion at the scientific coun-
cil of the Russian Academy of Sciences, he offered an official contri-
bution to Pravda in 1962. Although many other Russian economists
also contributed to these changes, the two reformers preferred to
pledge more independence to managers and let them be steered by
the criterion of profitability, which aimed at achieving a gross output
target in a framework of prices set at a 3 to 5 percent markup above
the mean supply cost. The ministries’ influence and prerogatives
were restricted, although they tried to sidestep the reformers’ objec-
tives by “petty tutelage,” a steadfast interference in the enterprises’
daily goals through detailed instructions. New indicators followed
these early reform attempts, such as the measure of quality and labor
productivity adopted in the 1970s and the 1980s. Once and for all, re-
formers placed the investment efficiency as a priority for the enter-
prisers’ conduct in order to allow them to self-finance investments
through profits; these concepts spread across the region.

To put it simply, even before the inception of perestroika in 1985,
there were roughly two decades of experience of rationalizing the in-
dustrial sector by using economic levers—that is, indirect financial
incentives and normative guidelines to encourage plan-favorable per-
formance and to build up an alternative to a market-type decentraliza-
tion of input distribution (see, among others, Bryson, 1995).! In the
other Eastern European countries, rationalization and privatization in
the industry, retail, and agriculture sectors were allowed, though to a
different extent in the 1970s and 1980s.
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The 1980s and 1990s

The 1980s and 1990s saw far-reaching results in the two clubs. In
the 1980s, the EC started a policy toward economic integration be-
tween poor and rich regions and made an enlargement to include the
Mediterranean countries of Europe. At the same time, a concern
about the enlargement eastward was put forward within inner circles.
In the wake of the fall of the Iron Curtain an enlargement of the EU
was not denied in principle either, and German reunification gave a
definitive boost to discussion. To permit enlargement, the European
Commission devised some 80,000 pages of acquis communautaire,
precisely thirty-one chapters, two of which, “Institutions” and “Oth-
ers,” have not been opened yet. The acquis includes all of the behav-
ioral constraints and the EU’s legal corpus to which candidates have
to adhere before the beginning of the accession policy, although the
candidate countries have already made some main achievements. The
tight policy of adhering to these behavioral constraints could benefit
from exemptions and transitional periods, though only in the spheres
characterized by extraordinary difficulty of national adaption to the
acquis.

Meanwhile, a misinterpretation of what could have been a painless
transformation to a market-based system or a transformation of the
paternalistic government into a market paternalistic government was
made by Westerners and Easterners, respectively.

The Regionalization of Trade and Political Interest

Trade relationships of the Eastern club reorientated again toward
the Western club. Bilateral trade reached in the late 1990s the levels
prevailing in the late 1920s. Furthermore, complementarity concern-
ing the composition of commodities in 1998 was broadly comparable
to what was in place among the six countries establishing the EEC
(Piazolo, 2001). To provide some data, the exports of Central Europe
(i.e., Bulgaria, former Czechoslovakia, Hungary, Poland, and Roma-
nia) to the current EU countries were close to 64 percent of total ex-
ports in 1929, then slid to approximately 19 percent in 1984, to return
to 61 percent in 1998. In contrast, exports to USSR, former Yugosla-
via, and intraexports were 18 percent of total exports in 1929, rose to
nearly 50 percent in 1984, and were “restored” to about 17 percent in
1998.
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The “natural” free trade area that is appearing again between the
Western club and Central Europe can probably benefit the respective
member states, as they will be trading more intensively with one an-
other through trade creation and economic growth. It will not damage
nonmember countries, that is, countries that could in principle join
the EU but not soon, the CIS, and the Balkan economies. A push in
favor of higher trading relationships among the two blocs is expected,
and recent trends support this optimistic view. These aspects, com-
bined with the complementarity of goods and the structural change in
output from agriculture to services, can support European integra-
tion and reduce microregional shocks. Setting up trade arrangements
in a larger “natural” area stretching from Lisbon to Prague and farther
east in Europe could be possible. New highs in trade relationships in
absolute value and relative to GDP, and hasty structural changes are
welcome to move forward the economy in equilibrium.

The Debate in the 1990s

Czechoslovakia was furthest ahead in the transformation process
and promises. This country before the mid-1990s—although it was
splitinto two different states on January 1, 1993—seemed to have the
most advantageous foundation for catching up, a reliable mixture of
economic and political interests, and strong links with the Western
club. At the end of the 1990s, Poland and Hungary took the lead in-
stead with regard to GDP growth figures and the ability to attract the
largest part of the nearly 2 percent of total world FDI flowing into this
region (see Chapter 4). Various forms of in-kind benefits were sys-
tematically lifted and these benefits came to be felt within the West-
ern club’s range. The enterprise system could no longer supply social
protection because the Western club’s enterprises were not supplying
social protection (Earle, 1997). Certain countries used the big-bang
approach, but others postponed any profound restructuring of enter-
prises and institutions.

In general, all these countries adopted more open exchange rate
policies, opened up markets to foreign products and competition, and
made alliances with foreign and multinational enterprises. The inter-
nationalization of their economies could have probably involved the
multinationals to outsource to SMEs and therefore become “niche
players” too (see Dana, Etemad, and Wright, 2000). This “global act-
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ing” was very important during the first decade of transformation be-
cause the small and medium size of most of the new firms did not
contrast with the call for competitiveness and did not cause them to
lag behind in attracting broader flows of foreign investment.

In contrast to this, the macroeconomic response advocated by the
international economic institutions and other advisers to deal with a
variety of crises—in Eastern Europe and in Asia in 1997 likewise—
was inaccurate (Cross and Strachan, 2001; Welfens, 1999). None-
theless, mistakes were made domestically too. Many social forces,
strangely enough, expected a transition to a market economy without
pondering the market costs of unemployment and the struggle for
competitiveness. Others lacked preparedness and did nothing, and
others relied more upon experts, completely ignoring domestic situa-
tions.

Additional Debates

The transformation economies have been producing additional de-
bates since the adoption of their early reform, partially because of the
divergent notions of gradualism and the big-bang approach, just as
they have been designed in the West and straightway arranged in the
Eastern club, especially in the Eastern club’s orthodox pattern. De-
bates were around the need and timing to include these economies in
European common political institutions, common markets, and a sin-
gle currency.

Meanwhile, the European Commission devised rules and bench-
marks for member states to stick to the eurozone (i.e., the five Maast-
richt criteria) and to enforce fiscal strategies after that (e.g., the stabil-
ity and growth pact on national budget deficits and convergence of
national public debt) to avoid the recurrence of pigouvian and partizan
policies.

A Keynesian perspective criticized this set of criteria, however. To
bypass this unfavorable judgment, the Maastricht Treaty would have
to include a supplementary criterion in terms of achieving a low un-
employment rate (see Arestis and Sawyer, 1998b; Goodhart, 1996).
This view was explained by the acceptance of inflexibility in the euro-
zone convergence plan that required rigid monetary and fiscal crite-
ria. The economy fell into more extreme unemployment rates.
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A NEW CONSENSUS VERSUS A SECOND
LAB EXPERIENCE

At the beginning of transition, national governments were moving
along the guidelines of the Washington consensus. The guidelines
originated from the recommendations given by the IMF and the
World Bank in the Latin American context—formally the first lab
of the experiment—and extended the principles of the Washington
consensus to advanced countries and also to the economic policies
adopted in the United States in the 1980s. This growing consensus
was based on the few pillars of rapid privatization, macroeconomic
stability, and deregulation of financial markets, which were viewed to
be the preconditions for growth. No one may deny that the central no-
tion was a contemporaneous implementation of these measures, each
one viewed as wisdom. Rather recently, Kornai (2001) added the
hardening of the budget constraint as being equally important in or-
der to have benefits in the privatization sphere.

In this regard, during the first decade of transformation, policy-
makers perhaps overemphasized stabilization policies instead of re-
lying upon early structural reforms (Portes, 1993). This has trans-
formed the Eastern club in a second experiment.

The European Commission’s Purpose

To further these notions as for the enlargement, I will go deeper
into the process, thereby seeking to describe some theoretical issues
involved in the previous chapters. What differentiates my purpose
from other contributions is to distinguish the appropriate role of the
European Commission, which has to go well beyond simply financ-
ing these countries’ efforts. Such a proper role should be accom-
plished soon.

* The European Commission may represent the “fourth-P” gov-
ernment (after the Prodi European government), which is ex-
pected to solve many puzzles left beyond the post—Washington
consensus and to give shape to the Bruxelles consensus.

* This new consensus may be formed around the many programs
the EU has been financing toward supporting economically, po-
litically, and institutionally the efforts of these new democratic
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countries to restructure the productive system, inaugurate a
competitive system, and liberalize the markets.

e The EU has to mobilize rather more resources and expertise,
however. In so doing, it has to manage the cofinancing and com-
plementarity of financing with nationally supported strategies
for sustaining recovery. Moreover, all likely choices are surely
so path dependent and environment dependent as to have strong
interplay and not to be viewed apart from one another. (See also
Jasinski and Ross, 1999. The appendix in this book provides
Web sites of selected EU programs.)

I do not intend to analyze more significant questions in detail.
Briefly, on one side, they are the functioning of the European institu-
tions and decision-making rules. (For useful technical analyses see
Jupille, 1999; Anderson, 1999.) On the other side, the Huntington-
Fukuyama dispute came forth around the risks of religious clashes
and the emergence of a European supranational state. The first risk
has been attracting more attention after the terrorist attacks of Sep-
tember 11, 2001, but scholars could view it as substantially bound to
the Balkan region, at least under the aspect of ethnic conflicts. The
second theme is already occurring within the EU itself, as it might en-
tail the hazard of creating a supranational state at the expense of na-
tion identities as long as the construction of a larger Europe and the
ongoing drafting of the European constitution entail a centralized Eu-
rope. See the thoughtful analyses of Holmes (1998) and Murray
(1998), respectively.

Institution Building and Government

All of these debates add up to the recognition of how to boost eco-
nomic growth. But the debate failed to grasp the real weaknesses of
recovery that have lasted for a long time, whenever the current GDP
level is compared with early and mid-1990s figures (see Tables 3.1
and 5.2). Scarce attention was given to the prerequisite to have an
early rebuilding of efficient institutions. Kolodko (2000) firmly made
this argument.

Despite the recovery’s weakness and the lack of early institutional
rebuilding, many economic figures showed positive reactions by the
mid-1990s. Nevertheless, it is also true that they were signals of eco-
nomic and social recovery, which Desai (1997) has defined as the
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speed of reforms paying off in terms of increased globalization and a
growth turnaround. In fact, the transformation strategy, the lack of a
proper balance between reform and gradualism led to manifest social
costs. That is, “the choice of speedier reforms is desirable in those
economies where, in the pursuit of successful transition, the risk is
judged to be unimportant, and the short-term costs are deemed to be
socially acceptable” (Desai, 1997, 23).

Let us take another perspective. As said earlier, many countries are
still below the real income of 1990. What is more significant, the pro-
duction of goods and services is not enough to guarantee full employ-
ment or the cradle-to-grave social protection of paternalistic govern-
ments. Finally, other syndromes—which I described in the previous
chapters—resulted from ill-prepared countries being unable to un-
dergo a smooth transformation. Hence, many observers simply be-
lieved that the passage from a paternalistic government to a market
system was possible by gaining on the side of income and democracy
while maintaining cradle-to-grave protection. This proved incorrect.
As a consequence, it resulted in a fall in GDP and higher unemploy-
ment rates. Another consequence was to rethink the functioning of
the benefits net. Since non-wage compensation or in-kind social ben-
efits (e.g., kindergartens, hopitals, housing) was provided to all work-
ers irrespective of per hour costs, a system that was attempting to
tighten costs had more incentive to lay workers off rather than reduc-
ing their work hours (Earle, 1997).

From a different view, the paternalistic state provision of unlimited
and universal entitlement was discussed in the literature. A reformu-
lated governance—no longer a paternalistic one—is recognized to be
still important. However, the reformulated governance positively re-
strained the accomplishment of an efficient allocation of inputs and
the distribution of income (tasks typical of the markets), the institu-
tions that are needful for a market economy (Tanzi, 1997), or the
health care sector (Kornai and Eggleston, 2001). Tanzi (1997) ad-
heres to market principles but does not deny that the government
should foster the progress of the economy to a free market. Under this
new perspective, the right tradeoff between individual choices and
social solidarity must be found, under which the “shortage and sur-
plus should further spur reformers to devise an economic mechanism
in the health sector that encourages efficiency, better use of resources,
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and a closer balance between supply and demand” (Kornai and Eggle-
ston, 2001, 186).

Kornai and Eggleston (2001) do not deny the case for providing fi-
nancial subsidies “at most temporarily” even if accompanied by a
warning that subsidies are temporary.

In Search of a Broader Consensus

Searching for a balance between an economic recovery and social
consensus is crucial. Nevertheless, I do not draw a comparison be-
tween the internal benefits arising from the two conflicting systems;
one depended excessively upon the force of repression and the other
was made to depend on market forces. Nor do I directly compare the
differing economic maximization surrounding the paternalistic gov-
ernment and the Western governments. As a matter of fact, in order to
establish the success of transformation, the market forces ought to un-
dergo a consensus domestically upon which to build a reputation and a
credible setting. While a domestic consensus may be partially achieved
with social democratic labor market policies to solidify both a socio-
political consensus and stability (see also van Brabant, 1998), external
forces are more crucial to establish a broader consensus. More inflow
of foreign investment—either privately or publicly sourced—may bring
about these essential forces. A large-scale as well as accurate involve-
ment of international institutions will be useful.

Butitis certain that lack of domestic commitment to produce a sta-
ble system and secure deeper restructuring could probably induce
foreigners to select a few sectors to invest in, because they would feel
unsure of the long-term consistency of domestic actors’ policies or
would divert investment to other economies. In both cases, the EU’s
markets and institutions have a quantitative and qualitative role to
play. While my proposal to design this kind of political economy—
which I advanced in Chapter 4—is worthy of attention and may be-
come the element for a firmer consensus, the EU has to mobilize
more resources and expertise.

The Locomotive Theory

Although the benefits arising from a broader consensus are not
easy to achieve, claims that a catch-up strategy is easily conceivable
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are without evidence. The “locomotive theory” has not worked in
southern Mediterranean countries for a long time. Strong effects on
labor productivity and evidence of a growth “bonus” associated with
EU membership were not found (Vanhoudt, 1999). Moreover, the tar-
gets set by the Western club are not fixed over time, so it requires ef-
fort to keep pace with the continuous Western advancement in indus-
trial production and innovation. In contrast, favorable facets are the
assimilation of industrial production, which is even higher than that
showed by the three Mediterranean countries at the time of their ac-
cession to the EC in the 1980s. Yet it does not lead per se to more as-
similation of productive structures and catching up (Lohnig, 1999).

In addition to such a domestic consensus, these economies have to
rely on a forward-looking strategy in such a way as to concentrate on
industries that may be successful in the future, thus, not simply point-
ing at the restructuring of enterprises that were successful in the past
distorted economy. The Russian experience is an obvious example of
such a backward-looking investment choice (D6hrn, 2000).

But for more convergence, Davison (2000) holds that the internal
market policy of the Western club would have produced at best little
market growth. Indeed, its internal market policy was explained as a
choice between national and regional convergence and the mid-
1990s launch of the EMU, which has had the implication of putting
policy stances in order through deep budget cuts and swallowing
sharp tax hikes (Ferguson and Kotlikoff, 2000). Meanwhile, unem-
ployment rates rose. If we apply these views to the transformation ex-
perience, as Tanzi (1997) put it, the efforts for a passage from a mo-
nopoly of state to a competitive system appear like a marathon race
and not a hundred-meter dash. There are no miracle recipes for
growth, although the role of government is important.

IS THE TRANSFORMATION OVER?

Dahrendorf (1990) supplied the first and more articulated view on
this issue. First of all, he was writing at the beginning of the past de-
cade and especially under a theoretical perspective. By looking at a
constitutional sphere, he argued that these economies could achieve
transformation in six months. But in order to improve economic con-
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ditions and to make these better conditions widespread, the system
would require six years. A period as long as sixty years would be
needed to further this passage and implement a liberal system, permit
civic culture and society to evolve in order to fit in a properly func-
tioning democracy, and definitively guarantee a market economy (Dah-
rendorf, 1990). Abstracting from the time span needed to achieve pro-
found results, the question remaining is, when will transition be over,
or, as I interpret Dahrendorf’s view, when will the first part of the
transformation process end?

Annette Brown (1999) recently gathered a few important views.
Lavigne (1999) simply said that the question was, in fact, unanswer-
able. Aslund, Gelb, Kornai, and Svejnar attempted to give an answer
for the European experience. Aslund (1999)—although referring to
Russia—said this process will end when rent seeking ends. Rent
seeking was an important facet in Russian development and, proba-
bly, this is a partial interpretation but it is not far from the truth. Gelb
(1999), contrariwise, gave a more common interpretation, that is,
problems and policy issues resemble those faced by other countries at
similar levels of development. Kornai (1999), continuing the theme
of his previous writings, makes transition depend on voiding three
pillars: Communist Party, public-owned enterprise system, and a no-
market-type economy. As soon as the Communist Party is destroyed,
the privatization process is over, and market forces determine eco-
nomic activities, the transition is going to be over. Hungary is such a
country, according to Kornai. Svejnar (1999) extended Kornai’s no-
tion of transition endeavors. While Svejnar agrees to the unavoid-
ableness of a market system, he adds two elements. First, the market
works sufficiently well to generate sustainable growth. Second, such
growth should push production up to a level high enough to permit
these economies to coexist with their neighbors without the need for
exceptional barriers to commercial intercourse. Put simply, an ad-
vanced economy.

The data given in Chapter 3 and supplemented here by Tables 5.1
and 5.2 only partially match previous views, although selected econ-
omies are not far from the Kornai-Svejnar (1999) advanced-market-
economy-type setting. Formally, with the breaking down of the for-
mer Communist apparatus, the private sector in GDP is growing (see
Table 5.1), and the degree of industrial assimilation and trade links
shows positive outcomes. The income levels are calculated with ref-
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TABLE 5.1. Private Sector As Percentage of GDP
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Country 1994-1995 1999
Central Europe

Czech Republic 64 80
Hungary 65 80
Poland 55 65
Slovakia NA 75
Slovenia 40 55
Baltics

Estonia 55 75
Latvia 34 65
Lithuania 55 70
Southeast Europe

Albania NA 75
Bosnia-Herzegovina NA 35
Bulgaria NA 70
Croatia NA 60
FYR Macedonia NA 55
Romania 35 60
CIS—Europe

Belarus NA 20
Moldova NA 45
Russia NA 70
Ukraine NA 55

Source: EBRD, 1999.
NA = data not available.

erence to the EU average by applying the method of purchasing
power standards used by the EU’s statistical offices. Ranking coun-
tries according to per capita income is a difficult exercise because ex-
isting methods do not provide an unequivocal conversion of domestic
output into a common currency. Therefore, I prefer to show in Table 5.2
data based upon the official European methodology for self-explana-

tory reasons.



176 ECONOMIC DYNAMICS IN TRANSITIONAL ECONOMIES

TABLE 5.2. GDP per Capita, Purchasing Power Standards Adjusted (Index, fif-
teen countries of the EU = 100)

Country 1996 2000
Central Europe

Czech Republic 65 58
Hungary 46 52
Poland 36 39
Slovakia 46 48
Slovenia 66 71
Baltics

Estonia 33 37
Latvia 25 29
Lithuania 29 29
Southeast Europe

Albania NA NA
Bosnia-Herzegovina A NA
Bulgaria 25 24
Croatia NA NA
FYR Macedonia NA NA
Romania 33 27
FR Yugoslavia NA NA
Selected EU Countries

Greece 66 68
Portugal 71 74
Spain 79 81

Source: Eurostat, News Release, No. 87/2001, Brussels.
NA = data not available.

Leaving the trade aspect aside, the levels of income in the East are
not comparable with those prevailing in the Western club. Notably,
over the period 1996 to 2000, selected countries moved “backward”
(e.g., Czech Republic and Bulgaria), while others had no positive re-
sults (Lithuania). Only Slovenia is an exception, where GDP per ca-
pita is above that of Greece and exhibits growth rates in the index well
above Greece’s, Portugal’s, and Spain’s. What is more, the six-year
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schedule in the style of Dahrendorf (1990) to improve economic
conditions and spread them around has not yet been met by every
country.

Are We Able to Settle the Question?

Would the data reported here and the various proponents’ views be
able to settle the question? I think the question is much more complex
than it was, though, and perhaps Marie Lavigne’s (1999) argument
was mostly audacious. An aspect of such complexity is the need for
better assistance from international institutions, which is coming on
the scene. Assistance is being offered in the same way to countries
that are candidates and to those in Eastern Europe that are not yet can-
didates. Supervising relationships with CIS countries will be signifi-
cant too. (van Brabant, 1996, made this claim too. See also Olcott,
Aslund, and Garnett, 1999.) A second aspect is that the transition to a
market economy is a lengthy process because it requires accurate in-
stitution building accompanied by a gradual involvement of new or-
ganizations, innovative laws, and a behavior of economic institutions
more inclined to a new system. Surely, the first part of the transforma-
tion has ended, and a posttransformation has commenced, but Dah-
rendorf’s (1990) institutional and economic development requiring
sixty years to create a full liberal system is far off. As an alternative to
Dahrendorf’s (1990) institutional and economic development rule, I
propose membership in the EU as a benchmark of accomplishment.
To make use of Tanzi’s (1997) metaphor, the marathon race has not
yet ended. I may add that the second part of the transition will be over
as soon as these economies join the European institutions.

Any Convergence in Employment?

While in Chapter 2 I introduced the ideas of convergence of trade
and finance along with statistical data, here, unemployment trends
show convergence between the candidate countries and the EU. The
ratio of unemployment in the candidates stood at 12.5 percent of the
total active population in the second quarter of 2000. Even if a strik-
ing aspect is the existence of a large deviation among the fifty-three
regions, it actually resembles that in the Western club. Over the same
period, unemployment rates ranged from 3.4 percent in Prague to
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33 percent in Severozapaden, Bulgaria, while in the EU they were 1.7
to 33.1 percent. However, the unemployment rate range is much more
pronounced in the candidate countries, for people under twenty-five
years, from 7.9 percent (K6z€p Dundntil, Hungary) to 73.1 percent
(Severozapaden, Bulgaria).

Contrarily and on a broader level, trends in unemployment rates
differ. While in the Western club unemployment was as high as 8.4
percent in 2000, down from 9.3 percent in 1999, in the ten candidate
countries unemployment rose from 10.4 to 12.5 percent in 2000.
Only in Hungary and Slovenia did unemployment decrease, from 6.9
to 6.6 percent, and from 7.3 to 6.9 percent, respectively. In all the
other cases, the rate of unemployment soared, sometimes up to quite
striking rates, as in Lithuania (15.6 percent) and Poland (16.3 per-
cent).

Lagging GDP recovery and increasing unemployment causes a
high “sacrifice ratio.” I have pointed to possible negative GDP out-
comes that may arise from the adoption of the so-called Washington
consensus. Previous chapters have made clear the pillars of a new
economic policy—although it is not intended as a deus ex machina
solution—by sparking a new debate on the obsoleteness of the Wash-
ington consensus and providing basis for a consequent alternative
Bruxelles consensus. In this context I recall what I named formally
the | -GDP syndrome (Sergi, 1998c, 2000), although in a slightly dif-
ferent context. This could require the appropriate actions of Prodi’s
Commission, which is about to set the agenda of rules and dates for
the eastward enlargement and push forward actions to reinforce trade
and financial links. I will discuss these issues next.

THE FOURTH-P GOVERNMENT

I have introduced the hypothesis that achievement of the pretran-
sition GDP level is a benchmark of short-term success. To this pur-
pose, policymakers have implemented conservative economic poli-
cies consistent with the spirit of the Washington consensus, thus
gaining hope.

Although I do not question the need for a stable economic environ-
ment, the transition phase needs a realistic multiple-goal strategy for
the formulation of strategic long-term political economies. The sim-
ple attainment of previous GDP levels is not a proper signal of a last-
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ing success because, in light of improved average productivity, it
would produce unemployment and much lower social benefits of the
kind existing previously. As international competition gets higher and
FDI become uncertain, GDP levels should be much higher than they
were in 1989 to ensure that beneficial effects are felt across the popu-
lation.

A Reformulated Political Economy

Thus, my reformulated political economy and the resulting new
consensus would dispute the common view that inflation reduced
nearly to nil and strictly balanced government budgets are necessary
for attaining a successful transition. My views are contrary to the or-
thodox viewpoint supported by many analysts and policymakers,
who are hostile even to the idea of public deficits and a less rigid fis-
cal policy. Should Eastern Europe approach economic development
based on geographical position, further stages of the transformation
have to be grounded on such a new consensus, which do not necessar-
ily imply an ample welfare state policy. A formulation of political
economy is recommendable resembling a multiple-goal strategy, in
which neither fiscal instruments nor monetary policy are predomi-
nant. It follows that a multiple-goal strategy, in which each pillar
must be seen not by itself but as a component of an overall strategy, is
preferred to pure inflation or money target regimes, either as a single
value or as a range.

» Fiscal policy strategy is no longer central to a simple balanced-
budget principle. I would suggest the alternative rule of a constant ra-
tio between gross public debt and GDP. The long-term benchmark is
60 percent of the Maastricht Treaty, because there is no unanimously
accepted rule for choosing an alternative optimal level. Anyhow,
membership in the eurozone would imply compliance with this crite-
rion.

* The structure of the tax system should retain domestic auton-
omy in helping the economy to recover from a supply-side perspec-
tive, especially within SEZs by an increase in FDI.

+ It is essential to take account of the value of the domestic cur-
rency fixed to a basket of trading partners’ currencies (e.g., the West-
ern club’s new eurozone currency) and to permit some readjustments
within a “corridor.” A common exchange rate arrangement may rein-
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force the overall commitment to stability because an “Eastern mone-
tary exchange rate system” of this kind would avoid regional crises
and spur credibility. Indeed, this new type of arrangement would be
compatible also with selected transition economies becoming mem-
bers of the EU earlier than others.

Other forms of exchange rate arrangements are less effective in
transition economies, even though in Estonia, Lithuania, and recently
Bosnia-Herzegovina and Bulgaria, a currency board arrangement
seems to have served as a guidepost to monetary stability. However,
on the Bulgarian currency board experience, Zloch-Christy (2000a)
expresses a negative view on the grounds that it would have retarded
reforms in the conduct of monetary policy, and furthermore, fiscal
policy would not have been at all more prudent. However, she says
that “it is probably too early to assess the impact of currency boards
on the economic development of the countries that adopted them in
Eastern Europe in the 1990s” (Zloch-Christy, 2000a, 158).

» Low inflation and the least price instability positively affect
economic growth. Nevertheless, in transition time, stability of prices
is rather likely to be decisive, but the notion of low inflation rates may
lack a traditional Washington meaning. In this context, national cen-
tral bankers have to be wise. Economic growth and financial develop-
ment should not be allowed to become unsynchronized, and their
economies should keep up with all major international financial
movements, especially at the European level. Setting a regulatory
framework able to ensure a well-functioning financial system should
also be on the agenda.

» The agenda could also include a major formal agreement among
the central banks of the candidate countries—acting as a bloc—and
the ECB in order to reduce monetary and exchange rate policy asym-
metries.

The Long-Term Risk of a \/—Shaped GDP Growth

What was explained in the previous section helps to advance a co-
herent view of the risks of inadequate economic growth. In order to
avoid a \/-shaped GDP growth, managing active fiscal policies through
additional demand could be as important as a supply-side boost. The
analogy of \/—shaped GDP growth refers to the possibility that after
real GDP has stopped falling, it may subsequently recover to pre-
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transition levels and then flatten out at best. Certainly, a long-run suc-
cessful recovery is important.

Capital accumulation and technology improvements are the two
aspects to observe, and the role of a new type of public sector policy
becomes increasingly important. It relies on macroeconomic and mi-
croeconomic views. According to the first view, a government is em-
powered to set the level of deficits above zero percent to have a long-
term goal of budget stability, while keeping a constant debt-to-GDP
ratio. In other words, my proposed policymaking type may run a defi-
cit to some extent without being inflationary. This is in contrast with a
proposition of the Washington consensus. Furthermore, once the ag-
gressive fiscal policy becomes part of the multiple-goal strategy, it se-
cures more credibility to the political economy. In so doing, it has to
prevent the ratio of debt to GDP from rising above the level consid-
ered optimal from a long-term viewpoint. Many transition countries
show low domestic public debts compared with Western levels and
high nominal GDP growth too, which means that in these countries a
maneuvering space for pursuing a policy of active deficits does really
exist. In summary, one government has ample scope for policy action
by setting a maximum ratio of debt to GDP depending on domestic
conditions and along a ratio not above the suggested Maastricht crite-
rion. Deficit rates of equilibrium would be determined in an algebra-
ically fair manner (Chapter 4).

A New Budgetary Policy

The role of a new fiscal budgetary policy as described previously
differs from the Keynesian formulation of a short-term plan applied
to increase demand. Contrary to Keynesian wisdom, I suggest that
the revenue originating from GDP growth should not pay off the debt
but should continue to finance additional government expenditures
and fill the gap in strategically oriented losses of government reve-
nues. To put policy actions on a stable footing, the level of deficit
should be quantified regularly in order to leave the government debt-
to-GDP ratio unchanged. Thus, a public deficit may become a perma-
nent component of a well-conceived national political economy, and
the European Commission ought to create a comprehensive acces-
sion policy around these new strategic plans.



182 ECONOMIC DYNAMICS IN TRANSITIONAL ECONOMIES

Although agreeing that governments have to guard against com-
mon fears that high deficits and unbounded inflation rates can lead to
economic deficiencies and distortions, I would like to emphasize
some points. In my understanding, a new government role implies
(1) well-guided public expenditure programs, precluding ineffective
or unproductive investment; (2) more ambitious supply-side policies,
such as a wide range of tax incentives and subsidized interest rates; and
(3) coordinating public expenditures and supply-side policies with
EU policies and investments. As a matter of fact, these countries will
be likely to receive massive funds, and nobody may deny the impor-
tance of coordinating domestic policies with European assistance. In
other words, policymakers may run a state deficit within certain lim-
its to (4) pump direct and indirect effective aggregate demand and
(5) boost economic performance through the economics of the supply
side. The Eastern club lacks both, and it has overemphasized oppo-
site strategies that proved inconsistent with a successful catch-up
strategy.

The idea is that transition governments must do neither too little
nor too much. They ought to simply create necessary conditions for
increasing the supply side of their national economies on low infla-
tion risks and sustained GDP growth. In other words, national gov-
ernments should simplify Schumpeterian entrepreneurship through
helping in the adoption of new technologies and improving produc-
tivity. Contrary to the Keynesian model, government policies should
not merely boost public demand through more consumption; as a
broader support they should also target investment and “sensitive”
sectors through a special supply-side therapy. The concern that in-
creased government spending would partially crowd out private in-
vestment is also legitimate. Nevertheless, this consequence can be
overcome as long as the economy develops a Keynesian multiplier
income mechanism or a Kaldorian mechanism of change in income
distribution and, ultimately, savings.

Toward a Posttransformation Policy

One other debated issue of the “Holy Trinity” that is embedded in
the Washington consensus is the role of monetary policy. Central
bankers favor a rigid mix of expenditure cuts and tax increases. While
I do not deny the importance of a firm monetary policy, it is signifi-
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cant to stress that there is no full agreement on the degree of its tight-
ness and timing. As a matter of fact, the aim of central bankers is to be
independent of government control, to figure out a stable monetary
framework, and to set a full range of financial regulations. Neverthe-
less, they have to facilitate the coordination of fiscal and monetary
policy in the belief that high inflation exerts negative effects on GDP
growth while moderate inflation does not. This explains why neither
monetary policy nor fiscal policy must be predominant in transition
policymaking.

Various studies have put the inflation threshold above a level at
which it exerts a negative effect on output growth, ranging from 8 to
40 percent. It should also be remarked that price volatility would be
negatively correlated with economic growth, whatever its level. It is
worth noting that price stability does not require zero inflation rates
but rates low enough to be insignificant in economic decision mak-
ing. It follows that Eastern national bankers have incorrectly accentu-
ated the importance of stabilizing inflation—upon pressure from in-
ternational institutions and advisers—without considering a broader
context of political economy. They have done that without taking into
account the complexity of the interconnections between the use of
economic policy instruments, the nature of economic shocks, the per-
sistence of economic uncertainty, and the importance of setting up an
overall strategy around the European context.

Moreover, a simple inflation target is not the best policy option for
transition. It would require the appointment of a central banker who
will (1) have a considerable measure of independence; (2) refrain
from targeting the exchange rate in direct or indirect forms such as a
crawling peg or target zones (to avoid a conflict with the inflation tar-
get); (3) fully acknowledge economic events and shocks: the proper
nature of shocks that the economy faces should be understood by
central bankers because demand and supply shocks produce unfore-
seen contingencies and thus respond differently in terms of policies
on inflation and output; and (4) respond in a timely way to unex-
pected circumstances and engage in countercyclical actions consid-
ering uncertain economic circumstances and lags. When these points
are fully incorporated into a comprehensive setting, a more signifi-
cant picture of effective political economies emerges.
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What the EU Can Make Accessible

Let me now take another step in the analysis. These countries are
geographically close to the EU, as well as close to other vast markets
eastward. They have been opening up their economies since 1989 to
international products and FDI, more Western-oriented consumers,
management, and management organization (Morgan and Thorpe,
2001). Their markets have been specializing as SMEs, sometimes
producing in the SEZs. Therefore, such an output could be distributed
globally, and the increased specialization may play an important role
in international networks and alliances (Dana, Etemad, and Wright,
2000). The expected trade liberalization per se improves resource al-
location and synchronized business cycles. In this reformulated set-
ting, a favorable Schumpeterian trade environment conducive to
growth is possible (Dornbusch, 1992).

A well-executed membership in the EU will have crucial rele-
vance.

 Yet it is not important to hold an excessive hope of automatic
sustained growth. Data have partially rejected the locomotive theory,
so policymakers ought to spur a new policy to stimulate growth. In
order to benefit from the broader European markets (i.e., a scale
economy), more restructuring efforts will be required to make output
more in line with EU and international economy trends.

* To finalize comprehensive institution building and an exchange
rate system designed to prevent speculative attacks from causing un-
certainty and much volatility is welcome. A stable exchange rate sys-
tem or, rather, a long-run common currency would be beneficial to
trade too. Rose (2000) has estimated that lowering exchange rate vol-
atility from its average to zero increases trade by some 13 percent, but
a common currency would have an effect approximately twenty-five
times larger than the effect of simply eliminating exchange rate vola-
tility. Rose (2000) estimated that a single currency spurs trade 3.35
times more than no single currency. Larger trading figures and conse-
quent better resource allocation may explain why expectations of in-
creasing per capita incomes are positive considering the unanimous
accepted positive relationships among trade-GDP-per capita income.

* As Davison (2000) said, the scale economy is used for “sunset”
manufacturing industries, whereas much of the growth in the global
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economy since 1995 has been in “sunrise” industries such as infor-
mation technology.

» Western assistance must be well fulfilled. In the next few years,
the Eastern club will likely be a major recipient of EU structural funds,
now representing one-third of the EU’s budget. In perspective, a com-
parison with the 1994-1999 experience is worthy. These structural
funds accounted for a large share of accumulated gross domestic in-
vestment in the four economically weaker EU countries: 13.6 percent
in Greece, 11.4 percent in Portugal, 7.8 percent in Ireland, and 4.9
percent in Spain. Since I expect rather a larger financial assistance in
GDP, inefficient investments have to be avoided in order to develop
my aggressive policies in concert with the European Commission.

* No less important in this coordination of the Bruxelles consen-
sus with domestic choices will prove the reforming of the Common
Agricultural Policy (CAP) expenditures. As such, CAP as a percentage
of the EU’s budget has been changing in order to privilege efficiency
and create minor distortions. Other reforms are expected, resembling
those made in 1988 and 1992. In the past, for instance, the ratio of
budget devoted to agriculture was 81 percent in 1973, 72 percent in
1980, 58 percent in 1990, and 56 percent in 1995. In the next few
years, expenditures will be scaling down to 50 percent. Despite some
fears, extending CAP to new members will produce transfers to farm-
ers and welfare gains in the new states, whereas macroeconomic
costs for the EU could be limited (Bach, Frandsen, and Jensen, 2000).
However, further achievements will be necessary. Herok (2000) pre-
fers complete CAP liberalization, because agriculture output would
decline in the new member states, which could produce realistic addi-
tional structural assistance out of reduced agriculture expenditures.
Herok (2000) does not prefer a partial liberalization of the CAP be-
cause it is questionable whether the new members would still comply
with the WTO’s binding rules.

A PARADIGM FOR THE NEXT DECADE

I have disputed a popular Washington view according to which
conservative inflation strategies, strictly balanced government bud-
gets, and financial deregulation form the best guidelines for manag-
ing the transformation in East-Central Europe. In my view, the politi-
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cal transition from a socialist-based economy to a market-oriented
system of production and modernizing institutions are two medium-
term tasks. A policy rethinking of the use of instruments from what
traditionally applied in advanced economies is necessary, however.
To remain ahead of competition, encourage innovation, and secure
higher income, the policy choices must be sustainable and show a
feasible coordination with domestic realities and constraints. Without
such coordination, domestic tightness will follow and the sacrifice
ratio will become so high that it is socially unbearable.

First, economies in transition would have reached higher income
levels, lower inflation rates, and fewer social costs if they had fol-
lowed more ambitious and credible policies (see Chapter 4). Second,
the proposed new political economy is characterized by policymakers
who will have interest in not strictly monitoring the dynamics of the
government deficit level but the practical alternative of the debt-to-
GDP ratio. Although taxes must be varying at least in order not to
break up the system, such a strategy is rather more important in light
of low potential to raise taxes. A well-designed fiscal policy would
help in attracting FDI, reorienting investment strategies, supplying
additional infrastructures, adopting new technologies, and keeping
up with the timely production of goods and services. Third, the man-
agement of monetary policy should rely on the appointment of wise
and not excessively conservative central bankers. They have to re-
frain from imposing firm inflation targets, because a rigid monetary
policy always comes at a cost. Finally, efforts should be made to co-
ordinate fiscal and monetary policy in a framework of stable real ex-
change rates and accomplishment of what I termed the multiple-goal
strategy of demand and supply. This would come at no cost for eco-
nomic stability, given continuous monitoring of the national debt lev-
els, inflation rates, and the real exchange rate.

Post—Washington actors have to recognize that a commitment to a
new consensus jointly engineered by Prodi’s Commission and transi-
tion governments is not bizarre at all. Fiscal activism coupled with a
multiple-goal strategy, monetary wisdom, and a Schumpeterian ap-
proach to investment and innovation are necessary for stability.

Sustained economic growth along with real social and economic
convergence on Western standards are the definitive tasks of this new
century’s first decade.



Appendix

Relevant Internet Addresses:
Widening the EU’s Boundaries

The EU is committed to widening its boundaries eastward so that it may
grant formerly Communist countries a member status. In fact, it is likely
that the first wave of the fifth enlargement will be underway by 2004 to per-
mit the European Parliament to include representatives from new member
states. (In 2004 the next European general elections will take place.) A pri-
mary source to keep abreast of EU political and economic developments
that is invaluable to anyone probing this field of study is on the Internet at
(all Web sites were up to date as of October 31, 2001):

http://europa.eu.int/comm/enlargement/pas/phare/wip/index.htm

In order to secure a smooth enlargement, the European Commission has
been encouraging all political and economic preconditions. About the many
efforts made previously and the major chronological progress achieved,
more detailed information can be found on:

http://europa.eu.int/scadplus/leg/en/lvb/e40001.htm
http://europa.eu.int/scadplus/leg/en/cig/g4000.htm

Additionally, the European Commission regularly updates the address
book that provides very detailed information and a complete list of relevant
Web sites of the institutions involved with the phase of preaccession. The Eu-
ropean Commission has also published Agenda 2000, which articulates all
objectives to strengthen EU policies and to heighten a new financial frame-
work for the period 2000-2006. These two documents are respectively on:

http://europa.eu.int/comm/enlargement/pas/phare/work/pab.htm
http://europa.eu.int/comm/agenda2000/index_en.htm

A short list of some main institutional addresses follows:
e Enlargement DG
http://europa.eu.int/comm/enlargement/index.htm

187
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European Legislation
http://europa.eu.int/eur-lex/en/index.html
External Relations DG
http://europa.eu.int/comm/dgs/external_relations/index_en.htm
Infor Euro (exchange rates, an accounting rate of the euro and its conver-
sion rate)
http://europa.eu.int/comm/budget/inforeuro/en/index.htm
Official Journal (the official journal of the European Communities is
published every working day in the eleven official languages of the EU)
http://eur-op.eu.int/general/en/a3.htm

K ok ok

Access Programme (replaces the Phare LIEN and partnership programs
that have been in operation since 1993 and aims at strengthening civil so-
ciety and preparing candidate countries for accession)
http://www.multi-bene.org
ACE Programme (Action for Cooperation in the Field of Economics; a
part of the EU’s Phare program that helps individuals and institutions in
economic analysis and the formulation and accomplishment of economic
policy)
http://europa.eu.int/comm/economy_finance/phare_ace/ace_en.htm
Business Support Programme (to support business representative organi-
zations in candidate countries as well as the local business community
for accession to the EU)
http://www.multi-bene.org/
Consensus III (continues Consensus II and aims at establishing viable so-
cial protection and labor market systems, and preparing candidate coun-
tries for integration according to Agenda 2000’s requisites)
http://www.multi-bene.org
Drugs Programme (supports the development of institutional capacities
to carry out drug policies)
http://www.emcdda.org
Environment (to foster cooperation in the field of environmental protec-
tion)
http://www.eea.eu.int
http://www.rec.org
Europe Agreements. The following association agreements provide the
legal basis for bilateral relations between ten Central European countries
and the EU (note that Cyprus, Malta, and Turkey had already established
similar association agreements in 1972, 1970, and 1963, respectively):
Bulgaria: http://europa.eu.int/eur-lex/en/lif/dat/1994/en_294A1231_24.
html
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Czech Republic: http://europa.eu.int/eur-lex/en/lif/dat/1994/en_294 A
1231_34.html
Estonia: http://europa.eu.int/eur-lex/en/lif/dat/1998/en_298 AO309_01.
html
Hungary: http://europa.eu.int/eur-lex/en/lif/dat/1993/en_293A1231_
13.html
Latvia: http://europa.eu.int/eur-lex/en/lif/dat/1998/en_298 A0202_01.
html
Lithuania: http://europa.eu.int/eur-lex/en/lif/dat/1998/en_298 A0220_
01.html
Poland: http://europa.eu.int/eur-lex/en/lif/dat/1993/en_293A1231_
18.html
Romania: http://europa.eu.int/eur-lex/en/lif/dat/1994/en_294A1231_
20. html
Slovakia: http://europa.eu.int/eur-lex/en/lif/dat/1994/en_294A1231_
30.html
Slovenia: http://europa.eu.int/eur-lex/en/lif/dat/1999/en_299A0226_
01.html
European Human Rights Foundation (the European Initiative for Democ-
racy and Human Rights; committed to boosting human rights, pluralistic
democratic procedures, and the rule of law)
http://europa.eu.int/comm/external_relations/human_rights/intro/index.
htm
Evaluation Programme (to enhance the effectiveness and the impact of
the Phare program with respect to the policy of accession)
http://europa.eu.int/comm/europeaid
Information Programme (to call attention to the mechanisms and the ob-
jectives of the EU’s accession policies)
http://europa.eu.int/comm/enlargement
INTAS (supports innovative scientists of NIS and INTAS member states
through joint advanced research projects)
http://www.intas.be
Interreg III (the latest phase of Interreg; continues the ECOS-Ouverture
Programme—closed in September 1999 although sixty-three projects
were to be carried out by the end of 2001 and 2002—and aims to promote
interregional cooperation and development along three strands: cross
border, transnational, and interregional)
http://www.cor.eu.int
http://www.inforegio.cec.eu.int
http://europa.eu.int/comm/external_relations/north_dim/conf/formin2/
intreg_tacis.pdf
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* ISPA (an instrument for preaccession structural policies; finances invest-
ments in major transport and environmental infrastructures; together with
the Sapard instrument, fills up the Phare program begun in 1989)

http://inforegio.cec.eu.int/wbpro/ispa/ispa_en.htm
http://europa.eu.int/comm/regional_policy/activity/ispa/ispa_en.htm

* Joint European Venture (backs up the creation of transnational joint ven-
tures between the SMEs, with the European Commission providing a fi-
nancial contribution partially to support the costs incurred in setting up
joint ventures)

http://www.europa.eu.int/comm/economy_finance/fos/jev/jev000_en.
htm

e Joint Vienna Institute (established in 1992, with the endorsement of BIS,
EBRD, IMF, OECD, WTO, and the Austrian authorities, to contribute
expertise and specific course/seminar programs)

http://www.jvi.org

* Nuclear Safety (to improve civil nuclear safety and achieve the objectives

laid down in Agenda 2000)
http://europa.eu.int/comm/external_relations/nuclear_safety/intro/index.
htm

e Phare Multi-Beneficiary Programmes (makes the preaccession prepara-
tions of all associated countries easier and merges the former multi-
country and horizontal programs)

http://www.multi-bene.org

e Phare Special Action in Favour of the Baltic Sea Region—Phare Small
Project Fund (an extension of the Phare Baltic Project Facility, with each
Phare country around the Baltic Sea managing the program, that is, Esto-
nia, Latvia, Lithuania, and Poland)

http://europa.eu.int/comm/enlargement/pas/phare/pt/cbs/spf/spf_intro.
htm

* SAPARD (instrument for preaccession structural policies in the fields of
agriculture and rural development; in addition to ISPA, complements the
Phare program)

http://www.europa.eu.int.comm/dg06/publi/fact/sapard/index_en.htm

* SIGMA (jointly Phare and OECD; provides help to modernize the gen-
eral management system of domestic public institutions)

http://www.oecd.org/puma/sigmaweb/index.htm

* The SME Facility (based on cofinancing with the EIB, the EBRD, and
other commercial and financial institutions; provides support to bring in-
dustries and major infrastructures up to EU standards and norms)

http://europa.eu.int/comm/enlargement/pas/phare/pt/sme.htm

* Southeastern Europe: (a) Economic Reconstruction and Development in
South East Europe (joint with the World Bank); (b) European Agency for
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Reconstruction; (¢) Community Assistance to Reconstruction, Develop-
ment and Stability (CARDS)
(a) http://www.seerecon.org
(b) http://www.ear.eu.int
(c) http://europa.eu.int/comm/external_relations/news/05_00/ip_00_
456.htm
http//europa.eu.int/comm/external_relations/see/docs/index.htm
Statistics Administration (aims at strengthening the statistical systems in
transition countries to provide accurate, reliable, and timely data harmo-
nized with international standards)
http://www.europa.eu.int/comm/eurostat/
Tacis Bistro Facility (designated to respond quickly to requests for sup-
porting small-scale projects up to € 100,000 and a duration of no more
than six months)
http://www.eur.ru/eng/tacis/bistro.html
Tacis City Twinning (sustains the development of stable and democratic
societies in the NIS and Mongolia, thereby strengthening local and re-
gional governments, as well as potentially financing direct cooperation
between local and regional authorities in the NIS and the EU)
http://www.taciscitytwinning.org
Tacis Technical Dissemination Project (makes available information on
successful projects carried out by Tacis through publications both printed
and on the World Wide Web)
http://www.tacisinfo.ru/index.htm
Tempus III (trans-European cooperation scheme for higher education,
extended for the third time until 2006; serves to promote the quality and
advancement of higher education in Phare and Tacis countries)
http://www.etf.eu.int/etfweb.nsf/pages/tempus
TRACECA (TRAnsport Corridor Europe Caucasus Asia; launched in
1993; supports political and economic independence by enhancing the
capacity to link up with the European and world markets, and also to en-
courage regional cooperation among the partner states)
http://www.traceca.org
Twinning (the principal preaccession assistance for institution building;
aspires to prepare candidate countries and strengthen their institutional
and administrative capableness; initially focused on agriculture, environ-
ment, finance, and justice, although additional areas possible to cover the
whole “spectrum” of the acquis communautaire)
http://europa.eu.int/comm/enlargement/pas/twinning.htm

Candidate Countries (Preparing for Accession)

Bulgaria: http://www.mfa.government.bg/eiweb/
Czech R.: http://www.euroskop.cz/euroskop/site/aj/index.html
http//www.mzv.cz/EU/index.html
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Estonia:  http://www.vm.ee/euro/english/

Hungary: http://www.mfa.gov.hu/euint.htm

Latvia: http://www.am.gov.lv/e/

Lithuania: http://www.urm.lt/full_e.php

Poland:  http://www.ukie.gov.pl/index.htm

Romania: http://www.mie.ro/english/mie.htm

Slovakia: http://integration.government.gov.sk/en_index.shtml
http://www.vlada.gov.sk/eu_en/

Slovenia: http://www.gov.si/svez/uk/mainmenu.htm
http://www.gov.si/mzz/ang/index.html

European Commission Representation in the Partner Countries

Bulgaria: http://www.evropa.bg/en/

Czech R.: http://www.evropska-unie.cz/eng/
Estonia:  http://www.euroopaliit.ee/index-eng.html
Hungary: http://www.eudelegation.hu/

Lithuania: http://www.eudel.lt/english/index.html
Poland:  http://europa.delpol.pl/english/index.php
Romania: http://infoeuropa.kpnqwest.ro/start.php
Russia:  http://www.eur.ru/eng/index.html
Slovakia: http://www.europa.sk/english/index.htm
Slovenia: http://www.evropska-unija.si/

Info Centers

Czech R.: http://www.evropska-unie.cz/eng/

Estonia:  http://www.euroopaliit.ee/info.html

Hungary: http://www.eudelegation.hu/etk/index_en.html

Lithuania: http://www.eudel.lt/english/i_center.html

Poland:  http://europa.delpol.pl/english/index.php
http://www.cie.gov.pl/cie.html

Romania: http://infoeuropa.kpnqwest.ro/start.php

Slovakia: http://www.europa.sk/english/index.htm

Slovenia: http://www.evropska-unija.si/

Statistics on Phare and Tacis Countries

* Bank Austria/Creditanstalt
http://www.bacai.com
http://www.bankaustria.at (under the heading “international”)
e European Bank for Reconstruction and Development—EBRD
http://www.ebrd.com
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Eurostat
http://europa.eu.int/comm/eurostat/
Organization for Economic Co-operation and Development—OECD
http://www.oecd.org/statistics/
PlanEcon, Inc.
http://www.planecon.com/index-new.html
Stockholm Institute of Transition Economies and East European Econ-
omies—SITE
http://www.hhs.se/site/kei/kei.htm
TACIS—Economic Trends. The economic trend series (ETS) is a Tacis-
financed project aimed at obtaining, interpreting, and making available
economic statistical data for the following six countries:
Armenia:  http://economic-trends.org/am/
Azerbaijan: http://economic-trends.org/az/
Georgia:  http://economic-trends.org/ge/
Kazakhstan: http://economic-trends.org/kz/
Moldova:  http://economic-trends.org/md/
Uzbekistan: http://economic-trends.org/uz/
The Vienna Institute for International Economic Studies—WIIW
http://www.wiiw.at
World Bank
http://www.worldbank.org/data/

Other International Donors Engaged in Central
and Eastern Europe

European Bank for Reconstruction and Development—EBRD
http://www.ebrd.com/index.htm

European Investment Bank—EIB
http://www.eib.org

International Monetary Fund—IMF
http://www.imf.org

United Nations
http://www.unece.org/ead/pub/survey.htm

World Bank
http://www.worldbank.org

World Trade Organization—WTO
http://www.wto.org






Notes

Chapter 1

1. The democratic political system as in Downs (1957) holds the view that two
competing parties try to obtain the support of median voters so that elections’ out-
comes do not influence government choices.

2. While in a Downs-type system (Downs, 1957) of two competing parties,
choices may be determined by the median voter and the government is not depend-
ent on political results, Palfrey (1984) has shown that the system can incur a more
polarized position as long as there is a third competitor party.

3. On October 2, 2001, the Fed lowered its federal funds target by another fifty
basis points, thus continuing to ease monetary policy.

4. Goodhart and Schoenmaker (1995) gave a list of failing banks rescued by an
interventionist central bank and the role of an agency granted with supervision func-
tions.

5. They consider the following model. The economy is without capital and with
an infinite horizon. The government cannot impose any levies and the maturity of
debt is constrained by the government; the government honors its own debt without
imposing tax on debt even without commitment.

6. Tax rates cannot change because they are likely to affect interest rates within
the same period and the value of government debt.

7. See also Giavazzi and Giovannini (1989) for a longer analysis.

8. In coordination games characterized by multiple equilibria, a unique equilib-
rium results as long as agents have noisy private information about the game’s pay-
off. However, Hellwig (2000) shows that the equilibrium does not prove substantial
because public information reestablishes multiple equilibria as the noise goes to
zero. Multiple equilibria would be related to the relative value of private information
and to noise. Public information may destabilize the market because the agents’
choices are more sensitive to public information than to private information.

9. This approach was attributed to Reverend Bayes (1763).

10. Budina, Hanousek, and Tama (1995) calculated the optimal seigniorage-
maximizing money growth in Bulgaria, the Czech Republic, Poland, and Romania.
Applying a conventional money demand equation, they have calculated the interest
semielasticity of money demand. The inverse of money demand gives the optimal
money growth for the Czech case at 20 percent, rather in line with the prevailing
monetary policy. The optimal revenue relative to GDP would have been 2 percent,
that is, the ratio MO to GDP times the optimal growth rate. Significant estimates
were not obtained for Bulgaria and Romania. In the case of Poland, the interest semi-
elasticity of money demand was found between —0.016 and —0.018.

11. See Alesina, Cohen, and Roubini (1992), where a longer bond maturity re-
duces the risk premium incorporated in interest rates by increasing public confi-
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dence that there will not be a debt crisis. In Giavazzi and Pagano (1990), a small
open economy of fixed exchange rate and perfect capital mobility may reduce the
expectations of devaluation by issuing debt having long maturity denominated in
foreign currencies.

12. On the theory of wage indexation, see Gray (1976).

13. The Little et al. (1993) study was based on the experience of eighteen coun-
tries and found that only very high inflation costs much.

14. They used World Bank and Penn world tables’ data to cover the period 1960-
1992. The number of countries under scrutiny was large, in the range 94-170, ac-
cording to the model specification and data source. The inflation effects appear to be
stronger when using the Penn world tables’ data. The economic growth contracted
by 1.3 percent per year, other things being equal, as inflation rose from 5 to 50 per-
cent annually, whereas by using the World Bank’s data, growth would drop by only
0.6 percent.

15. Partially in line with previous findings, Engsted (1996) tested German hyper-
inflation in the 1920s. He obtained that the rational expectation model holds as for
the exchange rate determination (i.e., purchasing power parity sets the exchange
rate), but it does not in the price level determination (i.e., in the rational expectation
model, domestic money supply and demand jointly determine the price level).

16. van Brabant (1998) prefers a managed nominal exchange to a heavily under-
valued fixed rate. Fry and Nuti (1992) favor a crawling peg regime toward preserv-
ing competitiveness.

Chapter 2

1. It was signed by Belgium, France, Luxembourg, the Netherlands, and the
United Kingdom to strengthen military and economic cooperation.

2. Robert Schuman was the French Foreign Minister.

3. The EU was established by the Treaty of Maastricht, which was negotiated in
December 1991 and signed on February 7, 1992 by twelve European states, and
came into force on November 1, 1993.

4. A boxer refrains from eating prior to weighing in and consumes a large meal
once it is over.

5. They make use of a CGE model.

6. The data set did not cover the Baltic economies and Cyprus.

7. In Gros and Gonciarz (1996), the GDP figures used in Baldwin’s (1994) pa-
per for the three transition economies considered, Czechoslovakia, Hungary, and
Poland, were updated downward because they were supposedly overvalued.

8. The sensitive products are agriculture products, chemicals, textiles, clothing,
footwear, iron and steel, and furnitures. The nonsensitive industries are electrical
and nonelectrical machinery, and motor vehicles.

9. Gaynor and Karakitsos (1997) state that the difference between Greece and
the rest of the countries analyzed is large on the 1994 data. The first group is formed
by Denmark, the Netherlands, Germany, and Ireland. France and the United King-
dom form their own group

but very close to the first. Belgium is on its own, not terribly far removed from
the rest. Meanwhile, Portugal and Spain are very similar and Italy is closer to
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these two than to the rest, whilst as a group these three are a reasonable dis-
tance from the core. (Gaynor and Karakitsos, 1997, 36)

Chapter 3

1. In fact, Eilat and Zinnes (2000) developed a model where the unexplained re-
siduals obtained from the regression of change in the electricity consumption onto a
set of variables, serve to highlight the effects on the dependent variable caused by
change in prices, in output structure, and in the efficient use of electricity.

2. Over the period January-September 2001, the birth rate per 1,000 was 9.1 and
the death rate 15.5. Corresponding figures for January-September 2000 were 8.7 for
the birth rate and 15.3 for the death rate.

Chapter 4

1. Black and Moersch (1997) calculated 62 percent and 25.8 percent for labor
and the capital productivity gap, respectively.

2. On the agriculture sector, see von Tunzelmann and Charpiot-Michaud (2000),
who favor demand management, and Bojnec (1999) for a supply-side view.

Chapter 5

1. The term “economic levers,” which came into vogue during the reform era
starting in the 1960s, referred to “financial mechanisms designed to motivate plan
fulfilment and . . . to the implementation of ‘economic accounting.’ . . . Such levers
were to stimulate a reduction of production costs, an expansion of exports and more
extensive import substitution” (Bryson, 1995, 128).
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