Abdgract

The paper discusses the reasons for the observed variaion in the sequencing, speed and
content of reform palidies, in the 1990s, among 25 pos-socidist countries of Central Europe
and the Former Soviet Union. It argues that these differences, while consderable in the early
1990s, did not amount to as substantidly different reform Strategies as it was often clamed
and, in any case, have for most countries narrowed down considerably in the second half of
the 1990s. The transformationa recesson isinterpreted to have been of the stagflation type,
related largdly to initid, pre-reform crisis conditions. The paper reviews macroeconomic
policies and evauates the progress which the 25 countries have made in terms of a set of
criteria proposed for the purpose of such an evauation, and it discusses the reasons which
distinguish the more successful from the less successful. The potentia contribution to growth
of the technologica convergence (catching-up) factor during the first hdf of the 21% century
isaso estimated for key trandtion economies.
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M acr oeconomic Policies and Achievementsin
Transition Economies, 1989-1999

Stanidaw Gomulka

I ntroduction
The primary purpose of this paper isto congder and answer the following questions:

? How far have the trandtion economies of Centrd Europe (CE) and the former Soviet
Union (FSU) been able to edtablish the macroeconomic framework needed for sudaning

investment and economic growth?

? What diginguishes the more successful from the less successful:  initid  conditions, the
politicd environmert, the state of inditutions?

? How far have wesk or missing inditutions hampered effectud policy-meking?
? Have macroeconomic policy dilemmas been intengfied by week inditutions?

? Has too much emphasis been placed on lowering inflation — or reducing it too rapidy — a
the expense of economic growth?

? Wha lessons can be drawn for those trandtion economies that are ill druggling to
achieve macroeconomic sability and economic growth?

? Under the emerging economic system, what is the potentid contribution to growth of the
technologica convergence (catching-up) factor?

These specific questions are addressed in Pat B of the paper’ The wider issues of reform
drategy and the content of the man macroeconomic policies ae discussed in Pat A, The
trandtion countries covered in this survey ae lided in Table 1. They ae divided into two
groups 13 Centrd European and Bdtic countries and 12 members of the Commonwedth of
Independent States (CIS).  This divison is mativated, in pat, by similaities in the choice of
reform Strategies made by the countries in each group. Table 1 dso gives two GDP edimates for
esch country in 1998, one based on market exchange rates and the other based on purchasing
power parity (PPP) exchange rates. The latter edtimates are used to obtan each country’s
weighting. These weightings are then used in Pat B of the paper to produce weighted averages
and absolute mean deviaions for the main macroeconomic variables dso weghted econometric
edimates of the corrdation coefficients between output fdls and inflation raes, dl for the years
1991-1998. The PPP edimates of GDP imply that, in 1998, the combined weighting of the CIS

1 All these questions except the last one were formulated by Paul Rayment, Director of the Economic Analysis
Division of the UN’s Economic Commission for Europe, on behalf of the Seminar’ s organisers.

1



region was 3.7% of the world economy and the combined weighting of the CE and Bdtic
countries was 2.4%.

PART A. An Oveview of Reformsand Policies

1. Reform Strategy

The reform of the economic system that occurred in Centrd Europe and the FSU in the 1990s
has been fundamentd, involving mgor changes of inditutions, types of ownership, corporate
governance, lawvs, modes of interpersond behaviour, and dtitudes to work.  Some inditutions
were cut in Sze or cosed down, others expanded or cresied. These inditutional changes were
uperimposed on massve changes in relative prices and the pattern of foreign trade; the latter
changes causad in ther turn mgor shifts in the compostion of output. In terms of inditutions,
skills, prices and products, there was therefore a large disance between the initid point (where a
given pog-socidig economy found itsdf just before the reform) and the end point of its intended
trangtion. Reform drategies have addressed the content, the sequence and the speed of reforms
required to effect thistrangition.

In adopting a broad reform drategy and specific polices, a trangtion country hed to teke
into account its particular economic circumstances and political condraints.  Such a drategy had
typicdly Ix mgor components  micro-liberalisation (especidly with regard to prices, track and
entry); macro-stabilisation (especidly with regard to inflation, public finances and foreign debt);
structural changes (especidly privatisstion and interndtiona  trade); new market ingtitutions
(especidly with regard to commercid codes, property rights and the financid/capitd markets
sector); safety nets, and external assistance. The fird four were crucid components of any
reform package.  Soaing unemployment and the dimination of most subddies to households
required a complete re-moddling of the wefare sygem. With the exception of the former East
Gamany, and to some extent dso Bulgaria, Poland and parts of the former Yugodavia (Bosnig,
Kaosovo) externd assstance was typicaly smdl and of limited impact.

The inherited circumstances fdl into two categories, common and country-specific.  As
the reform policdes and trangtion pahs have exhibited some basc smilaities among countries,
the common category would seem to have dominaied. Neverthdess, the variations in country
specific crcumstances were subgtantid enough to have a mgor impact on the choice of overdl
reform strategy as well as specific policies.

The dmilaities were possbly grestes with respect to microliberdisaion and certan
important  sructural  changes, natably re-orientation of foreign trade and privatisstion.  Somewhat
unexpectedly, the grestest differences initidly emerged in the area of macroeconomic policy.
These differences, however, narrowed down in the second half of the 1990s.

Three broad reform drategies may be diginguished:  the ‘shock thergpy’, rapid
adjusment and graduad change The shock therapy gpproach was gpplied redly only in the
foomer East Germany. Although this drategy offered the potentid for a fast redlocetion of
resources, it proved far too codly in the short and medium term to be of interest to any other
post-communist courtry?. At the other end of the spectrum is a gradud srategy. This has been

2 J.Kornai in“Ten Y ears After The Road to a Free Economy” (The Author’ s Self-Evaluation, the World Bank’s
Annual Conference on Developrent Economics, April 18-20, 2000, Washington, D.C.) suggests that, in the early
1990s, “many participantsin the post-socialist transformation suffered from an obsession with speed”, and notes that
“excessive emphasis on speed leads to impatience, aggressiveness and arrogance”. He uses mass-privatization
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pursued successtully by China since the late 1970s.  However, in conditions of a tota (economic,
inditutiond and politicl) crigs, virtudly the only choice open for the FSU and Centrd Europe
was a form of rgpid adjusment. A drong vaiant of it (vaiant S bdow) was adopted by some
countries, e.g. Crodaia Czech Republic, Edonia Hungary, Lavia Lithuania, Poland, Sovekia
and Sovenia, and a wesk vaiant (vaiant W) by mos other countries paticulaly Russa and
Ukraine. The differences between the two vaiants have been subgtantid, egpecidly during the
first few years of trandtion.

Variant S(most Central European and Baltic countries)
One way of defining this variant was formulated by Vadav Klaus the then Prime

Minister of the Czech Republic, in the shape of Ten Commandments®. They are as follows:

0] Reforms in post-communist countries are the outcome of a complex socid and politicd
process, and cannot therefore be pre-planned or soddly-engineered by any one person or
centre.

@)  Therdeof foregnadismargind.

@li)  Aneconomic shock, meaning alargefdl in output, isinevitable.

(v) Dramdic actions ae required to impose a redrictive macroeconomic policy, liberdise
prices and foreign trade, and establish a process for privatisation.

(v) A redrictive macroeconomic policy must be sustained.

(Vi) The price shock resulting from price liberdisation mugst be vigoroudy defended and
survived.

(vii)  Economic restructuring requires comprehengve privatisaion.

(viii)  Transformation costs must be widdy shared.

(iX) Successful transformation requires the opening of markets to foreign goods and the free
flow of peoples and idess.

(X)  Successful transformation requires successful politicians,

These commandments wel encapsulate the views of a subgtantid body of reformers —
both dedgon-mekers and ther advisrs in the ealy 1990s  However, actud deveopments
provide the bass for Sgnificant modificationsto this origina formulation.

The choice of reforms, while cetanly the outcome of a politicd process, has been
limited by the overiding god of imtaing or even replicaing the well-known solutions in terms
of both inditutions and polices, of maket-based cepitdist economies.  Moreover, reformers can
have, should have and usudly do have spedific reform blueprints for achieving this god. These
blueprints have been ussful even if the timetable the sequencing and the methods of ther
implementation may have changed under the weight of politica pressures.

With respect to foreign ad, the main reason for its margind role for mogt countries has
been the dze of their economies. Using the 1998 purchasing power parity (PPP) exchange rates,
the combined GDP of the FSU and Centrd Europe was, on the eve of the reforms, some 3500
billion US ddlas (Daa in Table 1 imply that it was 2300 hillion US dallars in 1998). The
invetment needed to redtructure economies of that Sze, s0 as to regan the prereform levd of
GDP, is probably of the same order of magnitude. The combined resources of the IMF, the

programmes in the Czech Republic and Russia as examples. However, actual policies of many reformers were often
much lessradical than their rhetorics. This appliesalso to the possibly most influential reformers of the region:
Balcerowicz, Gaidar and Klaus.

3 V. Klaus “ The Ten Commandments of Systemic Reform”, Group of Thirty, Occasional Paper No.43, Washington
D.C. (1993).
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World Bank and the EBRD avalaile to trangtion countries have been, by compaison, smdl,
and can, in awy case, be provided only on a commecd bess and therefore subject to
performance conditions which economies in trandtion cannot essly meet. Only tranders to the
former Eag Germany have been redly large in redion to its own GDP, and, indeed, have been
sved times larger then the total ad extended to dl other trandtion countries. However, the
impact on economic recovery has been moderate.  Moreover, in the case of Russa, it was not an
extengon of externd financing but its discontinuation, following the criss of August 1998, that
forced the domedtic adjusments in policies which acceeraied the reform process.  Still, there are
a few countries, e.g. Bulgaria and Poland, in which foreign ad, especdly in the form of partid
debt cancdlations, has been important and helpful.

Commandments Four to Seven formed the core of reform efforts.  Short-term gains (if
any) aisng from conducting a loose macroeconomic policy tuned out to be gmdl, while
medium ad longteem gans from edablishing a dable macroeconomic  environment  are
commonly thought to be large Initidly, the man objective of a dabilission policy may and
possibly should be moderate inflation, rather than dable prices.  Only, once a country has moved
from trandformation to recovery and sudanable growth, a high qudity macroeconomic gSability
becomes essentid.  This requirement agpplies, dove dl, for the candidae members of the
European Union. A smilar caveat can be made with respect to Klaus Seventh Commandment,
concerning the need for rapid privaisation. In Poland, datedriven privatisation has been dow.
But a rgpid autonomous growth of the origind private sector has ensured that the totd private
sector accounted, in 1999, for about 65% of GDP. Privatisaion of dae-owned enterprises
(SOEs), while usudly helpful, may thus not be as necessary as some reformers initidly beieved.
The qudity of privatisstion has proved to be very important, and there is a trade-off between
speed and qudity.

The Tenth Commandment has dso proved to overdae the case  Successful paliticians
can be hdpful, but not necessary for a successful trandformation. Reform must be legitimised
through a democrdtic political process This is vitd. But the initid legitimistion was provided
by the collgpse of the communig sysdem. This collapse offered a window of opportunity, the
Bacerowicz period of ‘extreordinary palitics, to initiate the kind of reforms which could not be
emdly revarsed under more hodile political conditions which prevaled laer on.  The soddly
codly phase of trangtion took place a a time when democratic inditutions were in ther ealy
infancy. Consequently there were (and in most cases, dill are) typicdly too many smdl parties
with ill-defined policies the divison of power between the main centrd inditutions has often
been undear and many politidans lack expeience of fficent communication with the
electorate.  Such circumstances can produce confuson and politica ingability which hinder the
process of economic reform and pose a continud threat to democrdtic politics The result has
been frequent changes of government and, in many ceses legidation dowdowns.  However,
such frequent changes have dso provided an opportunity to employ the politicd cepitd of a
large poal of paliticians during the socidly most costly phase of transformeation.

From today’'s perspective, it is dso noticesble that Klaus formulation underdates the
importance of the task of cregting a new legd and inditutional environment and a new culture of
habits and dtitudes which a modern market economy requires  This task  has been particularly
important in the countries of the FSU.

The more successful transitions of the Centrd European and Bdtics countries are
associgted with the Svaiant of the ragpid adjugment modd. One of the most successful
countries has been Poland, where red GDP was, in 1999, one quater higher than a the
beginning of the trandtion in 1989 - by far the best result in the region. After a contraction of
about 15 percent in 1990 and 1991, the economy has grown & an average rae of 5 percent per



annum. Edonia, Hungary Lavia Lithuania, Sovekia and Sovenia have dso experienced rgpid
growth in the last few years.

The Polish modd of transition consisted of five main dements®

1 Complete liberdisation of de novo private sector entry into dmost dl areas of economic
activity (January 1989 and January 1990);

2 Adoption of the pre-1939 commercdd code (1982) and abdlition of communis party
organisations in SOES, which gave red power to the workers councils that had formally
exercised it snce 1981 (end 1989);

3 Vey rapid price liberdistion (during 1989 the share of fredy determined prices rose
from 25% to 90%);

4 Introduction of hard budget condraints on SOEs and a shap reduction of inflaion to a
moderate levd, through fiscd, monetary and wages polices (January 1990), followed by
gradud dis-inflation;

5 Current account convertibility of the currency and dmost complete foregn trade
liberdisation (Jenuary 1990).

The Polish programme was gradud in many important respects it took 10 years to
reduce inflation to bdow 1% a month, mass privaistion wes limited many to amdl
enterprises, socid  tranders have been large (pensons increesed subgantidly in relation to
wages) and budget deficts remaned dSgnificant throughout the 1990s The results of the
progranme were, on the podtive Sde  the fagt introduction of market prices based on reative
scarcity and world prices for traded goods, a financad sgueeze on SOESs, which forced them to
rleese rgpidly excess labour and physcd capitd (this is known as asset privatisation); the
maintenance of a minimum tolerable level of effective corporate governance in SOEs (due in
pat to the workers councils); and very rapid devdopment of the de novo private sector. On the
negative dde, the redtructuring of public sarvices and public finances has been inadequate,
limiting the growth of domestic savings and invesments.

The Hungarian modd has been gmilar. The same five man dements of reform were
introduced as enacted and implemented in Poland, dthough their implementation was somewhat
more gradua and workers councils had little importance.  However, the bankruptcy law that was
enacted and implemented has been possbly the mog radicd in Centrd Europe.  Also the growth
of the domedic de novo private sector tended to be in services rather than in manufacturing,
where there was a farly rgpid devdopment due to foreign direct investment (FDI). A larger
extend debt burden and poorer macroeconomic policies meant that deabilisation of the GDP
contraction took longer than in Poland and — which was more dgnificat - the beginning of rgpid
growth was delayed by five years (until 1997).

Sovenia was dso somewhat of an exception, on two counts  ealier, pre-trandtion
reforms had been more subgdantid than dsawhere in Centrd Europe and the initid criSs was
much more limited. Hence a more gradud transformation was feasble and, indeed, adopted in
the early 1990s.

* This description of the programme and the model follows that given by M. Dabrowski, S. Gomulkaand J.
Rostowski, in “Whence Reform? A Critique of the Stiglitz Perspective”, Centre for Economic Performance
Discussion Paper N0.471, London School of Economics and the Central European University, mimeo, 2000. More
details of the model may be found in S. Gomulka (1998), “ The Polish Model of Transformation and Growth”,
Economicsof Transition, vol.6(1); pp.163-171, and in M. Dabrowski (1999), “Ten Y ears of the Polish Economic
Transition 1989-1999", paper presented at the 5" Dubrovnik Conference on Transition Economies: Ten Years of
Transition: What Have we Learned and What Lies Ahead, June 23-25 Dubrovnik.
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Following the adoption of such programmes, the experience of successful trangtions
indicate that growth can resume quickly and can proceed a a rgdd pace. This growth has been
diven dmog etirdy by de novo privale sector deveopment, rather than through the
resructuring of SOEs, privatised or othewise’. De novo private adtivity, which a firs was
predominantly domestic and concentrated in savices, as time went on, in al successful countries
cameto involve sgnificant foregn FDI and to expand into manufacturing industry.

The experience of the Centra European and Bdtic countries demondrates.  the
ussfulness of pre-exiding rules and inditutions (workers councils a commercid code, a legd
sysem); the importance of macroeconomic dabilistion and the accompanying impostion of
hard budget condraints, and the importance of the liberdisation of prices trade and entry (PTE)
- for growth of new private enterprise.

Variant W (most CIS countries)

In Russa the 1992 atempt a shap budget hadening/dignflaion cum full PTE
liberdisation, the Gadar plan faled. This meant that enterprises have, subsequently, been under
less pressure to divest physcd assets and shed labour they did not need, thus effectively denying
de novo private firms the resources they need for their development. The falure to liberdise
thoroughly kept the sst-up costs for new firms high. For severd years large subsdised credits
and entry bariers undermined the credibility of the drategy, inducing cepitd flight, creating
opportunities for tax avoidance and crimind asset dripping, as wdl a dowing down the
resructuring by old firms. The Russan reform was neverthdess radicd, snce by and large
prices and wages were liberdised quickly. As a result, markets darted to develop, taking over
from the planners the informaionad and co-ordingion roles A large-scde privatisation
progranme was dso initiged ealy on and implemented quickly. This embarking on
privatistion before full liberdisation (involving not just product prices, exchange raes and
interest rates but dso trade and entry terms), and before the hardening of budget condraints for
enterprises and dignflation was the key characterisic feature of the reform drategy adopted by
Russa and mos other CIS countries in the fird few years of trandgtion. However, these
differences between variants S and W have narrowed down in the late 1990s.

2. Hasthe Output Collapse Been I nevitable?

The phenomenon of large fdls in output in the economies of CE and FSU during their systemic
trandformation in the 1990s is one of the mos researched - yet one of the most controversd.
Korna proposed the term ‘transformationd recesson’ to indicate that these fdls were directly
related to the change of economic sysem rather than to trangtion policies However, these fdls
occurred agang a background of rgoid growth in China and Vietnam, which had aso been
introducing fundamenta changes in their economic sysems. This may indicate that the fdls
were rdaed not medy to the sysemic trandformation as such, but dso to its gpeed.  Siglitz,
among others, argues that the speed of trandtion was a choice vaidble and that choosng high
speed was a mgjor error®. In a recent survey of evidence and interpretations of the recession, the

> J. Rostowski (1993), “Private Sector Development, Structural Changes and Macroeconomic Stabilisation: The
Case of Poland 1998-93", Centre for Economic Performance, DP No.159, London School of Economics; and

S. Gomulka (1998), “The Polish Model of Transformation and Growth”, Economics of Transition, vol.6(1):
pp.163-171.

®J. Stiglitz (1999), “Whither Reform”, Annual Bank Conference in Devel opment Economics, World Bank,
Washington D.C., and “Quis Custodiet |psos Custodies?’” Annual Bank Conference on Devel opment
Economics_Europe, World Bank (1999), Paris.
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present author suggested thet, unlike in China and Vietnam, in the countries of CE and the FSU
(ard Mongolig) the rapid speed was forced principdly by the initid conditions of their desp and
dl-embracing (economic, intitutiond and politicd) criss’.  In the survey, | identified four
clases of goedific causes of output fdls (1) massve and rgpid changes in rdative prices in
conditions of limited resource mobility; (2) the diminaion of excessve red aggregate demand
to edablish buyers markets (3) the collapse of captive markets within the former CMEA areg;
and (4) the collgpse of the ams indudry and of state-financed investments in housing, energy,
agriculture, and the infragtructure.  Relative prices changed mainly as a result of rapid price and
trade liberdisations, shap increeses in  interest raes, lage upfront devauaions and
consderable harmonisations in turnover and border tax retes.

A dhap price liberdistion caused lage supply-sde and demand-sde shocks tha
reduced outputs and increassed prices. However, the high speed of price liberdisation was in part
a consequence of the collgpse of centrd planning inditutions, since this collapse crested the need
to edablish immediady a maket-based coordingion mechanism, of which market-clearing
(free) prices were an essentid part. A fairly rapid PTE liberdisation was dso needed to enhance
competition and begin sructura changes.

In the initid period of trandtion, economic developments in the FSU and CE reflected
not so much the qudity of current reforms but the prereform crigs conditions, which had led to
the collgpse of the Sovigt dyle economic, militay and politicd sysem. In Russa because of
this crigs indudrid output had darted to fal shaply - dready in 1991; ill under the old
sysem. Whether reform had teken place or not, this fdl would have presumably continued as
the sysem unwound, as the experience of dow andlor late reformers would indicate, eg.
Bulgaiaz Romania and Bedaus. For the collgpse of the Warsaw Pact (and the associated
contraction of the defence industry), of the CMEA (and the associated contraction of trade) and
of the USSR itsdf (and the associated disruption of intra-Soviet production links), have dl been
the largely ineviteble consequences of earlier events, in Russa and esewhere.  The reduction in
the output of the defence and defence-rdaed indudries done, according to one knowledgegble
source, accounts for 60% of thefall in industrial production in Russia®.

In his forceful chdlenge of the meits of fast libardisaion and dabilisaion, Siglitz
accepts that, according to economic theory, reducing price digortions through price and trade
liberdisation and price dablistion, should in  addition to improving incentives through
privatisation, “have moved countries closer to their production possibilities curve’™. The problem
for him is that “output should have soared — ingteed it plummeted’. Much of his chdlenge to the
conventiond theory is motivated by this apparent contradiction. However, Stiglitz ignores the
aguments which associate output fdls in the initid phase of trangtion manly with unusudly
large inherited (structurd and price) digortions and with the indtitutiond crises which forced the
tempo of price liberdisation. Despite wide differences in reform policies, the cumulative fdls in
indudrid output, & 40-60%, were not just large but dso dmilar between countries He dso
ignores the fact that, as Aadund, Boone and Johnson first showed™, the speed of macroeconomic
dabilistion had a ggnificant effect on the time profile of decling, but had little impact upon the
magnitude of the cumulative fdl of output. These fdls tended to be larger in the countries which
were dow in bringing inflation to moderate levels, say bdow 40% per aanum.  The evidence is
too week to suggest the presence of causdity from higher inflation to larger cumuldive output

"'s. Gomulka (1998), “Output: Causes of the Decline and the Recovery”, in Emerging from Communism: Lessons
from Russia, China and Eastern Europe, eds. P. Boone, S. Gomulkaand R. Layard, MIT Press, Cambridge, MA.
8 Y. Yassin (1999), “ Defeat or Retreat? Russia’ s Reforms and the Financial Crisis’, mimeo. Moscow.

° References in footnote 4,

19 A. Aaslund, P. Boone and S. Johnson (1996), “How to Stabilize: Lessons from PostCommunist Countries”,
Brookings Papers on Economic Activity, 81(1) 217-315.
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fdls. It is probably more likdy that the countries (mainly within the FSU) which were subjected
to lager supply-9de and demanddde shocks dso experienced larger output fals and,
dmultaneoudy, higher inflation (I shdl retun to this point in Pat B, Section 5). Neverthdess
goat from increesng inflation, the man effect of a loose macroeconomic policy would gppear to
have been, in most cases, to reduce the rate of fdl and, therefore, to extend the length of the
trandformationa recesson*’.  However, as the EBRD’s Transtion Reports 19951999 note, the
evidence goes to support the propogtion thet, in the countries which liberdised and dabilised to
a gredter extent, output not only stopped faling earlier, but dso darted to recover fagter (I shdl
return to this point in Part B, Section 2).

The medium-term purpose of the reforms is to redtructure trandtion economies in favour
of activities producing more vaue added per unit of primary inputs (of labour and capitd). |If
restructuring needs had been amadl, red wages highly flexible and labour and capitd resources
essly movegble then lage output fdls would have been unnecessary to effect such a
redructuring. However, redructuring needs were, in fact, exceptiondly large and the mohbility of
resources was quite limited. In such drcumgances unemployment, dthough it does involve
short term codts, peforms a podtive sgndling role, by making it dear to people that they have
to either change <ills and move to higher productivity work or accept lower red incomes
Therefore, the wefare cost associaed with a temporary rise in unemployment can be thought of
as a form of investment needed to achieve a permanent welfare gain from abetter dlocation of
labour and other resources.

3. Money Has Been the Key Nominal Anchor

In most countries of Centrd and Eadern Europe it was assumed that debilision of the
liberdised prices must be based on the dandard Internationd Monetary Fund (IMF) gpproach,
with an important role of nomind anchors assgned to an incomes policy and — when feesble - a
fixed exchange rate, in addition to redrictive fiscd and monetay polices In the event,
however, the supply of credit to governments and enterprisess proved by far the dominant
nominda anchor, with the exchange rate and the incomes policy playing only supportive roles.

Two rdaed broad condusons can be drawn from the evidence regarding dis-inflation
experiences in trangtion countries.  One is tha fiscd fundamentds, that is, the sze of the budget
deficit of generd government and the way it is financed, have been the key to dis-inflaion. The
other is that the policy of a fixed nomind exchange rate was hdpful but not essentid, and thet, in
ay cae its survivd was drictly condiiond on a sound fiscd policy'®. Also, “the transition
record suggests tha innovative exchange rate arangements can provide only a brief interva
during which sound fiscd discipline needs to be put in place for controlling inflation”*3. With
repect to the exchange rate, low leves of interndtiona resarves and poor credibility of
macroeconomic policies just before the dat of trangtion, forced large upHfront devadudions in
dl countries except Hungary. The result was that, initidly, world prices offered little discipline
for domedic prices A redrictive incomes policy was intended to achieve a targeted inflation
rate with less redrictive other policies and, hence, a somewha smdler recesson. However,

1 On this point, see also EBRD’s Transition Report (1999), p.64.

12D, Begg, “Disinflation in Central and Eastern Europe”, and S. Gomulka, “ Comment on Begg”, both in Moderate
Inflation: The Experience of Transition Economies (1998), IMF and National Bank of Hungary, C. Cottarelli and G.
Szepary (eds.), Washington, D.C.

13p. Desai, “Macroeconomic Fragility and Exchange Rate Vulnerability: A Cautionary Record of Transition
Economies’, Journal of Comparative Economics, vol.26(4): pp.621-641 (1998).
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given the large changes and uncertainties, it has proved difficult to co-ordinate incomes policy
with man (fiscd and mongary) macroeconomic polides.  In Poland in 1990 and Czecho
Sovekia in 1991, for indance, those man polides were initially so redrictive thet in mogt
enterprises incomes policies were not binding.  In the FSU the authorities took the view that a
resrictive incomes policy could not be implemented for politicd reasons  In the CIS countries
the politicaly dependent centrd banks became initidly, in their credit policy for enterprises
concerned aove dl with the levd of economic activity, typicdly the chief doman of
governments.  As noted ealier, in the fird few years of trangtion, the CIS governments
themsdves ran large budget deficts which were monetized (Table 3). The consequence was
wage-priceinflationary spirdsand (near) hyperinflations.

In the initid years some centrd banks made successful use of the ingrument of credit
limits. Deploying this insdrument means that red interest rates need not be high - though they
should not have been as negative as they were in mogt of the FSU. These rates may have to be
higher in the intermediaie stage of trandtion when credit limits are lifted and the red exchange
rate has had the time to gppreciate. During that stage high interest rates became the key policy
indrument for protecting bank savings and redraining wage inflation. However, in the advanced
dage of trandtion, higher credibility and capitd account liberdisaions have resulted in
increased international capitl mobility.  This in turn forces some convergence of high domestic
interest rates to low world interest rates.

4.  TheExchange Rate Palicy

The freedom to sat the exchange rae policy was initidly highly condraned by low levds of
international resarves and an urgent need to win credibility to the new policy of full current
account convertibility a a uniform rate. It was dedgrable to have a regime of a fixed nomind
exchange rate in order for the rae to sarve as an anchor for domedtic prices, thus reducing
inflationary expectaions and inflation itsdf.  However, the countries which adopted such a
regime had to devdue up-front drongly to ensure a sufficiently competitive rate, 0 that reserves
would increese. As | have dready noted, such devauaions opened up large gaps between
domedtic and foreign prices thereby undermining the anchoring role of the exchange rate.  In
Russa (and many other CIS countries) internationa reserves were too low and the monetary and
fiscd policies too lax to contemplate nomind exchange rate pegging. A floating exchange rae
regime was therefore adopted. However, the need to build up reserves meant that Russa and
other floaters could not adopt a pure float. Once the reserves become large as a result of
interventions in the exchange market, the case for a pure float is sronger. A broad generdisation
would be that, a the (early) dabilisation stage of trangtion, a concern with dis-inflation favoured
nominad exchange rate pegging while & the (later) advanced stage when inflation is aready low,
the nead to limit the destabilisng effects of capitd inflows favoured a more flexible exchange
rate regime, induding pure float as an extreme option. Between these two dages, both the
inflation rate and reserves would be of moderae szes, and the concern to remain competitive
favoured the adoption of a regime for the exchange rate determinaion that would combine some
flexibility in nomind tems with some dability in red tems. The regime chosen for this
intermediate dage was typicdly a crawling band, with the pre-announced rate of crawl linked to
atticipated inflation.  This rae would therefore decline as disdinflation progressed, while the
band would be narrow initidly and widen over time to a maximum of the ERM-2 sze of £15%.
To limit the domedic cog of any externd shock, it was dso desrable t0 peg to a basket of
currencies, with a composition reflecting trade flows, rather than to any single currency.



Exchange rae movements in dl trangtion economies with the notable exception of
Hungary, have followed a smilar path, with a shap depreciaion a the dat of trandtion
folowed by gradud red gpprecigion. Such a pah is hady surprisng given the initid
conditions low levds of internationd reserves, lage risks asociaed with  trangtion,
inexpiiﬁnced policy mekes no record of convertibility, and typicdly poor credibility of
policies™.

Severd countries adopted the inditution of a currency board, under which nomind
pegging is combined with full backing of the base money by internationd reserves.  The key
bendfit of such an arangement is a Szedble indant gain in credibility. This immediately lowers
inflationary expectations, which in turn reduce market interes rates both nomind and red. As
the experience of Bdtic countries in early 1990s and Bulgaria in 1997 showed, fdls in interest
rates could be large and regpid. In the short term, lower interest rates educe the cost of servicing
debt, both private and public, which in turn reduces both the sock of unde-performing assets of
the banking sector and the budget deficit of the government, thus further improving credibility.
A currency board dso helps to indil confidence among investors and hence supports recovery of
the enterprise sector.

However, the drait-jacket of the currency board deprives the macroeconomic framework
of any flexibility with respect to the exchange rae This and indeed, any fixed nomind
exchange rate regime may midead the private sector into bdieving that the exchange rate risk is
completdy absent.  The result is an in-built tendency to contract a large foreign debt, which was
the cae not only in South-Eagt Ada but dso in the Czech Republic.  This tendency is
paticulaly drong in countries with wesk financdd inditutions to which caegory mogt
trandtion countries il belong'®. Such a debt, whether public or private, in turn produces a risk
of acurrency atack, which, if successful, leads to sharp devauation and stagflation.

PART B. A Detailed Discusson of Specific | ssues

1.  TheMacroeconomic Framework: What Progress?

To be conducive to invesment and growth, the macroeconomic environment has to meet severd

citeria. | shdl fird aticulate these criteria and then use them for an evduation of the progress
which the 25 trangtion countries have made during the 1990s.

The criteriawhich, | suggest, would be desirable to meet are asfollows

14 Economic and other factors which underlie exchange rate movements in transition economies are discussed by
L.Halpern and C. Wyplosz (1997), “Equilibrium Real Exchange Ratesin Transition Economies’, IMF Saff Papers,
44(4): pp.430-460 and by the Symposium on Exchange Rates, Journal of Compar ative Economics, vol.26(4),
December 1998. The main reason for the Hungary’ s exception was, probably, the country’s high standing among
foreign investors at the start of transition. Specific issues with respect to the exchange rate policy of the transition
countries which are the candidate members of the European Monetary Union (EMU) are discussed, among others,
by G. Kopits, in “Implications of EMU for Exchange Rate :Policy in Central and Eastern Europe’, IMF WP,

January 1999.

5g, Fries, M. Raiser and N. Stern, in “ Stress Test for Reforms: Transition and East Asia ‘ Contagion’”, Economics
of Transition, vol.7(2); pp.535-567, find that more vulnerable to contagion have been the transition countries with
large public or private sector imbalances and low reserve cover of short-term debt and that these weak fundamentals
have their origin in inadequate structural and institutional reforms. A good comparative discussion of risk indicators
for the banking sector in six transition Central European countriesis provided by S. Kawalec, “ Banking Sector
Systemic Risk in Selected European Countries’, CASE Report No. 23, Warsaw (1999).
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0] The inflation rate to be in the moderate range of 10-40%, with a good prospect of it
fdling bdow 10% and remaining in the 0-10% range.

(in) The generd government (GG) budget deficit to be reduced from the initid 5-30% of
GDP for mog countries to a levd bdow 3% of GDP, with a high premium given to a
policy of abudget surplus.

(iii) The public debt to be gable a aleve sgnificantly below 60% of GDP.

(vy  The GG expenditure to be reduced from its pre- trangtion level of some 50% to 60% of
GDPto aleve inthe range of 30% to 40% of GDP.

()] Officid resarves of international exchange to equd a leest 4 months of imports of goods
and services, exceed tota (public and private) short-term foreign debt, and be equd to a
leest 1/3 of public foreign debt.

(vi)  Direct taxes (especidly profit taxes) to be low, together with socid insurance
contributions providing revenues of less than, say, 20% of GDP.

(vii)  The monetization of the economy to be subgtantia, equd at least to 30% of GDP.

(viii)  Thelending rate to be below 20% in nomind terms and below 10% in red terms.

The first three criteria are of the Maadtricht category. They are not independent. If D is
public debt, Y is GDP, P is the price levd and D is the budget deficit, the fiscd sudtainability
requires thet the ratio D/PY be congtant, which implies that:

CD _ D
W—(IOHJ)PY @

where p is the rate of inflaion and g is the growth rate of GDP. The LHS of (1) is the budget
deficit as a proportion of GDP, and D/PY on the RHS is the targeted debt-to-GDP ratio. For
mos of the EU member countries, the rate g is expected to be low, say 3%. The maximum
budget deficit of 3% is thus conggent with the maximum debt of 60% only if the inflation rae is
mantaned, in this case, & 2%. Trandtion economies ae expected to grow a a rae
(ggnificantly) higher than 3%. Those countries which intend to join the EMU will need to mest
the Maedricht criteria on inflation and the budget deficit, hence eguation (1) implies that they
would have to keep public debt a a level (Sgnificantly) lower than 60% of their GDP'®. Criteria
(i), (iv) ad (vi) ae ds0 rdaed. Ther common mativation is to increese nationd savings and
improve incentives for work and investment.  Criterion (v) is intended to reduce the exchange
rate risk and criterion (vii) serves to indicate that the banking sector has developed sufficiently to
intermediate effectivdly between savers (mainly households) and investors (mainly  enterprises).
The differences between the two groups of countries can be noted. Compared to the CE and
Bdtic countries, in the CIS countries both inflation and budget deficits have been much higher,
but public expenditures have declined more sharply. Gross resarves have increased to adequate
leveds in the CE countries, but dill reman very low in the CIS region. The ratios of broad
money to nomind GDP have been remakably sable, a moderatdy high leves in the CE and
Bdtic countries but dedined sharply, as one would except, during the high inflation period in
the CIS region, where they now dand a very low levels. Despite these sgnificant differences, a
condderable convergence has taken place in macroeconomic conditions between and within the
two groups, together with a sharp improvement over timein both.

16 Fiscal sustainability in transition economies has been discussed recently by several authors, e.g. W.H. Buiter
(1997), “ Aspects of Fiscal Policy in Some Transition Economies under Fund-Supported Programs’, IMF WP No.31,
April.
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In terms of our eight macroeconomic criteria, the CE and Bdtic countries are cdose to
mesting the criteria with respect to variables 2 to 7 in Table 2. The data on public debt and taxes
dso indicate compliance with the criteria for these two additiond indicators  For the CIS regon,
the macroeconomic bdance is dill fragile and the macroeconomic environment, while no longer
hodile to growth as it was in the ealy 1990s, needs to be sgnificantly improved to become
growth-friendly. The financd caids of Augus 1998 reveded the extent of Russas
macroeconomic imbdance.  However, following this crigs, policy adjusments in Russa and
dsawhere in the CIS group have contaned its detabiligng effects, restored equilibrium and,
consequently, reduced further the performance gep between this group and the CE and Bdtic
countries.

2.  What Digtinguishesthe More Successful From the L ess Successful
Countries?

| propose to measure the success of reforms in the trandtion countries by their ability to recreste
the (inditutiond, legd and economic) conditions for rgoid and sudaindble growth.  This ability
is indicated by the increase in output snce the dat of recovery. It is this yarddick which
differentiates drongly the Bdtic countries from, for example Russa and Ukrane within the
FSU, and much of Centrd Europe from much of the FSU. It is naurd to ask about the factors
undelying thee differences  are they initid conditions the date of inditutions or the politicd
environment?

The cumulative output changes between 1989 and 1998, and between the lowest leve
and year 1998, are shown in Table 4, in which the countries are dso graded according to thar
commitment to liberdisation and dabilisation.  Severd countries achieved sgnificant recoveries
in GDP growth, but some of these recoveries are not reformreated. A near civil war led to a
recesson over-shooting in  Albaniay Armenia  Azebajan and Georgia Subsequent
improvements in political  debility would have contributed much to the recovery of those
cauntries  economies. There are ds0 two countries, Bidarus and the Kyrgyz Republic, where
ubgtantid recoveries may have been atificid, as they reflect in pat the postponement of the
needed structural changes'’.

There is a subgantid volume of empiricd dudies atempting to provide explandions of
the wide varidion in the rate and length of recovery. These dudies fdl into two broad groups
one based on macroeconomic data and the other on enterprise daa  One of the latest
comprehendve dudies in the fird group, usng a generd-to-gpecific moddling goproach, finds
some evidence in support of “the pre-eminence of dructurd reforms over both initid conditions
and mecroeconomic varigbles in explaning crosscountry differences in peformance ad the
timing of the recovery” *8. In particular, more liberalised economies grow faster. However, as the
periods of recovery have been short for most countries, econometric results are not yet dable.
The wide differences in performance within countries suggest tha initid conditions might be
more potent than indicated by aggregate data Indeed, ancther recent empiricad dudy, usng a
somewhat different datisticd method, finds that growth performance during the 1990s was

7 According to the Bielarus Minister of Economy, economic growth “during the second half of the 1990s was
substantially initiated by additional loading of old manufacturing facilities and was boosted...by emission credits
[which] allowed Bielarus to preserve her manufacturing potentials and to solve some important social problems’, V.
Shimov, Report presented at the UN/ECE Spring Seminar, May 2, 2000, Geneva.

18 A. Berg, E. Borensztein, R. Sahay, and J. Zettelmyer, “ The Evolution of Output in Transition Economies:
Explaining the Differences’, WP, IMF (1999).
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“subdantidly determined by initid conditions both directly and indirectly through their impect
on structural reforms’*®,

The periods of podtive growth have been short for most countries, but especidly for the
three main CIS countries - Russa Ukraine and Kazakhdan, and for Bulgaria and Romania in
Centrd Europe. These five countries (together with Moldova) are clearly the leest successful of
dl the twenty-five trangtion countries in our table Recovery in both the Czech Republic (1997
1999) and Hungary (1995-1996) have suffered unexpectedly from macroeconomic ingabilities.
The long pause in recovery in the Czech Republic has prompted a regpprasd of the virtues of
rapid voucher-type privatisation. It is this negative experience of the Czech Republic and a
much better growth performance of Poland, Estonia and, recently, dso Hungary which led to the
new wisdom, namey that the success of trangtion depends above dl on a rgpid cretion of
conditions — inditutiond, legd, microeconomic and macroeconomic — which are conducive to
the devdopment and growth of a new privae sector (induding FDI). From this current
perspective, it is dear tha with the exception of some authors notably Komna®®, the early
conventiond view overesimated the podtive impact on peformance of a fad privatization of
SOEs and, by the same token, faled to gopreciate strongly enough the key role tha a completdy
new private sector would play in the recovery and growth.

Given the centrd role of the new private sector in recovery and pogt-trangtion growth, it
is worth noting the presence of wide internationd differences in the domestic/foreign
compogdtion of that sector, with Poland and Hungay being the extreme cases and Edonia
somewhere in between. In dl these three countries, strong liberdisation policies with respect to
prices, trade and entry were adopted early, and in conjunction with a policy of harder budget
condrants and increased competition pressures for SOEs.  Poland was dso helped by the
presence of a Szeable private sector outside agriculture at the beginning of trangtion.

3. How Far Have Weak or Mising Inditutions Hampered Effectual
Policy-M aking?

In the fird decade of the transformation, the inditutiond deficiency was severe, and this added
an addiiond dmendon of difficulty to policy-meking.  Macroeconomic  manegement  was
paticularly difficult in the new countries of the FSU, which initidly lacked their own currencies
and centrd banks and where international reserves were amogt non-exigent. With the exception
of Hungay and Sovenia, the introduction of persond taxes and the replacement of turnover
taxes by a proper VAT could not take place a the gart of the trangtion. The capitd market was
intidly dmogt non-exigtent and its development has been dow. The result of these two types of
deficiencies was that budget deficits were larger and their financing was to a greater extent done
by outright monetization than would otherwise have been the case. Lage or hyper-inflaions
wiped out mogt bank savings in dl but few trandtion countries thus limiting the role of the
banking sector in economic redructuring.  Politicaly independent bank supervison did not exig
under the old sysem, and its necessrily gradud establishment during trandtion meant that in
many oountries it was too week to prevent bank falures  High inflation and poor banking
practice must have been mgor factors undelying low bank savings the flight from domedtic
money, and the use of pardld currencies (epecidly US dollars and German marks).

19E. Falcetti, M. Raiser and P. Sanfey, “ Defying the Odds: Initial Conditions, Reforms and Growth in the First
Decade of Transition”, mimeo, London School of Economics and EBRD, May 2000.
203 Kornai (1990), The Road to a Free Economy, Norton & Co. New Y ork and London.
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Given thee extreme initid drcumgtances, it is remarkable that it took the new countries
of the FSU only some 4-5 years for them to edtablish the basc inditutionad framework needed to
conduct a reasonable macroeconomic policy - by creating centrd banks, new currencies, bank
upervison, internaiond payments sysems, new taxes and tax collection sysems, gock
exchanges, securities commissons, labour exchanges, and new socid benefits sysems.  The
result has been a vast improvement in the macroeconomic environment of those countries in the
scond hdf of the 1990s  Neverthdess the new centrd inditutions 4ill lack high qudity
personnd, and they have yet to edablish a tradition of trust and behaviour based on trangparent
and gable rules, congstent with long-term public interest and market principles.

The ultimate success of trangtion will depend on the establishment of gppropriate market
inditutions  supporting  meacroeconomic  Sability, entrepreneurship  and  competition. Such
inditutiona changes are inherently dow and depend on the politicd commitment to reform of
govenments and paliaments and on their precticd effectiveness in implementing reforms and
polices. This commitment was dealy sronger and its effectiveness probably greater in Centrd
Europe and the Bdtic countries than in the Commonwedth of Independent Sates (CIS). This
difference reflects not only the longer and dricter socidist centrd planning in the CIS, but ds0 a
much dronger influence of the Euopean Union in Centrd Europe and the Bdtic countries,
including (in contrast to the CIS) the embracement of the drategic am of European Union
membership.

4. Have Policy Dilemmas Been Intensified By Weak I ngtitutions?

In severd indances, wesk inditutions led to a renewd of macroeconomic indability or to a
serious threat of such an ingability. A dear case was Albania in 1996, when rgpid growth of a
pyramid sysem led to a generd crigs of confidence and dmog to civil war. Ancther, and more
important, example was the case of Bulgaria in 1997, when poor banking supervison led to a
shap growth of under-performing asssts.  This in turn forced interest rates to such high levels
that the cost of servicing Bulgarids public debt became unsustaingble.  There were two policy
options for Bulgaia (and the IMF). One was to inflae away this debt by a nonequivdent
currency change or by printing a grest ded of money, and then introduce a dabilisation
progranme. The other was, effectively, to abolish the centrd bank and introduce in its place a
currency board.  Such an inditutiond reform meant replacing domestic monetary control by
nomina exchange rae tageting and depriving the govenment of the monetizetion option for
finandng its budget defict. The currency board option was, in fact, adopted on the assumption
that the gain in credibility would be large enough to bring about sharp fdls in both inflation and
interes rates.  This assumption was laer vindicated by actud developments. Currency boards
had been adopted earlier by the Bdtic countries for smilar reesons.  However, the most
soectacular inditutiond falure was in Russa  There, poor co-operation between the executive
and the legidative branches of government, the weekness of the tax adminidraion and lax
expenditure controls led to an excessve short term foreign borrowing in 1997-1998, and resulted
in a finendd crigs in August 1998. In Poland, during the early dage of trangtion the centrd
bank operated a system of credit limits for commercd banks This practice was discontinued
only with the devdopmet of an inter-bank money maket. The peformance of trandtion
economies and, indirectly, the conduct of macroeconomic policies, were dso influenced by wesk
corporate governance and uncertainties with respect to enforcement of contracts, including those
concerning property rights.  These factors have probably contributed to the phenomenon of
cgpitd flight from Russa and may account for the limited foreign direct invesment to mogt

14



countries of the CIS region. The recent prolonged depresson in the Czech Republic (1997-
1999) is dso difficult to explan without reference to the qudity of the corporate governance of
the ocountry’'s enterprises, following its coupon privatisation programme. Findly, banking
upervison may have been inadequate to prevent the growth of under-peforming loans in many
countries, including the Czech Republic and Romania This in its turn required repested and
expendve recapitdisations of state-owned banks by governments.

5. Has Too Much Emphass Been Placed on Lowering Inflation — or
Reducing it Too Rapidly — At the Expense of Economic Growth?

As| discussed dsewhere, the first IMF-supported programmes for Poland and Russia placed

much emphasis on a swift disnflaion®’. But these programmes tended aso to underestimate the
sveity of the supply-and-demand shocks associated with the inditutiond criss and price
liberdisation, and did not sufficiently appreciate the fact that such shocks would a the same time
sharply reduce output and be highly inflationary. For the years 1992-1998 and for dl the 25
trangtion countries liged in Teble 4, there are fairly srong associaions between output fals and
inflation rates. These are as follows (t-ratios in parantheses):

gi(,t =15.5- 4-5|0910(1+pti-1) - 7-80|0910(1+pti)
(36) (-46) (-79) )

N=175, R =061, i=1 2.....25

|0g10(1+ ptl) =14- O'OlgiY,t—l - 0-04g\i(,t
G3) (22)  (-92) €)

N=200, R =053, i=12...25

In these two eguations, gy: is the percentage change of GDP in year t and py is the
percentage inflation rate, divided by 100, in year t. N is the number of observdions and i the
number of the country. For the purpose of esimation, both g¢' and p' have been weighted by the
square root of the country’s i share in totd GDP, expressed in terms of PPP dollars??. These
edimaes indicae that last-year inflation reduces current growth and las-year fdl of output
increases current inflation.  However, the tightest association is between current output fals and
current inflation.  This evidence supports the view of the trandformationd recesson as being
esentidly of the dagflaion type, whereby both output fdls and inflaion have to some extent
COMIMON CaUSEs.

The policy mix required to achieve dis-inflation under such circumstances is one of a
tight fiscd policy combined with an accommodating mongtary policy. The disinflation process

215, Gomulka (1995), “ The IMFSupported Programs of Poland and Russia, 1990-1994: Principles, Errors and
R%ults Journal of Competitive Economics, vol.20(3): 316-346.

22 For allnear wstem of theform: y; =? a;x; + g, the standard OL S estimates of the parameters a, &...a, mnimise
2(y; - ?ax;)°. Weighted OLS estimatesminimise ? w;(y; - ? aix; )’ or ? W; y;-? a; w *x;)>, where ? wi=1. This
isequivalent to estimating a system in which original variables are re-scaled by square roots of the respective
weightings.
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may dso have to be gradud to accommodaie more eesly large changes in redive prices. In
practice, disiinflation was swift only in Crodtia In the Centrd European and Bdtic countries —
with the exception of Romania in 1993 and 1997 and Bulgaria in 1997, which experienced strong
inflation reversds — the disinflation process has been more or less gradud. However, mog CIS
countries faled to keep their budget deficits under control and, consequently, experienced
periods of very high inflation, even hyper-inflation. As | dready noted in Pat A, in those
countries the recesson has been prolonged and the recovery ether has been modest or has not
yet maeidised. Thus in practice, the dear fallure of macroeconomic policy was limited manly
to the CIS countries in the years 1992-1994. (In Tgikigan and Turkmenidan this continued aso
in 1995)

At the advanced dage of trangtion, the rate of dis-inflation is condrained by internationd
cgpitd  mobility, which limits the freedom of centrd banks to st and mantan interet rates
much above the world led. The dtendant dilemmas are wel-known. If the exchange rate is
fixed, a redrictive monetary policy induces capitd inflows as borrowers subditute domestic
debt by foreign debt and foreign investors buy domedtic assets  The derilisation of such inflows
is possble, but expendve and therefore has its limits.  If the exchange rate is floaing, cepitd
inflows induce an appreciation of the domestic currency. This hdps to reduce inflation in the
short-term, but may aso lead to a large current account deficit and, therefore, increases the risk
of sudden devdudion and higher inflaion in the medium-teem.  Borrowers in trangtion
economies have little experience in edimding the exchange rae rik.  Migudgements ae
epecidly likdy during expectationsforming, prolonged periods of red effective gopreciation.
The gppreciation trend is a feature of trandtion. This trend is sudtained by severd factors, the
two crucid ones being: depressed exchange rates at the garting point and rapid improvements in
productivity and rates of return during trandtion.  Productivity improvements ae particularly
rapid in countries whose reforms have been successful.  Such countries are dso credible
candidates for membership of the European Union and, for that reason dtract more FDI than
others, giving the gppreciaion trend a further support. Such circumdances cdl for an interest
rate policy that is not very redrictive, and place an even bigger burden on governments to
conduct a redrictive fiscd policy. However, if such a fiscd policy is not adopted, then any
atempt to dis-inflate quickly neverthdess, by means of highly redrictive monetary and exchange
rate policies, may eadly backfire, as it would cause a large current account deficit which may a
some point trigger a criss of confidence and reult in sagflation. A short-term gain in the rate of
ds-inflation is then obtained a the cos of a higher risk of macroeconomic indability.  During
the run-up period to EU membership, a short-term foreign debt tends to increase rapidly. It is
therefore a prudent precaution, during this period, to keep internationd reserves high and
mcrea(t;:lnrz]g even if this concern about ability causes a certan dowing down of the rate of dis
inflation™.

6. What Lessons Can Be Drawn for Those Transtion Economies Still
Struggling to Achieve M acr oeconomic Stability and Economic Growth?

Thelessonswhich | propose to draw from these ten years of trandtion are asfollows

2 These issues are discussed comprehensively by several authorsin the book edited by Z. Drabek and S. Griffith-
Jones, Managing Capital Flowsin Turbulent Times: The Experience of Europe’s Emerging Economiesin Global
Perspective. Armonk, NY: M.E.Sharpe (1999.
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(vi)

(vii)

(viii)

(x)

Mog former SOES especidly those of large Sze, have suffered from the British
LeylandRover syndrome the accumulaion of dructurd problems of such magnitude
that they are not amenable to sgnificant ‘drategic’ restructuring and not cgpable of rapid
growth whatever their new ownership and regulatory framework. Given the financid,
manageria and other condraints, and poor postive incentives, such enterprises — unless
teken over by large foragn investors - ae cgpable manly and medy of ‘defengve
restructuring.

The success of trangtion depends above dl on the rapid cregtion of conditions -
inditutiondl, legd, microeconomic and meacroeconomic — which ae conducive to the
development and growth of anew private sector, domestic and/or foreign.

This new sector devdopment is fadlitated by increesed competition through price
liberdistion, by pemitting SOEs to <l cepitd assts by imposng had  budget
condraints on them, by encouraging FDI and by lowering the entry bariers for new
busnesses.  The number of these busnesses should be, outsde of agriculture, about 0.5
million per 10 million of the population, and the smdl and medium Sze enterprises
should eventudly account for some 50-60% of GDP.

The inflation rate nead not, and initidly should not, be very low, but it mus not be high
(not more than 40% p.a.), and it should be seen to be converging to the EU levd.

A dsinflaion policy should involve dl the key macroeconomic components  fiscd,
monetary, the exchange rate and (when gpplicable) wages ad benefits. Given the close
link between budget deficits and money growth in trangtion countries, a tight fiscd
policy is necessary. But it may not be sufficient, and other policies should be used in
supporting roles  The cogt of dis-inflaion is lowe if the monetary authorities are
politicaly independent. Although an extreme solution, currency boards can be useful.

The choice of an exchange rae regime is not very important from the point of view of an
anti-nflation policy, but it hdps to have, a some point, a moderatdy or even fully
flexible regime, in order to provide the private sector with better information about the
exchange rate risk and s0 edablish a better defence agangt speculaive capitd inflows
and an excessve growth of private foreign debt.

The essentid inditutional bass for a dable macroeconomic environment indudes, gpart
from an independent centrad bank, a solid regulatory framework for financid inditutions:
banks, insurance and pension funds, and stock excharges.

To atract foreign direct invesment and diminate capitd flight, externd credibility is
vitd. In order to build up this credibility, the exchange rae should be competitive most
of the time to ensure that internationa reserves are high in reation to imports and foreign
debt, especidly short-term debot.

The fiscd policy, in order to be consgtent with the dability objective, should am to met
the Maedricht criteria with regpect to the generd government budget deficit and public
debt.  However, if the policy is dso to save devdopmenta objectives it should
additiondly am to keep taxes (and therefore public expenditures) low in raion to GDP
and, within public expenditures should favour spending on education and infragtructure
at the expense of socid trandfers, defence and subsidies.

The high rate of dructurd unemployment requires changes in the labour code to increase
flexibility of labour markets, e.g. by reducing hiring and firing cods. It dso requires an
active role of governments in education and training.

These ten lessons overlgp with the following conclusons reached by Chales Wyplosz in

his own recent survey: it has pad to dat ealy and move fast; macrogabilisgtion is a pre
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requiste for growth; the exchange rate regime is lagdy irrdevant for dis-inflaion; and
microeconomic foundations'structurd reforms are important for both stability and growth®®. But
the matters which | am emphassing additiondly, are the links between policies and growth of
the new private sector, and the importance of the exchange rate policy for competitiveness,
credibility and gability.

Recent comparative empiricd gudies of enterprise peformance, in CIS countries on the
one hand and in the more successful countries on the other, attempt to identify the key
underlying factors.  According to S Johnson, J. McMillan and C. Woodruff, macroeconomic
dability is not sufficient for private sector growth, and an essentid inditutiond festure for
entrepreneurship to develop is the presence of a legd system sufficiently strong to secure
property rights?®. Such a feature is, however, probably only one of severa necessary conditions
After dl, the legd sysem is the same throughout Hungary or Poland, but private sector
development is dill week in the countrydde and smdl towns, and heavily concentrated in the
cgpitds and mgor cities where the supply of labour skills and infragtructure fadilities is high and
where there are more individuas with entrepreneurship abilities.

7.  What Arethe Long-Term Growth Prospectsfor Trangtion Economies?

In most of these countries the inditutionad reforms of thel990s have crested a microeconomic
and inditutiona environment conducive to the effective use of their entrepreneurship capitd.  In
such countries, the magnitude of internationa technology transfer can be assumed to be reated
postively to both cgpitd accumulation and the devdopment ggp.  This trander may dso be
expected to be grester in countries which succeeded in creding and maintaning a dable
Macroeconomic environmen.

Elsawhere | have reported the results of an empirical test of such propogtions, usng the
post-WW?2 data for 20 countries in Western Europe, Lain America and the Padific rin?®. These
regresson results are as follows

Ov=-2.22+0.195(1/Y )+5.63 log1 oy~ i) -5.92 logio(1+gp) 4)
(-36) (7.9 (145) (-69)

where tratios are indicated in parantheses, and where RP=0.80. In this relaionship, the time unit
is a 10yexr peiod, and gy is the percentage growth rate of GDP, I/Y is the gross
invetment/GDP retio, y is the per-cgpita GDP a purchasng power paities, and g, is the
percentage rate of inflation (of the GDP deflator) divided by 100, dl vaiadles being 10-year
averages.

In the regresson equétion, log(1+g,) equas gpproximatdy g, (expressed as a fraction of
100), s0 (4) tdls us tha an increase in the trend rate of inflation by a percentage point reduces
the trend growth rate of GDP by 0.06%. The inflation rate is drongly corrdated with the
inflation variance, so the latter may aso serve as an ingrumenta varidble for ingtability factors.

2. Wyplosz, “The Ten Y ears of Transformation: Macroeconomic Lessons’, March 2000, CEPR DP No.2254.
255, Johnson, J. McMilan and C. Woodruff, “ Entrepreneurs and the ordering of institutional reform: Poland,
Slovakia, Romania, Russia and Ukraine compared”, Economics of Transition, vol.8(1)2000,1.36.

265, Gomulka (1999), “Growth Convergence: A Comment on Warner”, London School of Economics, mimeo,
forthcoming in a book edited by L.Orlowski and to be published by Elgar.
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For those trangtion economies which are EU candidates, the ratio yY**/y equas about 4,
and log 4=06. Thus, according to this Gomulka-Dumas eguation, the catchingup factor
contributes now about 3.3 percentage points to their growth of GDP. For a EU candidate country
with the I/Y ratio in the range of 20 to 25% and the inflation rate 10 to 15%, our growth eguetion
predicts a GDP growth rate in the range from 4% (for 1/Y equd to 20% and g=15%) to 5.4%
(for 1/Y equd to 25% and @ =10%). A further increase of the I/Y ratio by 5 percentage points, to
30%, would rase the growth rate to 64% and a reduction o the inflation rate by 7 percentage
points, to 3%, would raise it further to 6.8%. However, after a decade of growth a between 5 to
7%, the raio Yy would dedine from the preset levd of 4 to about 3, reducing the
contribution of the catching-up factor by 0.6 percentage points, and reducing the growth rate
from 6.8% to 6.2%, by the year 2010.

This exercise is not intended to provide precise eimates of the growth rate for specific
time periods and specific countries.  The purpose is rather to edimate the potentid trend growth
rate which reflects broad and longterm experience of a group of countries thought to be
representetive of medium-devel oped and market-based economies.

The edimates reported in Table 5 should be interpreted in this Spirit, as an indicaion of
what growth is possble for the countries ligted, within the next 50 years given the dedining role
of the *advantages of backwardness factor. Policy options are represented by two savings rétios.

The important role of cgpitd accumulation in this growth projection is indicated by an
implicit assumption that internationd technology trandfer is proportiond to invesment.  This
assumption may be redidic when the technologicd gep is large, in the fira 20-30 years of the
progection. In the dosng years of the period, dedining returns to capitd must set in, so the
projection in Table 5isthen lessredidtic.

After the fird decade of trangtion, domedtic savings tend to be low in mogt trangtion
countries.  This is s0, essantially, for two reasons.  inherited policies of large socid trandfers and
the negative effect on incomes of the trandformationd recesson. Following the fird wave of
refooms  (liberdistion, dabilization and  privatisation), the trandtion countries turn  to
implementing reforms and policies intended specificdly to promote savings  Thee indude
penson reforms, whereby dae pensons ae shaply reduced and private penson schemes
edablished, and tax reforms intended to lower shaply both subsdies and direct taxes of
individuas and companies

The Europeen Union candidates can aso atract foreign direct investments in a volume
that is dgnificant in rdaion to GDP. The macroeconomic risks to investors could be reduced
further, and subdantidly, once the new EU members become a pat of Euroland. When this
happens, and only then, domestic savings could no longer be a condraint on invesment, and
hence would no longer be a condraint on growth.

Public invesments have a dgnificant contribution to meke in promoting growth in Al
those aress in which pogtive externdities are present.  These aress include, typicaly, physca
infragtructure, reseerch and education.  Public spending in these aeas has been radicdly
curtaned during the fird decade of the trandtion. A reduction of socid transfers is aso needed
for the purpose of reverang this past trend.

8.  Concluding Remarks
In dl the trangtion countries covered by this paper, the liberdisstion and Sabilisstion messures

of the 1990s have been fundamentd in heping to foster a rgpid expandon of the new private
sector, a contraction and restructuring of the date sector, and a profound re-orientation and rapid
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growth of internationa trade. In most of these countries, the GDP per capita was about 15% to
30% of the level in the USA a the beginning of the 20" century, and is a about the same
percentage level a the end of this century. The economic trandformation of the last decade has
contributed Sgnificantly to meeting the drategic aim of cregting an economic sysem that should
enable these countries to make substantid progress in removing this income gap in the 21%
oantury.

Dramatic macroeconomic imbaances and extraordinarily large dructurd digortions have
been the key problens that the twenty-five post-socidig countries of Centrd Europe and the
FSU inherited and had to face and solve, during the firs decade of ther trangtion. The reform
packages which most Centrd European and Bdtic countries have adopted, broadly corresponded
to the sevenity of the macroeconomic criss and the magnitude of these inherited Sructura
problems.  They amed a reganing macroeconomic Sability quickly, rgpidly liberdisng prices,
trade and entry, and edtablishing an infrastructure of inditutions and laws capable of sarvicing a
wdl-functioning, competitive market economy.  The reform drategy adopted by mog of the CIS
countries embraced condderable, but less extensve PTE liberdisations and placed repid
privatisation before macroeconomic gabilisstion.  In those countries dructurd  digortions were
initidly larger, private sectors amdler, and ealier maket reforms more limited. These more
hodile initid conditions had a mgor impact on reforms policdes and progress of trangtion.
However, the differences in reform draegies between the two groups of countries and within
each group have narrowed down considerably in the second hdf of the 1990s.



Population and GDP Data for Twenty Five Trandgtion

Tablel

Countries of Central Europe and the Former Soviet Union

No. Country Population GDP per GDP 1998 | GDP 1998 || PPP$/USD
(in millions) | capitain in billions, || in billions, 1998
1994 thousands PPP$ usD
PPP$, 1998
1 Albania 34 29 99 32 31
2 Bulgaria 84 4.8 403 109 37
3 Croatia 45 6.8 306 219 14
4 Czech Republic 103 125 129 56.0 23
5 Estonia 15 76 114 5.4 21
6 FYR Macedonia 21 44 92 33 28
7 Hungary 103 10.2 105 47.8 22
8 Latvia 26 5.6 146 6.9 21
9 Lithuania 37 6.4 237 10.8 22
10 |Poland 385 1.7 2% 148 20
11 |Romania 227 5.6 127 385 33
12 [Slovak Republic 54 9.8 529 204 26
13 [Slovenia 2 14.3 286 19.1 15
CIS
1 Armenia 36 22 79 18 43
2 Azerbaijan 75 22 165 4.0 4.1
3 Bielarus 104 6.1 634 144 44
4 Georgia 55 33 182 53 34
5 Kazakhstan 17 43 731 252 29
6 Kyrgyz Republic 46 23 106 16 6.5
7 Moldova 44 19 84 19 44
8 Russia 148 6.5 %62 275 35
9 Tajikistan 58 0.9 52 12 42
10  [Turkmenistan 4 32 128 17 7.6
11 [Ukraine 51.9 32 166 437 38
12 |Uzbekistan 24 21 470 131 3.6

Sources. GDP per capitain USdollar PPP terms from World Economic Outlook, October 1999, IMF

1999

GDP (1998) levelsin US dollars at market exchange rates are from Transition Report 1999, EBRD.
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Table2
Key Macroeconomic Indicatorsfor CE Countries 1991-1999:
(A) GDP-Weighted Averages and (B) GDP-Weighted Absolute M ean Deviations

Category 1991 1992 1993 194 1995 1996 1997 1998 1999
1 | GDP growth,
% 107 -4.1 -0.3 3.7 5.6 39 2.7 1.8
A 29 50 3.2 16 1.9 21 4.6 39
B
2 | Inflation(CPl),
% 1099 183 115 299 24.2 21.3 46.1 120
A 770 208 131 14.0 11.7 114 54.1 8.3
B
3 | GG budget
balance, % of
GDP -3.2 -4.8 -34 3.2 -30 -31 31
A 38 26 | 29 19 13 |32 09 11
B 13
4 | GG
expenditures, 47.3 45,7 4.7 438 434 43.1 431
#of CDP 49 65 52 45 47 52 30
B
5 | Grossreserves
(months of CA
expenditures) 19 21 25 30 4.4 39 4.1 45
A 09 1.0 0.8 09 2.0 1.7 14 1.8
B
6 | Broad money,
% of GDP 47.2 447 446 448 457 445 438
A 155 16.8 16.6 152 145 124 117.
B
7 | Lending rate,
% 141 45.9 3B7 277 45.9 254 244
196 26.3 164 9.3 422 94 100
B

Source; Author’s calculations based on official data, as reportedin the EBRD Transition Report 1999. The GDP
weights calculated from Table 1, using the PPP GDP estimates.

Notation: Inflation is of the within-year (December to December) category. CPI stands for consumer price index.
GG stands for general government (central, local and extra-budgetary funds), CA stands for current account. Broad
money includes cash in circulation, current deposits and time deposits, in both domestic and foreign currencies.




Table3
Key Macroeconomic Indicatorsfor CIS Countries 1991-1999:
(A) GDP-Weighted Averagesand (B) GDP-Weighted Absolute M ean Deviations.

No. Category 1991 1992 1993 1994 | 1995 1996 1997 1998 1999
1 GDP growth
%
6.2 -14.3 -9.6 -13.7 -53 -3.3 10 -2.9
A 27 21 2.0 2.6 25 21 17 24
B
2 Inflation
(CP) %
155 2391 2431 514 151 30.2 151 70.6
A 105 303 2435 471 51 13.2 81 294
B

3 GG budget
balance, % of

GDP
-36.5 -159 -104 -64 -7.6 -6.8 -51 -53
A 102 3.0 26 11 22 19 08 13
B
4 GG
expenditures,
% of GDP
64.8 452 240 35.6 371 | 382 35.0
A 91 40 35 33 52 44 40
B
5 | Gross
reserves
months of CA
expenditures 16 26 25 26 20
0.8 0.7 10 10 0.6
A
B
6 | Broad money,
% of GDP
39.3 254 192 137 128 139 16.6
A 33 6.4 58 0.9 11 09 19
B

7 Lending rate
%

191 65.2 36.6 39.6
A 49 53 42 39
B

Source: Author’s calculations based on official data, asreported in EBRD Transition Report 1999. The GDP
weights calculated from Table 1, using the PPP GDP estimates.
Notation: asin Table 2.



Table4
GDP Growth and Reforms

CE and Baltics Growth % Reforms, index
NO Country 1998 from 1989-1998 Liberalisation | Stabilisation
lowest level
1 Albania 431 -14 3 5
2 Bulgaria 35 -4 3 5
3 Croatia 206 22 3 5
4 Czech Republic 127 -5 5 5
5 Estonia 257 24 5 5
6 FYR Macedonia 53 28 3 3
7 Hungary 162 -5 5 5
8 Latvia 14.0 41 3 5
9 Lithuania 198 -35 3 5
10 Poland 425 +17 5 5
u Romania 18 24 3 5
i Slovak Republic 329 0 5 5
13 Slovenia 25.7 4 5 5
CIs
1 Armenia 318 59 3 3
2 Azerbaijan 179 56 1 3
3 Bielarus 26 22 1 3
4 Georgia 292 67 3 3
5 Kazakhstan 00 -39 3 3
6 Kyrgyz Republic 204 -40 3 5
7 Moldova 00 68 3 5
8 Russia 00 -45 3 3
9 Tajikistan 58 58 1 3
10 Turkmenistan 42 56 1 3
u Ukraine 00 63 1 3
12 Uzbekistan 6.1 -10 1 3

Source: EBRD, Transition Report 1999. Early liberalisers are given grade 5. They are defined as countries that had
achieved “ complete price liberalisation, full current account convertability and almost complete small-scale
privatisation”. Late liberalisers achieved these thresholds after 1993. They are given grade 3. The remaining
countries are given grade 1. With respect to stabilisation, countries are divided into early stabilisers, those which
stabilised before the end of 1993, and late stabilisers (all other countries). The grades given are, respectively, 5 and
3.
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Table5
GDP Growth and GDP Per Capita Ratio (USA GDP Per Capita=1)
For Selected Countries (1998 IsThe Initial Year, T Denotes Years From 1998, SIs The Investment/GDP Ratio In Percents)

s=20 s=30
t 0 10 20 30 40 50 0 10 20 30 40 50
Russia
gy 4.66 4.09 3.65 3.29 3.02 6.24 5.34 4.63 4.07 3.63
yd(1.02)" 0.22 0.29 0.36 0.43 0.50 0.55 0.22 0.34 0.49 0.65 0.81 0.96
Poland
gy 4.33 3.83 3.44 3.13 2.89 591 5.08 4.42 3.91 3.50
yd(1.02)" 0.26 0.33 0.40 0.47 0.53 0.58 0.26 0.39 0.54 0.70 0.86 1.01
Ukraine
gy 6.03 5.17 4.50 3.97 3.55 7.61 6.43 5.49 4.75 4.16
yd(1.02)° 0.11 0.17 0.23 0.31 0.38 0.45 0.11 0.20 0.31 0.46 0.62 0.78
Czech Republic
gy 3.37 3.07 2.84 2.66 252 494 4.32 3.82 343 3.13
yi/(1.02)° 0.41 0.48 0.54 0.59 0.64 0.68 041 0.57 0.73 0.89 1.04 1.18
Hungary
gy 3.77 3.39 3.09 2.86 2.67 5.34 4.63 4.07 3.63 3.28
yd(1.02) 0.34 0.41 0.48 0.54 0.59 0.64 0.34 0.49 0.65 0.81 0.96 111

Source: Author’s estimates on the basis of equation (4), and under the assumption that the USA GDP per capita will be increesng a
acongant rate of 2% per annum.
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