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1 INTRODUCTION

The transition from planned to market economies in Central and
Eastern Europe has been traumatic. The Schumpeterian process
unleashed as economies rushed toward market systems was initially
destructive. Production levels collapsed while inflation surged, ravaging
the savings of the middle classes and eroding the living standards of
large segments of the population (Atkinson and Micklewright, 1992). A
few years into the transition, the expected “blooming landscapes”
remained fata morganas, apart from a few bright spots in the Visigrad
countries.

The second half of the 1990s has improved the picture substantially.
Among the leading reformers, Poland seems to be firmly on track toward
establishing a pluralistic market economy. It can expect European Union
(EU) membership in the not too distant future. The other Visigrad
countries are not far behind. A second group of EU applicants—Bulgaria,
Latvia, Lithuania, Romania, and the Slovak Republic—have made
substantial progress, as have a few of the Soviet successor states,
notably the Kyrgyz Republic and Moldova.

Yet, the success of the transition lags behind early expectations. The
change from pervasive state control to pluralistic societies and ade-
quately functioning market economies remains partial; indeed, several
transition economies have recently regressed. On many measures,
material living standards for large subsections of the population, notably
the socially weakest groups, have so significantly declined that the
specter of Weimar has become a popular benchmark. This has occurred
even as opportunities and choices for the better qualified and younger
population groups have expanded. The aggregate payoff to reform has
been less than expected, at least using official statistics. According to
estimates of the European Bank for Reconstruction and Development
(EBRD), the average 1998 real gross domestic product (GDP) for the
region was 72 percent of that for the pretransition level, with only three

I am grateful for helpful comments received from Samuel Barnes, Helge Berger, John
Cuddington, Robert Cumby, Anne-Marie Gulde, Cevdet Denizer, Harmen Lehment,
Monika Schnitzer, Horst Siebert, and seminar participants at Georgetown University,
Princeton University, the Kiel Institute of World Economics, and the University of
Munich.



transition economies recording output above the 1989 level, and these
three by only small margins.! Far from experiencing rapid catch-up over
the last decade, the transition economies have thus fallen farther behind
the EU, a development that has come largely as a surprise to both
eastern and western observers.”

Almost ten years after the initial reforms, the challenge of transition
is rapidly being replaced by the more generic challenge of develop-
ment. The end of this early phase provides an opportunity to draw
lessons from the varied experiences of the transition economies. In-
deed, the transition period provides a rare natural experiment in
comparative economics. Twenty-five countries began the transition
from planned to market economies at roughly the same time, but they
started from different initial conditions, followed different strategies,
and moved at different speeds. Their comparative experiences thus
provide a unique opportunity to study the interactions among starting
points, political economy, and reform choices and outcomes.

! The three are Poland (118), the Slovak Republic (100), and Slovenia (103), with 1989
equaling 100. The problems in comparing pre- and posttransition output levels from a
welfare perspective are, of course, well known.

* Witness, inter alia, the Shatalin program envisaging completion of the transition
within 500 days. Ironically, Lenin estimated that the time necessary for the transition from
a market to a socialist economy would be 100 years.



2 TRANSITION STRATEGIES

A chasm cannot be crossed in two steps.

—Vaclav Klaus

The wise man tests the stones before crossing the river.

—Chinese proverb

The sudden collapse of socialism in Central and Eastern Europe in the
years after 1989 caught economists largely off guard. Although librar-
ies could be filled with books detailing the “inevitable” move from
capitalism to socialism, very few studies had examined the mechanics
of the opposite transition, the reestablishment of markets in centrally
planned economies.

In the face of political collapse, pressing decisions could not be
delayed to await the outcome of scientific debate. Early proposals for
transition strategies rapidly coalesced around two poles. One school of
thought viewed the transition as a magnified example of the structural-
adjustment problems encountered elsewhere in distorted market
economies. In consequence, the multi-ingredient remedies applied to
those economies—rapid and comprehensive liberalization of prices and
trade; current-account convertibility often coupled with the introduc-
tion of a pegged exchange rate; conservative fiscal and monetary
policies; and comprehensive removal of market distortions—was ex-
pected also to cure the transition malaise.

Labeled variously as the “big bang,” “cold turkey,” or “radical”
approach to transition, this view dominated the early debate and retains
strong support, particularly in the Anglo-Saxon academic and policy
circles. A flavor of this view is given by David Lipton and Jeffrey Sachs
(1990, p. 99), both closely involved in the Polish reform. Writing very
early in the transition process, they assert that “both the economic logic
and the political situation argue for a rapid and comprehensive process
of transition. History . . . has taught the profound shortcomings of a
piecemeal approach, and economic logic suggests the feasibility of a
rapid transition.” Similar views were held by some of the early reformers
in Central Europe; see, for example, Vaclav Klaus’s (1993) “Ten Com-
mandments,” as well as Klaus (1991) and Balcerowicz and Gelb (1994).
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Apart from economic arguments, based explicitly or implicitly on the
theory of second best, proponents of rapid reform also pointed to
political-economy advantages of moving early and comprehensively to
dismantle the old system and exploit “windows of opportunity” to
establish new ground rules that would lend credibility while tying the
hands of future governments. As one of the key architects of the Polish
reform notes, “radical economic reform creates safeguards to make the
transition process irreversible. It rapidly introduces a number of
economic and institutional changes that act as policy constraints on any
new government taking over, whatever their basic ideology and value
system” (Balcerowicz, 1993, p. 2).

The second school of thought questions the interpretation of the
transition as a magnified problem in structural adjustment and reform.
It argues that the nearly complete absence of both markets and mar-
ket-supporting institutions renders inapplicable the key advantage of
the orthodox approach, the reaping of instant efficiency gains by
removing the fetters from existing, but suppressed, markets. In the
absence of institutions that can effectively transmit scarcity signals, and
set incentives to react to such signals, the neoclassical prescription is
held to be inappropriate. The transition is viewed as a distinct problem
in search of a distinct solution, requiring greater emphasis on “microec-
onomic reforms over the macroeconomic focus of many of the original
Anglo-Saxon reform blueprints” (Siebert, Raiser, and Langhammer,
1996, p. 8). Somewhat ironically, the case for gradualism also derives
its intellectual support from second-best theory. Whereas proponents
of radical reform argue that the potential gains from reforms are
limited by stepwise liberalization, such as the removing of price con-
trols without dismantling the market power of existing monopolies
through trade liberalization, proponents of gradual reform emphasize
the need to distinguish between legal and effective reform and to
understand that the latter will take time. Thus, following price liberal-
ization, the legal abolition of restrictions on the entry of new firms may
be insufficient to avoid monopoly pricing by incumbents if entry of
new domestic and foreign competitors fails to occur owing to a lack of
supporting institutions such as accessible distribution networks, access
to bank credit, effective regulation, and legal protections. In like vein,
the imposition of hard budget constraints on enterprises in the absence
of functioning credit may force even sound firms into insolvency.
Liberalization in the absence of supporting institutions can, in conse-
quence, deepen the “transformational recession” unnecessarily (Dewa-
tripont and Roland, 1992; Kornai, 1992, 1994; Laban and Wolf, 1993;
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Murrell, 1993, 1995, 1996; Amsden, Kochanowicz, and Taylor, 1994;
Taylor, 1994).

By stressing the difference, and the time lag, between the legal removal
of obstacles and the effective emergence of the previously impeded
institutions, gradual transition strategies tend to emphasize the active and
necessarily time-consuming process of nurturing institutions and market
infrastructure as a crucial condition for, and constraint on the timing of,
successful liberalization. “Economic reforms in transition economies
should start with the build-up of an institutional infrastructure before
prices are liberalized” (Siebert, Raiser, and Langhammer, 1996, p. 8).!

Beyond these differences, radical and gradual transition recipes share
many common elements. Yet it is fair to say that policymakers in the
early transition economies were faced with a wide disparity of external
and internal advice, without having much empirical basis to judge
alternatives. The variety of strategies actually adopted matches the
variety of the recommendations received. One group of transition
economies—notably the Czech Republic, Estonia, and Poland—by and
large embraced the radical-transition recipe. Near-simultaneous stabili-
zation and liberalization was followed by rapid privatization. The
private-sector share of GDP—perhaps the single best indicator of
progress in the transition from planned to market economies has
reached 80 percent in Hungary and 75 percent in Albania and the
Czech and Slovak Republics, above the level of several countries in the
Organisation for Economic Co-operation and Development (OECD).

A second group of countries, comprising Bulgaria, Moldova, and
Romania, has more closely followed the gradual path, showing slow but
reasonably steady liberalization (occasional reversals notwithstanding)
and reaching private shares of GDP of between 45 and 60 percent.
Others, however, including Belarus, Tajikistan, and Uzbekistan, have
barely commenced the transition. Seven years after the collapse of the
Soviet Union, the private-sector share of GDP remains at 20 percent in
Belarus, 30 percent in Tajikistan, and 25 percent in Turkmenistan.

! See Balcerowicz (1993, 1995, 1997), Sachs (1993), Weitzman (1993), Aghion and
Blanchard (1994), Aslund (1994), and Balcerowicz and Gelb (1994) for alternative views
of the political economy of transition. The cited works on the radical approach are from
the early transition period. Over time, the “Cambridge Consensus,” including the cited
authors, has placed increasing emphasis on social-protection measures. In this sense at least,
the two approaches have increasingly converged.



3 DATA

The data set used to explore the nexus between strategy choice, initial
conditions, and outcomes includes the twenty-five East European
transition countries for which comparable performance data and
indicators of policy choice are available for the period from 1989 to
1995. These are the fifteen successor countries of the former Soviet
Union (FSU)—Armenia, Azerbaijan, Belarus, Estonia, Georgia, Kazakh-
stan, the Kyrgyz Republic, Latvia, Lithuania, Moldova, Russia, Tajikistan,
Turkmenistan, Ukraine, Uzbekistan—and most of the Central and
South European transition countries—Albania, Bulgaria, Croatia, the
Czech Republic, Hungary, FYR Macedonia, Poland, Romania, Slovakia,
and Slovenia. The transition economies of Asia and Africa are excluded
because a matching data set could not be obtained for them. Although
their exclusion is unfortunate from the viewpoint of completeness, it
increases the homogeneity of the data set, which eases the task of
identifying the impact of differences in choices of transition strategies
(Sachs, 1996).

Because the statistical agencies of the transition countries were
initially ill equipped to handle the data demands of a market economy,
data availability and quality is spotty in the early years." The database
underlying this study was therefore constructed from a wide variety of
sources, including country reports from the International Monetary
Fund (IMF), the World Bank, the Economist Intelligence Unit, and
PlanEcon; the World Bank’s 1995 World Development Report (1996);
the EBRD’s Transition Report (1994, 1995); the U.S. Central Intelli-
gence Agency’s World Factbook; the IMF’s World Economic Outlook,
International Financial Statistics, and databases; government financial
statistics, and a number of scholarly articles.

To avoid outlier bias, all nominal growth observations—broad money
growth, nominal-income growth, growth of the consumer price index

' The World Bank (1993) provides an extensive discussion of data issues. See also
Lipton and Sachs (1990), Winiecki (1991), Aslund (1994), Koen (1994), and Bloem,
Cotterell, and Gigantes (1996). These data problems are particularly acute in interpret-
ing output changes over time from a welfare perspective (Berg and Sachs, 1992).
Although serious, however, they are arguably less severe for comparisons across transi-
tion economies suffering from similar mismeasurements.
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(CPI), and the GDP deflator—have been rescaled as x/(1 + x), where x
is the unscaled observation. The transformation leaves small growth rates
substantially unchanged but compresses large growth rates, reducing the
importance of hyperinflation observations in the regressions.

The indicator of transition-strategy choice is the aggregate annual
reform index constructed by de Melo, Denizer, and Gelb (1996; updated),
based on a consistent survey of World Bank country economists. The
index covers three broad areas: (1) the extent of regulations on external
trade, including quantity and convertibility restrictions, (2) restrictions
on the creation of new firms, and (3) restrictions on prices. The aggre-
gate index reported by de Melo, Denizer, and Gelb is based on an
average of these three subindices and ranges between 0 and 1, with 1
defined as a degree of liberalization comparable to the average OECD
economy. Table 1 reports the index values.

Although most of the regressions are based on this continuous
measure, it is instructive to begin with a derived discrete grouping of
transition economies into radical, gradual, and lagging reformers.
Using such a grouping provides a more direct way of assessing initial
conditions and performance under alternative regimes, albeit at the
cost of introducing additional subjectivity (see Table 2).

* A country is defined as radical reformer if its liberalization index has
jumped by at least 0.4 over any two-year period and equals at least 0.7
at the end of the sample, that is, if a country has fairly rapidly moved
fairly close to full liberalization. The definitions as well as the classifi-
cation, are, of course, subjective. The radical rating applies to the year
in which the jump is completed and to all subsequent years.

* A country is defined as a gradual reformer if it breaches the 0.7
threshold in the final sample year but does not undertake a sufficiently
rapid liberalization to generate a 0.4 jump over any two-year period in
its index. In addition, the prejump years of the radical reformers fall
into this group.

* Finally, a country is defined as a lagging reformer if its terminal
liberalization index is below 0.7.

The inclusion of the laggard group allows for a distinction between
countries such as Slovenia, which is pursuing a full liberalization at a
deliberately slow pace, and countries such as Belarus, which is not
pursuing liberalization. It thus avoids creating a potential bias in favor
of radical reformers, generated by commingling gradual reformers with
laggards. On the downside, restricting the label of “gradual reformers”
to countries that achieve a high degree of liberalization at the end of
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TABLE 1
LIBERALIZATION INDEX, 1989-1995

1989 1990 1991 1992 1993 1994 1995

Successor states of the FSU

Armenia 0.04 0.04 0.13 0.39 0.42 0.42 0.58
Azerbaijan 0.04 0.04 0.04 0.25 0.31 0.35 0.44
Belarus 0.04 0.04 0.10 0.20 0.33 0.36 0.48
Estonia 0.07 0.20 0.32 0.64 0.81 0.89 0.93
Georgia 0.04 0.04 0.22 0.32 0.35 0.35 0.49
Kazakhstan 0.04 0.04 0.14 0.35 0.35 0.39 0.57
Kyrgyz Republic 0.04 0.04 0.04 0.33 0.60 0.76 0.82
Latvia 0.04 0.13 0.29 0.51 0.67 0.81 0.81
Lithuania 0.04 0.13 0.33 0.55 0.75 0.89 0.86
Moldova 0.04 0.04 0.10 0.38 0.51 0.55 0.68
Russia 0.04 0.04 0.10 0.49 0.59 0.66 0.69
Tajikjstan 0.04 0.04 0.11 0.20 0.26 0.30 0.39
Turkmenistan 0.04 0.04 0.04 0.13 0.16 0.22 0.22
Ukraine 0.04 0.04 0.10 0.23 0.13 0.26 0.51
Uzbekistan 0.04 0.04 0.04 0.26 0.30 0.43 0.53

Central and South European
transition economies

Albania 0.00 0.00 0.24 0.66 0.70 0.70 0.74
Bulgaria 0.13 0.19 0.62 0.66 0.66 0.64 0.61
Croatia 0.41 0.62 0.62 0.72 0.79 0.82 0.85
Czech Republic 0.00 0.16 0.79 0.86 0.90 0.90 0.93
FYR Macedonia 0.41 0.62 0.65 0.68 0.78 0.78 0.78
Hungary 0.34 0.57 0.74 0.78 0.82 0.86 0.90
Poland 0.24 0.68 0.72 0.82 0.82 0.86 0.89
Romania 0.00 0.22 0.36 0.45 0.58 0.68 0.71
Slovakia 0.00 0.16 0.79 0.86 0.86 0.86 0.86
Slovenia 0.41 0.62 0.71 0.78 0.82 0.82 0.85

SOURCE: De Melo, Denizer, and Gelb (1996)

the sample misclassifies countries that initially pursue a gradual strategy
but fail to fully implement it throughout the sample period.

By depending on the terminal value of the liberalization index, this
definition employs hindsight: three countries having the same liberal-
ization value in 1990 might be variously classified as having been
radical, gradual, and lagging in 1990, depending on their policy choices
from 1991 to 1995. This could, in some cases, give rise to classifications
differing from those that informed observers would have chosen at the
time and that might, therefore, have been the bases for investment and
consumption choices. To allow for this possibility, the robustness of the

8



TABLE 2
STRATEGY CLASSIFICATION, 1989-1995

1989 1990 1991 1992 1993 1994 1995

Successor states of the FSU

Armenia L L L L L L L
Azerbaijan L L L L L L L
Belarus L L L L L L L
Estonia G G G R R R R
Georgia L L L L L L L
Kazakhstan L L L L L L L
Kyrgyz Republic G G G G R R R
Latvia G G G G G G G
Lithuania G G G R R R R
Moldova L L L L L L L
Russia L L L L L L L
Tajikistan L L L L L L L
Turkmenistan L L L L L L L
Ukraine L L L L L L L
Uzbekistan L L L L L L L
Central and South European
transition economies
Albania G G G R R R R
Bulgaria L L L L L L L
Croatia G G G G G G G
Czech Republic G G R R R R R
FYR Macedonia G G G G G G G
Hungary G G R R R R R
Poland G G R R R R R
Romania G G G G G G G
Slovakia G G R R R R R
Slovenia G G G G G G G

NOTE: R = radical reformer; G = gradual reformer; L = lagging reformer.

results were tested by also using an alternative classification including
only contemporaneous information.

Under this alternative index, a country is defined as radical if the
liberalization index has increased by at least 0.4 over the current or a
previous two-year period and equals at least 0.7. If the index equals or
exceeds 0.7 but has not shown a 0.4 point jump in any prior two-year
period, the country is classified as gradual. The residual observations
are defined as laggard. The main difference between the two schemes
is the classification of the early observations for countries ultimately
breaching the 0.7 threshold. These are rated as gradual under the first

9



scheme but as laggard under the second. The second classification
captures changes in the transition strategy that occur during the sample
period, but it fails in the initial years to capture the difference between
a country pursuing deliberately gradual reform and a country pursuing
no reform at all. In practice, the two classifications give quite similar
results for medians, the preferred statistic. To keep the discussion at a
manageable length, I report results for only the first classification.
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4 THE OUTCOME: A FIRST LOOK

Much as the transition itself was largely unexpected, its economic
virulence has come as a surprise to most observers. Although an output
decline of some magnitude was expected as economically inefficient
firms closed down, the magnitude of the decline dwarfed most initial
predictions. Table 3 provides a first look at the growth performance of
the transition economies, reporting the median, maximum, and mini-
mum growth rates for the twenty-five transition economies examined in
this study.
TABLE 3
GDP GROWTH RATES

1989 1990 1991 1992 1993 1994 1995 1996 1997

Median 1.5 -35 -11.7 -13.6 -10.0 0.3 0.8 3.0 4.0
Maximum 9.8 9.0 -1.0 2.6 9.6 9.4 7.8 10.5 10.0
Minimum -72 -120 -280 -524 -390 -350 -174 -10.0 -4.0

SOURCES: IMF, EBRD, PlanEcon, World Bank.

Real output growth has followed a J-curve, with a sharp decline in
the initial years followed by a rebound more recently. The initial
decline was shared to a large degree across the transition economies: a
simple regression of output growth rates on time dummies for Central
Europe and the FSU explains 56 percent of the variance of the growth
rates. The similarity of output movements suggests the importance of
the effect of common exogenous shocks on the transition economies,
including the disruption of established domestic lines of decision-
making, the breakdown of the external trading system, the deteriora-
tion in the payments system, and the severe deterioration in the terms
of trade for energy importers.

Table 4 reports the median, maximum, and minimum for the CPI
inflation rate, revealing an initial inflation burst followed by stabilization
in some, though by no means all, transition economies. Shared factors
again played an important role, particularly early in the transition, as
inherited excess real balances were eroded through inflation and as the
non-oil—producing transition economies experienced significant increases
in the price of energy imports.
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TABLE 4
CPI INFLATION RATES

1989 1990 1991 1992 1993 1994 1995 1996 1997

Median 46 139 978 865.3 921.0 1391 430 190 120
Maximum 1,721.0 584.0 270.0 41,901.0 17,302.0 9,352.0 830.0 446.0 690.0
Minimum -2.3 00 254 12.2 15.5 11.0  -3.3 1.0 3.0

SOURCES: IMF, EBRD, PlanEcon, World Bank.

Tables 3 and 4 both reveal that despite these shared shocks, the
economic performance of the transition countries began to diverge
within a few years of embarking on the change from planned to market
economies. Growth rates spanned the spectrum from significant in-
creases to large declines, and median inflation rates ranged from single
digits to the high triple digits. The diversity of outcomes, combined
with the comparable diversity of initial conditions and policy choices,
naturally raises the question about the extent to which different start-
ing points and choices have contributed to the differences in economic
performance. A lively recent literature—including works by Aslund,
Boone, and Johnson (1996), de Melo, Denizer, and Gelb (1996), Fischer,
Sahay, and Vegh (1996a, 1996b, 1997), Sachs and Warner (1996),
Selowsky and Martin (1997), and Berg et al. (1997)—examines the link
between policy choices and outcomes. The emerging conclusion of these
studies posits a quite sturdy positive correlation between progress
toward the establishment of a market economy and better macroeco-
nomic performance (faster growth and lower inflation). With few
exceptions, these studies focus on the achieved degree, rather than the
speed of, liberalization and thus shed less light on the distinction
between persistent gradual and radical reformers.

The finding of a positive correlation between liberalization and
economic performance, if indeed robust, does not permit an inference
of causality and, thus, an assessment of the relative merits of alternative
transition strategies. Such an inference would only be valid if the choice
of transition strategy is itself random, specifically, if it is independent of
any variable that might also influence performance. This condition is
unlikely to be met. The subgroup of transition economies suffering from
ethnic tension escalating into internal or external armed conflict, for
example, retained tight central control over resources while substantially
underperforming their peers as production plunged and reliance on
money printing to finance military expenditures boosted inflation rates.
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Viewed against their peer group, the experiences of these countries thus
contribute to a negative link between liberalization and performance. A
causal interpretation would be problematic, however, because the
military conflict is arguably a primary cause of both the choice of
transition strategy and the relative economic underperformance.

On the other end of the spectrum, the location of the Central
European economies implied a possibility of future EU membership
conditional on economic performance and adoption of a policy frame-
work closely following the EU model, arguably influencing the cost-
benefit calculus underlying the choice of transition strategy. At the same
time, proximity, through gravity effects, yielded additional benefits to
liberalization through enhanced trade and foreign-direct-investment
(FDI) links with EU members. The experience of these countries, as
compared to their peers, again contributes to a positive link between
liberalization and performance. Once again, however, a third factor, in
this case, location, arguably influenced both the choice of reform and
the effects of reform, thus preventing simple causal inferences from
strategy choice to outcome.

The ex post relative performance across observed strategies is thus
insufficient to allow conclusions to be drawn about the ex ante hypo-
thetical performance of a given transition economy under alternative
strategies. To draw such conclusions, the dependence of the strategy
choice on factors also influencing outcomes must explicitly be taken into
account. Although space constraints prevent a full exploration of the
issue here, Table 5 provides a casual window on these linkages, report-
ing the medians across the three transition strategies for five variables
that the literature suggests have contributed to strategy choice (see de
Melo et al., 1997, and Wolf, 1999, for in-depth assessments of some of
these linkages). These five variables are (1) the initial industry share,
proxying for the obsolescence shock, (2) the reported growth rates of
net material product (NMP) during the late 1980s and the inflation rate
in 1989 proxying for the inherited degree of economic instability," (3)
the distance from Vienna and from the nearest market economy,
proxying for potential association effects arising from proximity to the
EU and, thus, gravity effects on trade and FDI flows, (4) the starting

! Both of these series presumably suffer from severe mismeasurement. The premium
of black market to official prices provides a more attractive measure of disequilibrium.
However, the premium is not available for many of the sample economies. The same
applies for a second alternative measure, real wage growth at official prices minus real
consumption-good output growth.
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TABLE 5
STRATEGY CHOICES AND INITIAL CONDITIONS: MEDIANS

Radical Gradual Lagging
Initial industry share 45.0 44.0 43.0
1980s NMP growth 1.8 1.9 2.8
1989 inflation 0.6 1.5 0.6
Distance to nearest market economy (km) 251 362 1,021
Start of central planning (year) 1948 1945 1920

year of central planning, proxying for “memory effects” of operating
under market conditions, and (5) the population share of the largest
ethnic group, proxying for potential ethnic conflict.?

It is perhaps surprising that the initial degree of macroeconomic
instability does not appear to be associated with the choice of strategy.
Countries experiencing instability during the last years of central
planning are no more likely to adopt radical or gradual reform than are
countries entering the transition with a (relatively) stable macroeconomy.
The size of the industrial sector, moreover, does not differ significantly
across the three broad strategy types. The distance to the nearest
market economy, by contrast, differs dramatically across the three
strategies, ranging from 251 kilometers for the radical reformers to
1,021 for the laggards. Countries located close to market economies
have adopted radical and gradual reforms far more frequently than
have countries located far from market economies. Time spent under
central planning also differs across strategies. Countries that did not
adopt central planning until after World War II have tended to opt for
gradual and radical reforms, whereas many that adopted central plan-
ning in the interwar period, including many of the non-Baltic successor
states of the FSU, have lagged in the transition.

A detailed exploration of these links is beyond the scope of this
study; its main concern is simply to note the existence of initial condi-
tions that differ significantly across strategies and that might reasonably
be expected also to influence outcomes. Distance to market economies
and memory of markets, proxied by time under central planning, fulfill
these conditions. These two variables are therefore used as controls in
the discussion that follows.

* Although the list is not exclusive, a classification tree analysis reveals distance and
time under central planning to be the dominant determinants of strategy choice, with the
other variables playing secondary roles (Wolf, 1999).

14



5 CHOICES AND OUTCOMES OF TRANSITION STRATEGIES

Although the primary liberalization measure is continuous, it is instruc-
tive to begin exploring the link between reform choices and outcomes
by returning to the discrete grouping of transition economies into
radical, gradual, and lagging reformers described above. Table 6
reports the median value for all observations within a group for a range
of performance indicators, using the unscaled growth rates.

TABLE 6
MEDIAN PERFORMANCE ACROSS REFORM STRATEGIES

Radical Gradual Lagging
Real GDP growth -0.9 -3.6 -8.9
Industrial-production growth -3.7 -6.6 -7.8
Investment/GDP 20.0 26.6 25.7
Export growth 19.0 -45 0.1
GDP deflator 30.5 57.9 173.9
CPI inflation 32.1 84.8 219.4
Broad money growth 28.3 28.3 115.5
Velocity growth 1.3 5.8 495

In line with previous findings in the literature, the table suggests that
radical reformers have outgrown the gradual reformers, which in turn
have outgrown the lagging reformers. The higher growth rate is not
associated with higher investment ratios, however, a finding that is in
sharp contrast to one of the strongest stylized facts in the empirical
growth literature. This fact suggests that better initial growth perfor-
mance in transition economies depends not so much on the quantity of
new investment as on changes in the efficiency of capital and labor
use." Export growth is much stronger for the radical reformers than for
either the gradual or the lagging reformers, reflecting the strong surge
in exports from Eastern Europe to the EU, albeit from very low levels.

' This “soft” growth coming from the reallocation of resources is, of course, temporary.
In the long term, the traditional positive correlation between investment volume and
growth is likely to emerge.
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On the nominal side, radical reformers experienced substantially
lower inflation than gradual reformers, both in terms of GDP defla-
tors and CPI inflation rates. Gradual reformers, in turn, experienced
lower inflation than lagging reformers. The ranking of inflation rates is
matched by the ranking of monetary growth rates. Interestingly, howev-
er, differences in the growth rate of money and income do not fully
account for the inflation differential: gradual and, in particular, lagging
reformers also experienced a much faster velocity growth.

The evolution of output in the transition economies reflects the
complex interaction of exogenous factors, such as the collapse of the
Council for Mutual Economic Assistance, initial conditions, such as years
under central planning, and transition strategy, which in turn depended
partly on initial conditions. Table 7 presents a set of regressions to
examine these links. The regressions are based on 125 observations and
include a dummy for countries suffering internal or external military
conflict (War) as well as a dummy for successor states of the FSU.

TABLE 7
REGRESSION RESULTS FOR GDP GROWTH

(1) OLS (2) OLS (3) TSLS

Constant -0.065 (1.97%) 44.331 (2.12%) 31.802 (1.20)
War -0.063 (3.35") -0.044 (2.05%) -0.101 (3.14")
FSU -0.042 (2.04%) -0.061 (2.13%) -0.051 (1.42)
Liberalization at t -0.213 (2.67") -0.086 (0.94) -0.033 (0.25)
Liberalization at t — 1 0.152 (1.49) 0.093 (0.93) 0.044 (0.31)
Liberalization at t — 2 0.202 (2.94") 0.121 (1.75) 0.196 (2.03*
Years under central planning -13.484 (2.12%) -9.704 (1.21)
Distance to market economy 0.007 (0.26) 0.007 (0.21)
Fiscal deficit/GDP¢ 0.161 (1.96) -0.343 (1.49)
Investment/GDP -0.050 (0.60) -0.232 (1.01)
Export growth 0.014 (1.15) 0.029 (0.64)
Exchange-rate regime? -0.004 (0.19) 0.050 (1.11)
Inflation -0.150 (3.15") -0.096 (0.88)
Radical reformers -0.011 (0.43) -0.064 (1.70)
R? 0.42 0.52 0.33

Adjusted R? 0.40 0.47 0.25

NOTES: T-statistics are in parentheses.
* Denotes significance at the 5 percent level.
" Denotes significance at the 1 percent level.
¢ A fiscal deficit is coded as a negative number.
d Peg = 1; float = 2.
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The first column relates the GDP growth rate to the current value
and to two lags of the liberalization index. The lag structure attempts
to capture the J-curve effect of creative destruction, at the cost of
losing the 1989 and 1990 sample years (see Aslund, Boone, and John-
son, 1996; de Melo, Denizer, and Gelb, 1996; Fischer, Sahay, and
Vegh, 1996a; and Berg et al., 1997). The coefficients on the liberaliza-
tion measures capture three separate effects: first, the direct effect of
liberalization on growth through, for example, improved factor alloca-
tion; second, the indirect effect of liberalization on growth through
other growth determinants, for example, through a positive effect of
liberalization on export growth; third, any effect of other excluded
determinants of economic growth, including initial conditions, to the
extent that the excluded variables are correlated with the indices. The
coefficient pattern yields a J-curve effect. An increase in liberalization
is associated with a negative impact on current growth, but with a
positive lagged effect that cumulatively dominates the impact effect.

Differences in the liberalization indices account for 35 percent of
the growth variance. Including the two dummies increases the multiple
correlation coefficient (R?) to 0.42. Although the exclusion of initial
conditions and other growth determinants prohibits a causal interpreta-
tion of the coefficients, the relatively high joint explanatory power of
the liberalization indices through the three channels identified is
striking in itself. A simple regression of growth on the two initial
conditions (years under central planning and distance from the nearest
market economy) yields a substantially smaller R* of 0.128, suggesting
that a dual dependence of growth outcomes and transition-strategy
choice on initial conditions does not provide a full explanation of the
observed correlation between liberalization and growth.

Column 2 of Table 7 reports a regression of growth on liberalization,
the two initial conditions, a set of additional growth determinants (fiscal
stance, investment share, export growth, exchange-rate regime, and
inflation), and the dummy for radical reformers. The additional growth
determinants potentially introduce a simultaneity bias in the regression.
Column 3 reports the results of reestimating the equation with two-
stage-least-squares (TSLS), using lagged values, the secondary enroll-
ment rate, urbanization, and the initial share of industry as instruments.

Countries suffering armed conflict not surprisingly experience
significantly lower growth, as do successor states of the FSU. Both
variables are economically and, with one exception, statistically significant.
Turning to the additional growth determinants, the fiscal stance does not
exert a sturdy influence, perhaps partly because the measurement
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problems for this variable are particularly pronounced. Cross-country
growth regressions typically find investment or savings ratios to be
among the most important determinants of growth. As suggested by the
medians reported above, this is not the case for the transition econo-
mies. The investment ratio comes in with a negative sign and is statisti-
cally insignificant. The failure to find an investment effect may reflect
a distinction between quality and quantity. Because transition economies
commenced from very high investment shares, investment quantities
declined toward normal levels in the fastest liberalizing countries, which
arguably also had the largest gains in investment efficiency.> Export
growth enters the regressions positively but not significantly. Again, a
distinction between quality and quantity may have been at work as
reformers replaced trade within the bloc with more efficient trade with
market economies, a feature not captured by aggregate trade growth.

Finally, inflation is associated with sharply lower growth, significantly
so in the OLS but not the TSLS equation, a finding consistent with the
view that stabilization is a necessary condition for a resumption of
growth (Bruno, 1992, 1993; Bruno and Easterly, 1995; Fischer, Sahay,
and Vegh, 1996a, 1996b).

Controlling for the additional growth determinants, the distance to the
nearest market economy—associated with quite significant differences
in strategy choice—plays no role and, indeed, is positive, although small
and insignificant. The time spent under central planning enters nega-
tively but, for the TSLS regression, insignificantly, suggesting that initial
conditions do not exert an effect beyond an influence on the included
growth determinants.

Turning to the liberalization indices, if liberalization in the first
regression affected growth only through the added contemporaneous
variables or was an indirect proxy for the initial conditions, the liberal-
ization indices would become insignificant upon adding both sets of
determinants. This is not the case. The J-curve found for the first
regression is again present, and the group of indices remains signifi-
cant, as does the two-year lagged index. This finding suggests the
presence of additional, as yet unidentified, channels linking liberaliza-
tion and growth. One obvious candidate for such a channel is the
quality effect mentioned above. The residual effect of the liberalization
index may pick up the positive growth effects of higher total factor
productivity caused, in turn, by a more efficient allocation of resources
not captured by the quantity measures.

> A direct regression of the investment ratio on the current and lagged liberalization
indices yields a negative cumulative effect.
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Although the results establish a positive link between the level of the
liberalization index and growth, they do not by themselves establish a
link between the speed of liberalization and growth, which is the crucial
issue with regard to the relative merits of gradual versus radical transi-
tion strategies. The coefficient on the dummy for radical reformers
picks up any effect of rapid reform conditional on controlling for the
degree of liberalization attained. If speed matters, a significant positive
coefficient would be expected. The dummy shows, however, a negative
and insignificant effect, suggesting that what matters for a good growth
performance is more the degree of liberalization than the speed with
which it is attained, at least for the particular subjective definition of a
radical strategy used here.

Like growth, inflation exhibits both shared and idiosyncratic elements
across the transition economies. The majority of the transition countries
started their journey from planned to market economies from a situa-
tion of latent excess demand, reflected in excess monetary balances. The
overhang, combined with a highly distorted relative-price structure,
triggered a period of inflation following the abandonment of quantity
rationing as both absolute and relative prices adjusted. For the FSU
republics, an additional inflationary impulse arose from the decision to
maintain for a time a common ruble zone in the absence of effective
mechanisms to constrain beggar-thy-neighbor monetary policies.

Despite the common shocks, cumulative inflation differs very signifi-
cantly across the transition economies. These disparities again raise the
question of whether the choice of transition strategy has played an
important role in determining inflation outcomes.

Table 8, structured analogously to Table 7, provides some answers.
The first column reports a regression of the inflation rate on the current
liberalization index and two lags, as well as on the War and FSU
dummies, yielding an inverted J-curve. More comprehensive liberaliza-
tion is associated with a contemporaneous increase in inflation but with
a decrease of inflation at both lags. A possible explanation for the
positive contemporaneous effect is the downward adjustment of the
excessive inherited real monetary balances, requiring a temporary excess
of the inflation rate over the monetary growth rate. Including only the
indices yields an R* of 0.396. Including the War and FSU dummies
increases the explanatory power to 0.518. Differences in liberalization
are thus able to account for a significant fraction of the differences in
both growth and inflation performance in transition economies. Again,
no causal interpretation is warranted, because the coefficient on the
liberalization index captures a direct effect of liberalization on prices, an
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TABLE 8

REGRESSION RESULTS FOR INFLATION

(1) OLS (2) OLS (3) TSLS

Constant 0.551 (6.95") -2.460 (0.07) -40.860 (0.92)
War 0.161 (3.54") 0.144 (4.51) 0.183 (3.42")
FSU 0.210 (4.18") 0.093 (1.92) 0.139 (2.18")
Liberalization at t 0.139 (0.72) 0.218 (1.53) 0.366 (1.96)
Liberalization (t - 1) -0.205 (0.83) -0.237 (1.58) -0.307 (1.60)
Liberalization (t — 2) -0.328 (1.97%) -0.141 (1.36) -0.129 (0.88)
Years under central planning 0.869 (0.08) 12.430 (0.92)
Distance to market economy 0.031 (0.70) 0.049 (0.94)
Fiscal deficit/GDP ¢ 0.241 (1.97) 0.220 (0.835)
GDP growth -0.364 (2.57%) -0.040 (0.07)
Broad money growth 0.478 (8.22") 0.805 (6.19)
Exchange-rate regime? -0.175 (4.72%) -0.106 (1.70)
Exchange-rate-based stabiliza 0.105 (2.09%) 0.123 (1.99%)
Money-based stabilization 0.049 (1.50) 0.083 (1.77)
New currency 0.021 (0.65) 0.023 (0.61)
Radical reformers -0.024 (0.54) -0.022 (0.39)
R? 0.518 0.847 0.800
Adjusted R? 0.495 0.826 0.772

NOTES: T-statistics are in parentheses.

* Denotes significance at the 5 percent level.

> Denotes significance at the 1 percent level.

¢ A fiscal deficit is coded as a negative number.
4 Peg = 1; float = 2.

indirect effect through other factors, and any chance correlation with
other excluded variables.

Column 2 relates inflation to initial conditions, other potential
determinants of inflation,’ the liberalization index, and the dummy for
radical reformers. To allow for simultaneity, column 3 reports the TSLS
estimates, again using lags, the urbanization ratio, the initial share of
industry, and the secondary enrollment ratio as instruments.

The results on the additional determinants are largely unsurprising.
Higher GDP growth, a pegged exchange rate, and lower monetary

% These determinants include the fiscal deficit; GDP and broad money growth;
dummies set equal to 1 if the country pursued an exchange-rate and money-based
stabilization; the exchange-rate regime; and a dummy equal to 1 if the country adopted
a new currency.
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growth are associated with lower inflation.* Perhaps more unexpected,
hybrid stabilizations are associated with inflation rates that are lower
than those yielded by either pure exchange-rate or pure money-based
stabilizations (Rebelo and Vegh, 1995; Sahay and Vegh, 1996; Fischer,
Sahay, and Vegh, 1996a, 1996b). Controlling for these variables, a longer
time spent under central planning and greater distance from a market
economy are associated with higher inflation. The effects are insignifi-
cant, however, suggesting that any effects of initial conditions are
captured by the liberalization index and the additional determinants.

If liberalization operates primarily through the additional determi-
nants—notably by boosting GDP growth and reducing monetary
growth—the coefficients on the liberalization indices should become
insignificant once these determinants are added. As with the growth
regression, this is not the case. The coefficients on the liberalization
index exhibit the same inverted J-curve observed in the first regression
and remain jointly significant, although the cumulative effect is sharply
reduced. One plausible explanation for the residual negative effect of
liberalization on inflation controlling for monetary and output growth is
a positive credibility effect that restrains velocity growth in comprehen-
sively liberalized economies (Anderson and Citrin, 1995). Finally, it is
again interesting to ask whether the speed of liberalization exerts an
independent influence beyond the negative link between the degree of
liberalization and inflation. Although the coefficient on radical reformers
is negative, it is quite small and economically insignificant.

* On the choice of exchange-rate regime and stabilization strategy, see Bruno (1993)
and Calvo and Vegh (1994); for particular reference to transition economies, see
Borensztein and Masson (1993).
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6 CONCLUSION

The collapse of socialism in Eastern Europe raised the new policy
challenge of managing the transition from planned to market economies.
A wide variety of transition strategies have been put forward, centering
on two views. The first view advocates a radical dismantling of controls
in order to “jump the chasm in one leap,” the second, stressing the
advisability of “feeling the stones before crossing the river,” proposes a
gradual strategy of piecemeal removal of restrictions while paying close
attention to institution building and the buffering of the social conse-
quences of transition. Actual policy choices have matched the diversity
of views, creating a unique natural experiment.

The evidence presented in this study suggests a sturdy J-curve
linking the degree of liberalization to economic growth, and an equally
sturdy inverted J-curve relating liberalization to inflation. Both results
are robust to controlling for initial conditions that might influence both
the strategy choice and outcomes, as well as to the inclusion of a
standard set of determinants of growth and inflation. The latter finding
is consistent with important quality effects of liberalization on growth
as well as important credibility effects of liberalization on inflation,
neither of which are well captured by the standard set of determinants.

Liberalization is thus robustly associated with a contemporaneous
worsening of economic performance, but with significant gains in
performance at the one- and two-year lags. These gains, furthermore,
dominate the initial loss. Over a three-year period, an increase in
liberalization has a positive cumulative effect on output and a negative
cumulative effect on inflation. Controlling for the extent of liberaliza-
tion attained, the speed with which the country has liberalized does not
exert a significant independent effect on either growth or inflation.
This leaves only a difficult-to-test dependency of the probability of
attaining a specified level of liberalization on the speed of liberalization
as a potential discriminant between the effects of gradual as opposed to
radical strategies.
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