The Transition of Post-Soviet-Type Economies:
Expected and Unexpected Developments *

L. Introduction

Literature on the transition of former Soviet-type economies
post-STEs for short) is growing fast, although given the pace of
“Jevelopments it is still mostly at the asticle and mimeo stage, with few
“serious book on the subject. Debates are already beginning to shape
{ip: “shock therapy” versus the gradualist approach, the sequencing of
transition measures, choice of privatisation methods, efc. They
promise to fill pages of economics journals for years to come. The

<hift from the centrally-managed (and allegedly centrally-planned)
cconomy to the market system has become a veritable “new frontier”
for the economics profession.

What the present writer regards as missing in this avalanche of
ticles and papets on the subject is an attempt at stock-taking. After
all ‘the Polish transition programme was formulated in late 1989 and
mote than two years have passed since it began to be implemented.
he same, by and large, applies to Hungary. After extensive prep-
ons, the Czechoslovak programme started in January 1991. Yugo-
/{4, Bulgaria and Romania, albeit with some reservations (mostly
e to the unfinished political transition to the post-communist era:
e Winiecki, 1991a), also contributed something to the growing pile
dence.
here exists accumulated evidence, against which various con-
f theorists, including those dominant in implementing
sation-cum-liberalisation programmes, can be assessed. This
s an early attempt at such an assessment. The present writer
at theorists’ concetns from two diffetent angles: first, whether
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and, second, whether certain developments that happened wete
expected by theotists.

The selection of issues that are seen as being of concetn to
theorists is, of necessity, personal. Another theorist would, in all
probability, make a somewhat different selection (especially in the ~
necessatily — more arbitrary choice of developments that surprised
theorists). But even with all possible arbitrariness the apptoach
yielded intetesting insights.

One of the most important is that only a small part of theorists’
expectations about the problems of transition did, in fact, materialise
in a manner expected by theory. Transition to the market turned out
to be a much more uncharted journey than that imagined by believers
in simple (one is tempted to say simplistic) recommendations trans-
planted from economies with different institutional charactetistics.

IL. What was expected to happen and actually happened

As already noted, the list of developments in the transition
process that had been expected to happen, and did happen, is rather
short. Moreover, even when certain developments did take place they
were more often than not qualified by various “buts”.

Expectations based on the standard stabilisation progtamme re-
commended nowadays by the IMF (the new orthodoxy called the
“heterodox programme”) suggest that hyperinflation is reduced

sharply once restrictive monetaty policy is put in place and an attempt

is made substantially to reduce budget deficit, and particularly its
Tn fact, Jeffrey-
tended

to be even mote optimistic and expected inflation to disappear almost .
completely (although this was not the case in Bolivia itself: see, for -

financing, through the resort to the printing press.
Sachs (1987), arguably on the basis of the Bolivian experience,

example, Bernholz, 1988},

This extreme version did not materialise,
Polish hyperinflation had in fact ended. But inflation,
reduced substantially, got stuck at levels higher than in known suc
cessful cases of stabilisation policies (Chile, Bolivia, Israel, Mexico)
High monthly inflation rates (e.g. in Poland, apart from larger shift
caused by specific policy decisions or seasonal changes: 3-4%T

although Yugoslav and
although
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month from April 1990) strongly affect macroeconomic policy, which
in turn affects the petformance of a post-STE in transition.
Considerations undetpinning the same standard stabilisation
programme generate associated expectations of reduction in budget
deficit, although historical experience suggests that the process of
deficit reduction, let alone elimination, takes place at a matkedly
slower rate. But the pattern in post-STEs has been the reverse to that
registered eatlier elsewhere. In country after country, initial balancing
of the budget after the start to transition was achieved almost over-
night with sutprising ease, However, after some time, usually in the
second year of the transition programme, surplus turned into deficit —
and usually a fast-growing one. This had already happened in Poland
‘and Hungary in the second year, and deficit is now looming in
' Czechoslovakia. Quite obviously, some factors not taken into account
n the undetlying theory of stabilisation have intervened forcibly in
the fiscal area. These issues will be considered in Section V.
The same reverse pattern has also been observed in the case of
“expott expansion as an effect of external liberalisation, This has been
asumed to take place once (1) exchange controls are lifted; (2)
ubstantial devaluation of (strongly overvalued) national currency is
instituted; and (3) distorting non-tatiff barriers to trade are elim-
inated. These measures are expected to teveal true comparative
advantages. However, the process of finding export markets under
ewly-revealed comparative advantages takes more time than or-
ring poods from abroad that were unavailable before liberalisation,
“to — now eliminated — exchange controls. Therefore, an import
irge is generally expected to precede an export surge (see, for
xample, Krueger, 1980).
This is the logic behind stabilisation funds set up under the acgis
¢ IMF to help post-STTs in the eatly transition period withstand
ressure on foreign exchange reserves due to increased imports,
_exports were supposed to pick up much more slowly. The need
or stabilisation funds had been stressed from the very beginning of
E transition until, surprisingly, as late as 1991 (see, for ex-
Asselain, 1991, and Portes, 1991).
he present writer regards this concern as surprising: by 1991 it
have been clear that the export surge materialises early since a
ep ot wth in exports is registered almost immediately after liberal-
-.-iny in the case of Czechoslovakia, where it did not, the fall
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in imports exceeded that of exports. Thus there was no need to draw
upon a stabilisation facility in this case either.

What threatens export expansion is not, as widely expected, an
early import surge with its attendant political pressures to reimpose
exchange controls and distortionary non-tariff barriers, but a late
import surge following an export surge. The threat comes from the
inconsistency of a fixed (or “pegged”) exchange rate, regatded as an
indispensable nominal “anchor” in the standard stabilisation pro-
gramme, with steady export expansion based on comparative advan-
tages. This is what, inter alia, was observed by Edwards (1992) in the
Chilean case. '

As a fixed exchange rate is used as an anti-inflationary weapon,
the policy bias favours mantaining it for too long. In the extreme case
of Poland, it was maintained for 17 months during which prices rose
by about 300%. It is clear that such a large difference between
inflation rates in Poland and in Poland’s main trading partners could
not be made up by efficiency-increasing, cost-reducing mesures. An
increasing overvaluation of the zloty ensued, with the resultant loss of
competitiveness.

Effect on the trade pattern was dramatic. In the first half of
1990, exporis amounted to 119.7% of those in the first half of 1589,
while imports were only 54.1%. In 1990 as whole, exports rose to
140.9% of those in 1989, while imports were equal to 106.3%. In the
first nine months of 1991, exports were 117.9%, while imports were a
huge 196.5% of the equivalent period of 1990.

In Hungary, the situation was exactly the same, although
overvaluation grew more slowly (due to lower inflation differentials
pis-g-vis main trading partners). Nonetheless, while 1990 exports
amounted to 131% and imports 112% of those in 1989, respeciive

figures for the first half of 1991 vis-d-vis those of 1990 were 127% and"
177%. In Yugoslavia import pressures were so strong toward the end’
of 1990 that the currency had to be sharply devalued and its

convertibility suspended.

The issue involved is not well presented in textbooks on inter:

national economics. The benefits of opening up the economy come i
two phases. Phase one is rather short and associated with the liberalis

ation of foreign exchange and foreign trade. Domestic producets:
realise that shifting some of the output to foreign matkets will bring:
higher profits. The result is an increase in expotts from the existing.

capacities and a resultant one-off increase in the value-added. This
what happened in post-STEs right after external liberalisation..
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But it is only the beginning of such benefits. As comparative
advantages are revealed, some goods become permanently more prof-
itable than others. Over time there is, as a consequence, a shift of
production factors from less to more profitable activities. A more
profitable export-oriented sector becomes increasingly larger and
contributes mote value-added. Howevet, in order to become a per-
manent feature of the newly-opened economy, the real exchange rate
should remain reasonably stable.

This is what post-STEs that chose a fixed exchange-rate regime
have been deprived of. The second phase of reaping the benefits in
question did not materialise. The real exchange rate fluctuated
strongly as overvaluation superseded undervaluation existing at the
statt of the transition, and production factors did not shift to more
profitable uses (for the simple reason that these uses were rapidly
losing their profitability). Partial corrections made on an ad hoc basis
did not help very much and indeed undermined the credibility of the
*desired structural change in favour of the export-oriented sector.
~  These considerations give a foretaste of the stock-taking at-

mpted in this paper. As can easily be seen, even the less numerous
developments that duly happened as expected did not follow the
pattern observed under eatlier stabilisations. The following two sec-
fions on expected developments that did not happen, and unexpected
evelopments that took most of the economics profession by surprise,
sinforce this assessment.

Expected developments that did not happeﬁ

One general comment should be made before beginning the
view of unexpected developments — those that were expected to
ppen but did not, or those that took most of the profession by
tise. In neither case were surprises always due to the uniqueness
0st-STE transition. The underpinnings of alternative interpret-
lowing us to “expect the unexpected” were already in place in
ritings, or could have been deduced from the existing
ure: Consequently, their adverse effects on the economies in
n might have been avoided or to some extent alleviated, had
owledge been applied in transition processes.
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In fact, the same may be said about the expected developments
that duly happened - but not according to the established pattern of
the past. There have been extensive critiques of the orthodoxy of the
fixed ot pegged exchange rate as a solution in the short run by
cconomists of varying theoretical persuasions (see, infer alia,
McKinnon and Mathieson, 1981, repeated in McKinnon, 1991;
Murrell, 1992, with respect to all “nominal anchors”; Walters, 1991;
and Winiecki, 1991c). In fact, one of the founders of the new
stabilisation orthodoxy also began criticising the use of exchange rates
as a means of controlling inflation (Dotpbusch, 1990). And conse-
quences of an exchange rate “anchor” for expott performance of a
liberalising economy could easily be deduced from textbooks on
international economics.

One of the issues that greatly concerned theorists (and those at
the helm of transition programmes) was monetary overhang, forced
savings in the hands of the population - a legacy of decades of
repressed inflation under the STE regime. Proposed solutions ranged
from outright confiscation (so-called “monetaty reform”), consoli-
dation as debt, conversion into Bnancial or real assets or correction
through the process of price liberalisation.

Rut in fact only the first and the last wete seriously considered
by theorists, while in all countries considered here (Poland, Yugo-
slavia, Hungary and Czechoslovakia) cosrection through price liberal-
isation was chosen — wisely — by respective decision-makers. For
although there exists a theoretical equivalence between these two
options, outright confiscation is politically untenable in newly-
evolving democracies, as well as requiring knowledge that does not
exist about the size of monetary overhang (see Edwards, 1992).

In any case, monetary ovethang turned out to be a non-ssue after
the start of transition. This assessiment applies not only to counities

whete preceding hyperinflation already wiped out a large part — if not all
- of monetary overhang, Ze. Poland and Yugoslavia, but also to the -

remaining countiies in transition. Actually, in the former countries the

opposite problem emerged. Since the overhang was wiped out, the:
sestrictiveness of monetary policy did not need to be as strong as it was:

(Beksiak and Winiecki, 1990). As households ttied to rebuild savings to
the desired levels, even at the cost of further reducing already

consumption,
strictive macroeconomic policy than that afmed iner alia at eliminatin

the already non-existent monetaty overhang.

reduced:
decision-makers were free to pursue somewhat less te-:
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The Damodcles’ sword of forced savings overshadowed actual
developments, however, with the resultant larger nominal decrease in
consumption than desirable for a general turnaround in the supply/
demand relationship under the new rules of the economic game (on
the rationale for macroeconomic restraint at the start of the transition
going beyond the elimination of disequilibrium and, more specifi-
cally, forced savings see, inter alia, Winiecki, 1990a).

Another widely feared development that did not materialise was
that of widespread bankruptcies. Although over time more and more
_ state-owned enterprises (SOFs) as well as Soviet-style pseudo-
© coopetatives, were regarded as decreasingly creditwotthy, bankruptcies
were almost non-existent, When they did happen, they usually affecied
-small firms.

The fotegoing should not be construed to mean that the per-
formance of non-ptivately-owned firms was better than expected: just
the opposite (see the next section). But various factors of the
economic situation and the political economy slowed down the
adjustment process under the market rules.
© Two factors were decisive for the almost non-existent selection
through bankrupicy. The first, in my opinion, refated to another
nominal “anchor” of the standard stabilisation programme: wage
trols. Tn all programmes in question, wage controls became a
orm and slowed down the badly-needed adjustment process (Beksiak
n _\Winiecki, 1990, and Walters, 1991). Thus, quite apart from the
otetical inconsistency of using more than one nominal variable as
_anchor” (see Claassen, 1991), money wage controls have had
t adverse consequences.
' On the one hand, by restraining both efficient and inefficient
Es from increasing employment and money wages, they petrified
existing output structure. On the othet, by restraining inefficient
s from increasing wages, they considerably reduced the prob-
of bankruptcies. Although this was precisely one of the reasons
eir introduction, the “nanny” role of wage controls undermined
redibility of macroeconomic restraint and the new rules of the
<et) game,
The second factor is associated with the extended tradition of
” budget constraint of SOEs (see Kornai, 1980 and 1986)
d not completely disappear after the transition. In all countries
ot s@deration, with some exceptions concerning Hungary, large
continued to exert strong political pressure due to their sheer
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size and the resultant unemployment consequences. The political
economy of “soft” budget constraints under the transition regime will
be discussed in the next section.

Yet another majot threat to stabilisation that did not materialise
was an import surge that was immediately supposed to follow ex-
ternal liberalisation. As stressed earlier, this was the rationale behind
the establishment of stabilisation funds for economies in the process
of liberalising their foreign economic relations. But impott surges
preceding export expansion did not happen and the explanation for
this could be found in the comparative economic systems [iterature
(see Winiecki, 1983, repeated in Winiecki, 1983, and Ellman, 1989).

STEs wete characterised by very strong impott pressures because
SOELs preferred imports from Western market economies to lower
quality domestic products (or those from othet COMECON countries).
Since they paid the same price for products of differing quality, they
always pressed for impotts originating from the West. They also tried
to ensute excessive inventories of imported high-quality inputs, as part
of the system-specific high inventory-to-output ratio policy of state
enterprises that could afford to disregard the usual financial constraints.

With the new rules of the game, price differentiation introduced
an element of choice between domestic and imported goods. If the
price differential was larger than the quality differential, SOEs chose
domestic over imported inputs. They also started reducing high levels
of inventories that became more difficult to finance under new rules
reinforced by macroeconomic restraint. A not unexpected result, in
the light of the preceding considerations, was a sharp fall in imports
exceeding the aggregate fall in domestic output in all countries in

question (except Czechoslovakia). Stabilisation funds were left unused

everywhere,

But the early fall in imports instead of the expected surge was.
only a patt of an even more puzzling development that took most of -

the profession by surprise. The present writer has in mind the
unusually deep fall in output. For prices in post-STFHs behaved on'a
“ves-but” basis: they skyrocketed after liberalisation but late
stabilised at higher than expected levels, but output behaved com:
pletely against expectations. This stoty, however, belongs to anothe:
category of unexpected developments. :
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IV. Unexpected developments that surprised decision-makers and the
economics profession

There are serious problems with expectations based on the
standard stabilisation programme. In the model underlying the
“heterodox programme” (see Dornbusch and Fischer, 1986) policies
aiming at the elimination of hyperinflation (and scvere disequilibria)
concentrate on the reduction of aggregate demand through restrictive
monetary policy and rapid decrease in budget deficits. Severe re-
straint, 7.e. the “shock treatment”, is preferred, as more credible, to
- gradual restraint. This credibility is reinforced by nominal “anchots”
that, by freezing some nominal variables, help to drive down in-
flationaty expectations.

A natural, one would say textbook, consequence should be the fall
of output. The model covers neither the degree of macroeconomic
festraint necessaty to eliminate hyperinflation or severe disequilibrium,
an extent of the resultant fall in output. This is what one might
ect from the programme based on the new orthodoxy, with the
utput fall corresponding, intuitively, to the level of hyperinflation or
'_s?quilibrium. Tt is even more surprising, then, that empirical analysis
f ‘carlier applications of such programmes resulted in rather shallow
tec sions ot, as in the case of Israel, a small expansion (see, inter alia,
runo, 1986 and 1991; Kiguel and Liviatan, 1990; Corbo and
imano, 1991).

Programmes, the applications of which seem to contradict the
derlying theory, should be immediately suspect (and certainly do
ot desetve the name of orthodoxy, whether old or new!). Be that as
may, altmost none of the protagonists of the standard stabilisation
ogrammes expected the extent of output fall that took place in
all the countries in question, plus East Germany, Hungary,
h decided in favour of gradualism, petformed differently with
to the initial output fall (although not with respect to the
gate output fall over the period under consideration).

nitial fall in industrial output in the first year of the transition
d'to over 40% in East Germany and some 25-30% in Poland
ZeC 'qslovakia. Only in Yugoslavia was it much lower (over 10%
as mactoeconomic policy became traditionally lax after
int later in the year, when effects of the squeeze began to
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Tt has been posited by this author on several occasions
(Winiecki, 1990a, 1991b and 1991d) that a substantial fall in output
was to be expected, on the basis of existing knowledge about the
behaviour of enterprises in the STE. The very change from a wasteful
Soviet economic system entails an autonomous fall in output, quite
apatt from the degree of restraint of mactoeconomic policy or ex-
ternal environment.

The “mystery of vanishing output” is in fact rather simple. The
STE was known for its persistent shortages, to which economic agents
- especially SOEs enjoying “soft” budget constraints — adapted by
hoatding inputs, fixed assets and labour. The best known ate
probably very high inventory-to-output ratios. To give an exampie,
according to Shmelev and Popov (1989), the ratio in the USSR in
1985 stood at 82%, compared to 31% in the United States.

Quite obviously, once the beginning of the transition brings
about the reversal of the traditional supply/demand relationship,
SOFs begin to adjust to new conditions of excess supply by drawing
down their inventories and simultaneouly lowering ot altogether
cancelling new otders fot inputs, machinery and equipment. Hence
stems the fall in domestic demand for, and consequently output of,
raw materials, intermediate products, lathes, instruments, con-
struction and transport equipment, efc.

Not only state enterprises but also households, with their harder
budget constraints, adjust to the new relationship. In fact, the latter
adjust much faster for that very reason. The re-emetgence of goods in
the shops is met by purchases of smaller quantities of food products,
for example. Previously they used to buy larger quantities whenever
they got hold of them, not knowing when they would be able to buy
the next batch. Part of these larger quantities

other cases of stabilisation-cum-liberalisation.
output fall could be ascribed to the

Soviet economic system. Therefore, it is a legitimate question to ask
whether the size of output fall that these countries registered wa
necessary to achicve the initial aim of the stabilisation progtamme, £.¢
sharp disinflation, or was it excessive? And the question is vali

regardless of whether or not those who pose it understand or accept

the implications of the foregoing considerations.

were later spoiled. .
The foregoing leads to the conclusion that transition from the

STE to the matket system is bound to entail larger output fall than in'"
Of cousse, pot all ’

departure from the wasteful -
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A concept of a credit crunch in the state enterprise sector was
advanced (Calvo and Coricelli, 1990) to explain why enterprises
Feduced output due to the lack of resoutces to purchase necessar
inputs. The explanation implies that output was driven in Polang
(although it could apply elsewhere as well) below the level of
demand. But Castberg (1991), for example, points out that the
concept of a credit crunch cannot explain the state of generalised
excess supply dominant on the Polish market,

The: present writer takes an intermediate position between those

: who maintain, along the Calvo-Coricelli line, that reflation would
. accelerate recovery, and those who say, with the prevailing or-
thodoxy, .that although severe recession was engineered on the
demand side (macroeconomic restraint), it must be overcome b
supply side measures (structural adjustment). ’
T}'le Calvo-Coricelli explanation applies to a limited extent in
industries that were caught in a period of seasonally high credit
demand at the start of the transition. Facing initially extremely high
interest rates, they reduced output below demand level (with the
@ﬁ::entlal filled by imports). This dilemma is typified by the food in-
y.

_ Ft%rthermore, a markedly larger output fall in consumer goods
dustries indicated that other forces were at work besides the in-
entory drawdown. For it was SOEs, rather than households, that
ded to adjust more in the shift from excess demand to éxcess
ply (given their larger inventories due to “soft” budget con-
tralr_;ts). Therefore, 2 more nominal “anchor”, that is wage controls
ht have affected the level of money wages, demand for and
sequently output of, consumer goods industries, Thus, some ,roorn
ed for relaxation of restrictive macroeconomic policies, includin
ge controls. , ®
is is not intended to be a criticism of decision-makers but
a support for the thesis that the very limited knowledge of the
ire and behaviour of the economy in transition, from the
'ly_-managed STE to a market-type one, leaves much room for
es. In such circumstances the use of nominal “anchors” is of
_ _Value, to say the least (on this point see Murrell, 1992).
:e'of the most important — and strongly adverse — develop-
as been the impact of an unhealthy nexus of state-owned
nd §tate~owned industrial enterprises on the performance of
s'in transition (Winiecki, 1991c¢). “Nobody’s” banks that did
bout the creditworthiness of their clients and the riskiness
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d on an inettial basis to those to
first of all to largest SOEs. They
ssures to support “Important”

of submitred projects tended to len
whom they lent in the past, that s,

were also sensitive to political pre
enterprises. On the other hand, “nobody’s” enterprises horrowed

almost regatrdless of the level of interest rates. This applied to a much
greater extent to the largest SOEs that were more accustomed to
being bailed out of trouble by communist regimes than other firms.
These problems highlighted the neglected role of the financial
system that would also entail the search for a solution to the bad debt
incurred by SOEs under the old regime, Without cleansing the
balance sheets of the banks of bad loans made undet central planning,
simultaneously with a similar procedure with respect to industrial
entetptises, restructuring and privatisation wurned out to be almost

impossible. In fact, even the expected impact of macroeconomic

policy would become doubtful. Few analysts seemed to have been
apid reform of the

of the necessity of eatly and r
1990; and

awate, however,
ainard, 1990; Marer,

financial system (for exceptions, sec Br
Rybezynski, 1991).

In fact, it transpired that monetary policy applied within the
framework of the standard stabilisation programme in countries with
strikingly different property rights structures generates outcomes that
are at odds with textbook-based expectations. Not only did adverse
outcomes of monetaty policy come as a surptise, but also the spillover
cffocts that affected the state budget strongly — and again advetsely -
surprised both practitioners and theorists.

As explained briefly in Winiecki (1992),

assumption of monetary polic
gramme is that each post-ST
greater or smaller disequilibrium,

Tled for. An even better reason in post-

therefore ca
signal to economic agents that the era of persistent excess

come to an end. A shift
through the monetary squecze.

What is conspicuously miss
neoclassical neglect of consequences of a monetary squeeze in €c

omies where the property rights structure is drastically
that in the textbooks. For there is a huge difference between sit
ations where SOEs generate 10% or even 30-40% of GDP, and tho
where they produce 90% to 100% of the product :
Crechoslovakia at the start of transition, for example).

4 not unteasonable

E enters the transition in a state of
and restrictive monetary policy is
STFs is to send a
demand ha

4

y undet the standard stabilisation pro- -

to an excess supply regime is generated
ing in this reasoning is the typically

different from

(as in the case of
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The consequences were similar everywhere. Due to the alread
:v,tresseq unhealithy nexus between “nobody’s” banks and “nob da’ ,
industrial enterprises, the extended monetary squeeze has ?: (c; . Sd
ialltlgelymunogthodox Ie}slults. Not only, as already stressed, dipd Ooulj:g;t
all somewhat more than necessary, but it
Contrary to textbook expectationsy,that mcs)nségfyms]zuiszz ge?;m“izorse.
the Ieast. efficient firms, under the overwhelmingly domi e
ownetship the reverse has been true, ’ pant stte

Banks continued to lend first of all to their traditional client
tha}t is larger SOEs, with the consequence that smaller, usually m .
efficient ones, were crowded out of the credit market’ The 3;111:101”?
‘clout of the enterprises also ensured that they remainea least gffectcad
by the squeeze. As, historically, the least efficient, largest fire
..:.c_c.yntlnued to have easiest access to credit from equally éorniiant t Itns
'_ownEd' commercial banks, their output losses were relativel 1S rer.
“And since th.e smaller and better SOEs faced the toughes)ic c(:)ljw flr
queeze, their output often fell by a larger percentage Oute 1:
structute got progressively wotse, This is best explained in .\W' i pllii
(1991c) and Walters (1991). e
The worsening output structure under prolonged monetary re-
raint generated yet another surprise, namely fiscal crisis inyth
ecm?d yeat of the transition. This came about in the most dram t'e
y in Poland, but budget deficit increased in Hungary in 1991 . 13
‘author’s assessment is that it may also materialise in Czechozi)-

stressed in Section II that the pattern of fiscal developments
S0, f;.i be];:n the opposite to that found in eatlier cases of stabilis-
bﬂigaﬂoﬁ; : r;:ls;g:}‘i was bsltll'anced rc?latively easily at the start of
] . case, while over time the situation grew progress-
;.h_lS surprising result is also rooted in the legacy of the past
storically maintained large input inventories: acceleratin‘
n.and aggravating disequilibria in the last years of STE re imegs
?d t]‘ne tendency (see Shmelev and Popov, 1989 fgr th
nd Winiecki, 1990a, for Poland). , T
ledflevirl.rulfas of the game then freed prices at which products
ld; w ile inputs to these products had been bought earlier at
wer, co_ntmlled prices. Therefore, although output fell and
gtlhsatlon was low, profitability remained high. As budget
@pended to a large degree on the already existing tax g01’.1
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state enterptises’ profits, the stream of revenues was sufficient to
cover expenditure. This is what happened in Poland, Yugoslavia and
Hungary in 1990, and in Czechoslovakia in 1991.

But the prolonged monetary squecze, with its perverse effect on
the enterprise sector, andermined the SOFs’ profitability. On the one
hand, profits of more efficient SOEs fell sharply. On the othet,
wasteful giants, living on subsidies and never-io-be-repaid credits,
rarely contributed much to state coffers. In fact, the opening up of
these economies generated some competitive pressures and resulted
in further worsening of their financial performance. Thus, their
contributions also declined.

As revenues declined, budget deficits began to increase. The
relatively least affected has been Hungary, which already began
reforming its tax system in late 1980s. It entered the transition with a
mote diversified tax system that also included personal income tax
and VAT. Therefore, the fall in the SOEs’ profitability that occurred
there did not affect aggregate budget revenues so strongly.

All these countries have so far tried to avoid re-igniting inflation
by ptinting money, therefore adjusting their budgets downwatd to
keep deficits within manageable limits, An anintended, but
nonetheless surprising, consequence of these developments has been a
fast decline of budget-to-GDP ratios in all the countries concerned
(again except Hungary, where the decline has been much less pro-
nounced for reasons already given).

There are, howevet, limits to the decline of budget-funded
activities. The resistance increases and shifts the issue from the

ecopomic to the political arena, undermining the whole transition

process (since there is also a lot of bitterness in the industrial sectot’

not least because better, rather than wotse, SOF;s ate pressed against
the wall). i
Alongside the emerging urgency of the reform of the financial
system, reform of the tax system transpired as another urgent priotit
Both came largely as a surprise, since neither stabilisation nor
fiberalistion were seen as strongly dependent on financial or tax
reform, least in the shorter run (on tax reform see, howeve
Kaminski, 1989, and McKinnon, 1991). :
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V. Unexpected and unnoticed

.A set of unexpected developments consideted in the precedin
section has been more extensive than that of expected developmentf
whether they happened or not. Unexpected developments are,
however, even more numerous. For one should take into account th(;
fact that the section presented only surprising developments that had
already received recognition. ‘
On the other hand, some developments that the present writer did

..notf co.nslder have, in hi.s opinion, taken place, but the economics
profession seems to continue arguing about them as if nothing had

hgppened. In other words, certain developments were not only unex-
pected but have also so far passed unnoticed. They belong to the class of

unexpected developments that happened (whether noticed or not).

At Ie':ast two debates continue with much fervour, although devel-
opments in post-STEs so far seem to have already decided their out-
omes. The first debate centers on whether the return to the capitalist
_rL_;et economy is the only game in town. Market socialism, a long-
he‘r_lshed left wing alternative, has been one of the choices ’debateg
hile ircziference flor thz}iabour-managed firm - a variation on the thetne
as had not only intellectual iti i
e pad ot elSthere' but also political support, both in some
- ‘This over.v%ew of expected and unexpected developments in the
ost-STE transition to the market is not the proper place to discuss the
nerits and dem.erits of alternatives to capitalism (the present writer has
50; see Winiecki, 1990b and 1991e). What is worth noting here is
the gist of the debate seems already to have been decided on the
asis of post-STEs’ 1990-1991 expetience.
nttary to pronouncements of decision-makers in some post-STEs
shifting back to th.e capitalist market economy, what we have seen
i ‘éhese countries has been by and large market socialism:
te-owried enterprises (banks, ezc.) affected by market-type polic
fruments: interest rates, taxes, exchange rates, and the like. Fur}i
€, most of the unexpected and strongly adverse developments, as
he abser.lc_e of some expected beneficial developments, in
n. transition, have been due to the fact that state-owned
ic. agents behave differently from privately-owned ones (see
alters, 1991, and Winiecki, 1991c). A version of markei,:
with labour-managed firms was also tried in 1990 in Yugoslavia
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{and to some extent in Poland in 1990-1991) and registered similar
failures.

Thus, failures of the transition are largely due to the matket
socialism nature of these ecopomies. Jt is only with progressing
ptivatisation, both through transformation of the state sector and the
expansion of private firms, that this market socialism nature will
gradually disappear and, at a certain stage, the capitalist market
system will become a reality. Discussing altetnatives as if they had not
already been tried (and failed!) does not seem very realistic.

The present writet is of the opinion that an even mote frequent
debate on gradual vs. rapid transition to the market has already been
decided by 1990-1991 developments. What has been called “shock
therapy”, “big bang’, efc. - and criticised by “gradualists” — has been a
critical mass of stabilising, liberalising and other institution-building
n 2 degree of coherence among the rules

measures necessaty to obtal
of the game, ensuring at least a tolerable level of performance in the

transition period.

Tt has transpired since late 1989, however, that what was
thought to be a critical mass in fact fell short of requirements in this
respect. Most of the problems these economies encountered stemmed
not from the fact that they did oo much at one moment, i.e at the
starting point of the sransition, but too little. Even on the basis of this
paper’s assessment, one could add the immediate need to initiate
changes in the financial system (cleansing the balance sheets of state
enterprises) and at least short-term modifications in the already-
existing tax system (reducing the budget’s dependence on the state

sector’s profits).
As stressed by this author {Winiecki, 19916, demand for capi-

talist market economy institutions is great from the start, while supply
— in spite of strenuous effosts — necessarily lags behind. Tmproved
performance is the cesult of reducing the gap between demand for;

and supply of, institutions.
Spreading the range of necessary measures over longer period, 2

suggested by “gradualists”,

4

the time needed to reduce it substantially longer. It also means that

improved performance will come later.

It is worth noting that part of the gradual vs. rapid transition

debate seems to be generated by muddled thinking about:

has important implications for per-
formance. It means even less coherence among the rules of the game
than that offered by the critical mass approach, for the gap between
the demand for, and supply of, institutions will be initially larger, and
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prol.:)l'em. Some commentators tend to confuse two different t f
gl%%sslol%sil talf;en at the start of the transition programmes iny%i)sc‘z
. The first type is a decision ab i isi |
other institut.ion—building measures thzltlta?e f:‘; %i (t)fikl:leraihts}ing -y
ffhe second is about a degree of macroeconomic restraint: l::: Stlartl'?
interest rates, extent to which subsidies ate to be reduced t.o nVe .
budgetary deficit, or extent of exchange rate deval Ction,
Commentators criticise mostly the second type of measurez neon
H’owe‘ver, this view does not make them “gradua]ists”. In thi
authot’s view, recent experience of post-STEs in transiti;)n s in
g favour. of'a c.:oncentrated broad range of stabilising, liberalisin y 12
othet institution-building measures taken in the shor;est ossiblg im
span, and against a gradual approach. ’ e
l-‘estr a(ljnri ;};etgthe: hancfl, ﬁecisions on the degree of macroeconomic
| 1t at the start of the transition are relate
dllisequlhbrlum' and the strength of inflationary piezcs)ufel: Sr?i:ii ?lf
zhiss ieconomies. One may, of course, discuss the appropriateness of
choosing one ot another degree, or length of the time span, of
restraint but this, by itself, has litde to do with the pref oo fo
gradual transition. ¢ preference for

In place of conclusions

1. Eh;: stoe-:k-taking of expected and unexpected developments
ysed against the background of theorists’ concerns, however

__g_ninnant, Fart' of ass?ssed developments came as a surptise to the
cs profession. Either developments expected to take place

1’; rxtlﬁst noted ,that the stock-taking has been selective, not
N >
is authot’s judgement of what constitutes important

. On i i
A Ite such OVfErWhelmlflgly important aspect has been
n. 1Mwals ’consclously omitted from these considerations for
ge issue that deserves a stock-taking of its own
¥
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In itself the dominance of surprises over developments expected
on the basis of the received theory should not be seen as extra-
ordinary. The transition from the collectivist-cum-totalitarian regime,
with its special economic-political interface (see Winiecki, 1987,
1991), has been an uncharted path, where no standardised, textbook-
based solutions would be expected to apply without thoughtful adapt-
ation,

The fact that they were applied
insiitutional environment of post-STEs — in the form of standardised

(“heterodox”) IMF stabilisation programmes, created certain expec-
rations that simply could not be fulfilled. In consequence, these
programmes became as much part of the problems of transition as

that of the solution.

_ in the completely different

London
Jan WINIECKI
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