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Abstract

This dissertation seeks to contribute to the orgaebate on the variety of post-
socialist developmental trajectories by analyzipgcs#ic country cases and factors. The
origins of distinct development paths are trace@ddy policy decisions, formation of tax
regimes, and the shifting balance between demandafal supply of, redistribution. An
important feature of the transition economies & warying propensity of policy-makers to
control the speed of market reforms. Policy disorehas been restricted by self-imposed
economic transnationalization, i.e., the openingheffinancial and production sectors to the
penetration of foreign capital. Post-socialist enures have varied with respect to the timing
of their transnationalization and to the strengthtre associated monetary and financial
discipline, which have far-reaching implications foeir competitiveness.

The examination of existing cases of delayed re$orauch as in Belarus, further
uncovers the nuances of formation of divergent -gostalist trajectories. This process is
riddled with an inescapable conflict between bagkhand advanced sectors. Domestic social
forces are often unable to reach a negotiated,ecmusl solution to this conflict, thus opening
an avenue for transnationalization. If this confle left unresolved, dual economies tend to
emerge, and are characterized by the coexistenaesettor of subsidized enterprises with a
sector of profit-making and more efficient companie

In order to trace the dynamics of dual economibs, dissertation develops two
analytical models encapsulating the factors belinedinter-sectoral conflict and the policy
instruments, including taxation and financial regsien in the form of directed lending. A
continuous use of these policy instruments hasr-cletaimplications for investment and
economic growth over the long run. A case is madehbw the conditions under which dual
economies are sustained over prolonged periodsidobdt necessarily become more efficient
and stable. The first model predicts thateteris paribus- the speed at which dual economies
converge to the income level of the most advanaaairies is reduced by the legacies of
industrial employment and ideological hostilitiesvards reforms. The second model, which
captures some important properties of the Chinesmany, demonstrates that in dual
economies financial repression can lead to econgnaiwth, but it occurs at the expense of

savers’ well-being.



Introduction

This dissertation is devoted to the study of ecandransformation in post-socialist countries.
After more than two decades of systemic transfaionathe process of transition from plan to
market seems to be well-studied. The current reBeseeks to contribute to the ongoing
debates on transition by analyzing the experierfceform laggards. The analysis of their
performance provides additional insights into thecpss of economic transition in general. If
more advanced countries show less advanced referthherimages of their own future, then
laggards are merely locked in the stages passéuelythers.

Thus, early reform experience is worth to re-exaras the present situation can be
understood through a careful analysis of the patlogices made at the beginning of transition.
This is the subject of the first chapter of thesteelmportant policy decisions were made by
technocratic elites, which were exposed to pawicskts of beliefs and ideas. Although the
impact of ideas is difficult to quantify, they sedmbe an important contributor to policy
decisions. Ideas provide the necessary optics giwathich responses to economic challenges
are formulated by economic advisors and politieaders. Moreover, policy decisions bear a
stamp of subjectivism: after the collapse of stadeialism there were no coherent plans on
how to restructure large industrial complexes. Thille major uncertainty was which
industries should be destroyed immediately, whighla be left to operate, and which would
simply fall in competitive battles. An importantpgst of early phase of transition was the
emergence of ‘unintended’, passive industrial polistemming from the complexities of
dealing with the inherited industrial legacies.

The ways these legacies were dealt with by poliekens have contributed to the
diverging outcomes, including the orientation atrdigure of exports, institutional designs,

and foreign penetration in banking and industrye@f the key aspects of post-socialist



capitalisms is their considerable economic ‘tratisnalization’, or exposure to the inflows of
foreign capital into finance and production for {hapose of upgrading domestic economy
and, subsequently, gaining international competitess. The second chapter discusses the
causes of economic transnationalization, which laninterpreted as a tool to discipline
domestic economic agents and to enhance policyibtigd Transnationalization has far-
reaching implications for economic developmenthef tountries in question.

Naturally, the transformation agenda contains mldtielements. This dissertation
focuses only on one of them, namely an issue afstichl development. The vast majority of
the former socialist economies were heavily indakted. Thus, transformation — among
other aspects — has been about reforming the eistergector. This reform is important to
address the work and welfare problems. The roleaaking is invoked peripherally. Also, the
role of the crisis of 2008—2009 is considered anbrginally because its consequences are yet
to be comprehended, while governments are actsadyching for efficient solutions.

While the first two chapters set the context andvigle the necessary details of
systemic transformation, chapters three and focudmn the experience of reform laggards.
In order to understand their performance, it seegte/ant to apply Lewis’ concept of dual
economy. It is hypothesized that virtually all ts&ion economies have experienced a dual-
economy stage of development, characterized bydlegistence of profit-making and loss-
making enterprises. While in some of post-social@intries this period was rather brief, in
others — including Belarus — dualism has lastedmhoicger.

Dualism is observed in other post-socialist costrincluding China. There are at
least two dualisms. The dividing lines can be drdinst between China’s FDI and non-FDI
economies, and, second, between urban and ruransgf the country. From the 1990s,
Chinese authorities have favored the urban regiwhde the rural sector has been heavily

taxed and financially repressed. Cities have beewigied with directed, preferential loans to



implement large-scale infrastructural and manuf@oguprojects. In fact, financial repression
is a common feature of dual economies of ChinaBeidrus.

In European post-socialist countries, dualism arisat of the inherited industrial
structures and the fears of social costs of refoimsrder to trace the dynamics of dual
economies, the dissertation develops two analytreadlels encapsulating the factors behind
the inter-sectoral conflict and the policy instrunt® including taxation (Chapter 3) and
financial repression in the form of directed lergdifChapter 4). A continuous use of these
policy instruments has clear-cut implications fovestment and economic growth over the
long run. A case is made to show the conditionseunchich dual economies are sustained

over prolonged periods, but do not necessarily lnecmore efficient and stable.



Chapter 1
Theories and Realities of Early Post-Socialist

Reforms

1.1 Introduction

This chapter analyzes early reform experiences asdt-pocialist countries. This is to
demonstrate how the present situation can be uodershrough a careful analysis of the
policy choices made at the beginning of transitibmtially, reform paths were broadly
classified as either shock therapy or gradualisobs8quently, this dichotomy has been
crowded out by focusing on institutions. Discussion institutional relevance range from the
efficient designs of pension and healthcare systémgshe roles of history and path-
dependencies in the transformation process.

The speed of transition is linked to the lengtheaperiences with capitalism or
socialism, long before the transformation proceaded. For instance, Estonia and Slovakia
had functioning markets before they had becomealsti It is argued that their market
experience has played a role in their relativelickgr (re)construction of markets, compared
to the majority of the former Soviet Union republi€arlin, 2010).

But the Soviet Union had its owNew Economic PolicyNEP) in the 1920s. This
policy, apart from giving birth to a whole entrepearial class, allowed for an inflow of
foreign machinery and technology (Jacobson, 19B4kas a process of building markets
after the war and the revolution. Moreover, at ¢inel of the 1920s, the Soviet government
started to encourage the transfer of Western téobies to develop capital-intensive
industries, including automobile, aircraft, chenhicglectro-technical and machine-building

(Sutton, 1971). These developments had a lastihgeimce.

10



There is another case of path-dependence. In teel880s, unofficial markets were
widespread in the Soviet economy. Some of the mtimtu facilities, which were formally
owned by the state, had been virtually privatizgdthe crypto-private producers, the guild-
workers, [and] shoppers’ (Grossman, 1998, p. 112).

These facts illustrate the problem of factor sébectwhich institutional histories or
inherited legacies matter for transition outcom@s/en this problem, there is a reason to
explore the details of early policy decisions awdetvaluate their roles in shaping the
subsequent processes of transition. In many respaeinsformation has been driven by
‘conscious policy choice of reformers and a statpable of implementing them’ (Bohle &
Greskovits, 2007a, p. 109). Crucial economic poliecisions were made by technocratic
elites, who controlled the strategic levers of édegenomy and the state at important moments
in history. Reformers were exposed to particulds ¢ ideas and beliefs, available at the
beginning of transition. The impact of ideas isfidifit to quantify and to substantiate
formally*. Nevertheless, they seem to be an important famtbind policy decisions. These
decisions were taken by policy-makers in the emvitent of uncertainty and disillusionment
with the socialist economic order.

It has to be stressed that the fundamental changes former socialist countries are
not unique. Some Latin American (e.g. Chile anduPand East Asian countries (e.g. Japan,
South Korea, and Taiwan) faced similar challengdws, it is useful to make selective
comparisons between these countries and postisbaites.

As for the countries’ coverage, the chapter refersCentral and East European
countries (CEE), mainly the Visegrad States, amohéw Soviet Union economies (FSU), with
the exception of the Central Asian republics. Theice of countries is motivated by the

following reasons. First, they represent a groupcadintries that went through systemic

! At the same time, it is difficult to analyze therly phases of economic transition in quantitatarens. For
instance, real GDP statistics was of poor quatispecially under high and variable levels of indlat(Berglof
& Bolton, 2002).
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changes roughly around the same time. Secondhtikenges and suggested ways of reforms
were similar, but policy reactions and the finaltammes are different. Thus, despite
important differences in economic structures, sigfit socio-economic parallels can be
drawn. These analytical similarities form a backm to a brief comparative discussion of

policy choices.

1.2 Conceptual underpinnings of transition

Typically, studies of systemic change recognize gtreng influence of external advisors,
including the IMF, the World Bank, and the Harvamngtitute of International Development,
on the reform process (Wedel, 2001). These ingiitat advocated what are called ‘neo-
liberal reforms’. ‘Most transition strategies’ habeen influenced by ‘the broader global
context of neo-liberal ideology’ and policy (Bohét al., 2007, p. 82), which were not of
choice of or making of post-socialist countries.

There is no need to restate the arguments on hatvspaialist policy-makers were
lured by ‘the shining commandments’ of the Waslong€onsensus. At the very endTdfe
General Theory Keynes (1964[1936], p. 385) underscored that mafcpolicy making is
influenced by ideas of defunct economists. Thetipalreconomic landscapes are often
shaped by the beliefs, ideas and general econameiatations of policy-makers (McNamara,
1999). Responses to economic crises are refrabtedgh ‘the intellectual lenses through
which economic advisors and political leaders peec¢he crisis and the available [policy]
options’ (Nelson, 1990, p. 20). Thus, a relevargsfion in the post-socialist context is why a
policy package of the Washington consensus wasped as suitable more than the other
policy alternatives.

A somewhat simple answer is to point to the domeeanf neoclassical economics at
that time. The collapse of the socialist bloc undeed the attractiveness of left-wing and

statist ideas (Appel, 2004). For the post-sociatistieties, neo-liberalism provided a
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simplified technocratic advice in hard times (Pick&997). The bodies of academic

knowledge and policy advice were strongly influehty the mainstream economics and its
version of political economy (Schmidt, 2000). Theshington consensus had ‘the common
core of wisdom embraced by all serious economibts:core has made the orthodox reform
package a ‘universal convergence programme’ (Wléan, 1993, p. 1334).

Neoclassical ideas took a command on the prepdegpk and a fertile ground for
policy experimentation. There were secret admiagis sympathizers of market economy in
the state socialist countries, especially in Cératinal Eastern Europe. Dissident intellectuals
and mid-rank professionals in the public bodiesewsecretly translating and discussing [the
works of] Hayek and Milton’ (Eyal et al., 1998, p0). They hoped that one day their
‘sectarian’ dreams would come true, as freedonupesor to serfdom. The same happened
with Milton Friedman and other fellows of the Mdpélerin society in the early 1970s. Once
they were a small group discussing free market sidea the world dominated by
Keynesianism. But the crisis affecting the Westeconomies in the 1970s, together with
Thatcher’s and then Reagan’s ascendancy to poaee, this group a chance to acquire voice,
strength, and influence. This rise is associateat thie partial inability of Keynesian policies
to address the problems of unemployment and ioflatHemerijck & Schludi, 2000).

Neo-liberalism is typically promoted as a solutierhich is necessary to destroy the
outdated state-crafted economic institutions andefdace inefficient policies. In the UK,
followers of neo-liberal ideas emphasized the nieedismantle the welfare state, while in
Latin American countries they underscored the regeso break with import-substituting
industrialization. In Britain, Thatcherism, ‘an mlegy armed with a set of (mainly economic)
theories’ (Desai, 1994, p. 34) produced largelgdidgically-driven’ welfare cuts (Huber and
Stephens, 2001, p. 219), particularly in the ligiit‘modest’ retrenchment in European

economies (Pontusson, 2005, p. 183), which wascedllby a rise of unemployment. The
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roots of Thatcherism can be traced to the acts/iba network of think-tanks, including the
Institute of Economic Affairs and the Centre forliBp Studies. These ‘second-hand dealers
in ideas’ served ‘to collect, distill and presepegtain strands of ideas and diffuse them more
widely’ (Desai, 1994, pp. 28, 31).

In Latin American countries, a similar process afeblogical escalation’ once
occurred (Hirschman, 1979, p. 85). Jilberto (1988¥rs to the Brazilian economist Jose
Serra, who argued that a number of Latin Americamtries, namely Colombia, Venezuela,
and Chile (during the Frei Presidency of the yd®84-1970), initially tried to resolve the
problem of industrial stagnation by less decisivet still market-oriented, means. Among
these countries, the case of Chile is paradigmatiterms of imposition of neo-liberal
discipline upon the society by the military goveemnhled by Pinochet. This imposition was
assisted by the ‘Chicago Boys inspired by Friedmadeas’ (Friethof, 1999, p. 1050).
Chilean technocrats can be seen as intellectudlpi@ctitioners giving the dominant military
group sufficient degrees of ‘homogeneity and awassnof its only function, not only in
economics, but in social and political fields’ (@rsci, 1971, p. 79).

For the former socialist economies, the applicabitif the Washington consensus
policies was contrasted to the shortcomings of @mnese third way’, which might look an
attractive alternative. Sachs and Woo (1994a, 1p@24bued that Chinese gradualism is
largely a product of the specific structure of theinese economy and Chinese politics. In
contrast, post-socialist gradualism is relatedht® problem of alleviating the social costs
incurred by temporary losers. In the past, China w@nfronted with a typical development
problem of moving from lower-productivity agricutito higher-productivity industry, with
benefits for the majority of the population.

In contrast, transition economies faced a problémstroctural adjustment: inefficient

and subsidized enterprises should be ousted hyiezffiand profit-making companies. Latin
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American countries had to solve the same problenthen 1970s and 1980s. Structural
adjustment is not ‘Pareto-improving’, because thecess of change becomes conflictual as
‘workers in the declining sector fight to maintaheir previous status and living standards’
(Sachs & Woo, 1994a, p. 110). However, in the odntd post-socialist economies, ‘a
movement towards productivity-enhancing’ institnsoseemed to be more important: the
application of the notion of Pareto improvement epp to be a ‘too stringent’ criterion
(Bardhan, 2005, p. 522).

This problem of structural change was not entiredy for the former socialist states.
Throughout the 1980s, the late socialist governmgudrticularly in the former Yugoslavia,
Poland, and Hungary, were trying to improve thecfiaming of their economies. They have
reacted to economic problems accumulated in thesy@@ceding transition. These attempts
resulted in the creation of ‘two-track systems’, which a small non-state sector was
permitted at the periphery some socialist econonties instance, by 1989, in Hungary and
Poland, the share of workers employed in the peis&ictor amounted to 20 percent and 37
percent, respectively (Borish & Noél, 1996, p. 87).

Nevertheless, these experiments had not improvegénformance of state socialist
economies. Resources continued to remain in the ségtor rather than to flow to potentially
more productive non-state activities. Moreoveromefs occurred ‘within the state sector
alone’, disallowing the arguably more efficient g@tence of ‘a private sector with
nationalized enterprises’ (Myant, 1993, p. 60).th¢ same time, external environment was
not very favorable due to the impact of two oil ck& and subsequent recession in the
developed economies.

Fundamentally, late-socialist economic experimdrdad been insufficient to tackle
inherent economic flows. Lavigne (1999, p. 92) poitw the problem of declining growth in

the late socialist period. This problem was causelbw productivity of labor and capital and
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slow pace of implementation of technical progreéss.a result, the standards of living and
consumption in the socialist bloc countries ‘weredmcre’. Easterly and Fischer (1994)
stress the ‘systemic inability’ to substitute capfor labor: while capital was growing, labor
force per unit of capital was not declining, thuangbening the rate of return to new
investment. Gross and Steinherr (1995, p. 73) apilymarize economic malaises of the
socialist system: ‘human skills, market knowledg#istributional systems, consumer
satisfaction, rapid change, development of servaresall features of a modern, advanced
economy’ for which the socialist countries weret‘geared up’.

The inability to intensify production, even withethincrease of foreign loans and
limited access to Western high technology refledtesl situation when ‘the institutions of
society’, and not only the economy, were ‘insuffidly flexible in adjusting to crisis
tendencies that had been concealed for too lonigvdfer, 1993, p. 23). Also, by the 1980s,
the second economy — an unauthorized diversion@ébst-owned materials, labor, machine
time, etc., — bloated to its ‘dysfunctional’ stagjays contributing to a loss of productivity of
the whole economy (Treml & Alekseev, 1994).

Distorted economic structure and failed gradualianthe late 1980s were used to
advocate one-size-fits-all policies. In additiohe tawareness that a political conflict could
intrude transition economies more deeply than Clungported the argument in favor of a
speedy change. There seemed to be no credibleatlter to a withdrawal of assistance to the
large state sector. The core task of the state -wadether realistic or not — to become
insulated, as much as it is possible, from the ecksinterests of protection-seeking
industrialists and redistributive demands of wosker

The argument about the inapplicability of politigatontrolled gradualism did not
only closely correspond to the logic of the Washingconsensus policies, but also informed

the beliefs and some policy actions at the begmnoi transition. The package of
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‘stabilization, liberalization, and privatizatio(WWorld Bank, 1996) was urged to get rid of the
system of subsidization and redistribution as gyicks possible. First and foremost,
macroeconomic stabilization was nearly equatedetiuecing money supply, so cheap loans
became scarce or unavailable. The small statedsthite purpose. Second, liberalization had
to ensure that competition occurs to crowd out pawd loss-making enterprises. Third,
privatization was necessary to create a classighterowners, whose presence minimizes the
statist backlash.

As for institutions, surprisingly little was advisewith the exception of the reliance on
the Coase’s theorem of distribution of propertyhtigirrespective of the mode of distribution
itself. Regarding redistributional arrangementswarning was issued: do not convert a
‘premature’ socialist welfare state into a maturestérn European welfare state (Kornai,
1997). Some (supposedly short-run) social paingeween as necessary to achieve welfare
gains in the future. These austerity proposalsgtyoresonate with the debates held in the
Western academia about the ‘overshooting’ of weltdate in the advanced economies.

This overshooting has been explained by institatiomgidity (lversen & Eichengreen,
1999). Once institutions conducive to a particijgoe of economic structure are installed, it
becomes very hard to dismantle them. In particie¥yestern Europe, centralization of wage
bargaining and the expansion of the welfare stalgeld to resolve distributional conflicts and
overcome short-termism in the years of post-waromstruction. Wage moderation —
delivered by centralized trade union organizatiensvas congruent with accommodating
monetary policy and generous welfare state (se@t€h& for details). But since the 1970s,
when Fordist methods of mass production gave wathéodifferentiated production and
service economy, labor market institutions and avelf state were seen as hampering

macroeconomic performarfce

2 In particular, centralization of wage bargainiegded to delivered wage compression, which waspéaioke in
an economy where workers possessed relatively umikills. Technological developments created dehfan
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As for the former socialist countries, their mode pvoduction only resembled
Fordism and did not develop into its ‘full-blowngenuine version (Altvater, 1993). An
efficient conjoining of mass production with a ®ystof rationalized mass consumption was
not achieved. In Western countries, the internafiativision of labor changed after the
introduction of a new generation of production teabgies. The former socialist countries
were unable to match these developments (Sapig)2@dme countries, including Poland,
Hungary, and Bulgaria, opted for importing techiggidrom the West by using foreign loans
to pay for these imports, in order to upgrade daimesdustry (Lavigne, 1999). However,
this strategy has not delivered expected outcomazpt the accumulation of foreign debts.

Enterprise sector required more profound reforms.

1.3 Competing visions of enterprise reform

What kind of production structure had the post&isti reform programs envisagedt?
appears that, if fully implemented, orthodox refermould be conducive to the creation of a
market of small-scale producers competing with eattter, at least in the initial phase of
economic transformation. This claim can be illugdaby referring to Shafer’s (1994) concept
of sectoral-industrial development.

This concept views economic development as crijicalepending on the
competitiveness of ‘the leading sector through White state ‘is tied to the international
economy’ (Shafer, 1994, p. 2). Each sector is dtaraed by a distinctive combination of
four variables — ‘capital intensity, economies céle, production flexibility, and asset/factor
flexibility’. These variables, taken together, puod ‘distinctive state structures and
capabilities, external and internal distributioigpower, and sets of societal actors’ (Shafer,

1994, pp. 10, 23).

highly-skilled workers, who were unwilling to hatkeir wages negotiated at central level by uniorsniy
representing unskilled workers.
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Two sectoral strategies appear to be relevantdet-pocialist countries. One strategy
is the reliance on what is labeled as ‘low/low e€stfirm production’ (Shafer, 1994, p. 13).
This strategy focuses on the development of sna&timistic production units vigorously
competing with each other domestically and, pogsibiiternationally. Light industry is a
good example. In this case, the burden on the ®atenimal, and the economy is in much
better position to adjust to market downturnsslthis profile that was consonant with the
Washington consensus policies.

In contrast, economies with concentration of ‘higgl’ sector(s) are in more
vulnerable position due to their dependence on tatical firms’ (Shafer, 1994, p. 13). This
is the profile that the former socialist economigere developing for decades. Sector
specificity is characterized by ‘the long-term wohéfity of reallocating resources’ (Shafer,
1994, p. 24), implying the ‘intractability’ of resicturing. This is the case of heavy industry.
The maintenance of ‘high/high’ sectoral compositiam be very costly, because the survival
of the economy and the fiscal position of the state conditioned upon the performance of
several large companies. If these companies losgettiveness, the state has to deploy
substantial resources to keep them afloat. Alss,dfinategy contains the multiple risks, given
the strong competitive positions of multinationarmorations (MNCs). MNCs continuously
‘scan’ the globe, searching for beneficial tax eys$ and low wages.

For Shafer, the risks of integration into the intgional economy through a high/high
sector profile in most cases outweigh the advastagepolicies aimed at enhancing ‘local
firms’ competitiveness’ (Shafer, 1994, p. 30). fipaars that the chief recommendation for
firms in developing and transition economies wob&lto compete — at least initially — in
‘low/low sectors’, (e.g. light industry and similéabor-intensive branches). This is because

developmental risks are small and manageable, whge state is able to assist to the
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deepening of this kind of specialization. In adxufiti very few opportunities for lobbying and
rent-seeking are created, so the insulation frav#sted interests is achieved.

Both Schafer (1994) and Sachs/Woo (1994a; 1994h) afaout the risks of excessive
state interference in the process of restructuang development. Initially, it is more
appropriate to concentrate, for instance, on tlelywstion of apparel or footwear. This was
done by Japan after the Second World War and EsisnAeconomies in the 1960s. In 1993,
the World Bank’s study of East Asia claimed thact®ral industrial policies were largely
ineffective’ and warned that ‘promotion of specifitdustries generally did not work and
therefore holds little promise for other developiagd transition] countries’ (World Bank,
1993, pp. 312, 354).

Strikingly enough, a year after this study was miad, the Taiwan semiconductor
firm, United Microelectronicssigned a pact to transfer its 0.8-micron processechnology
to a German firnThesys Microelectronikn addition to transferring its processing tedbgy,
equipment specification and management expertigecompany offered to the German firm
manpower training in the area of wafer testing (Fhee China Journal, 1994, p. 8).

The case of Taiwan is illustrative to what happemeda number of East Asian
countries, where the states managed the processaofomic development, including the
insertion of their economies into the internatiodadision of labor (Wade, 1990). The early
paradigmatic case of such policy is Japan (Woo-@g:i1999), where government’s support
for emerging industries was responsible for mucke@dnomic growth, and especially for
transformation from a low-tech to a heavy indusamnd, later, to a high-tech economy
(Pekkanen, 2003). In the late 1960s, the MinistryTade and Industry of Japan (MITI)
picked up winners with the help of a council of erp from leading corporations, banks,
universities, and trade unions. The MITI controlkb@ allocation of foreign exchange and

used it to favor targeted industries, which wereltsined from imports by non-tariff barriers
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(Johnson, 1982). Without government guidance asstasce, it is very unlikely that Japan
would be as strong internationally as it is now semiconductors, machine tools,
telecommunication equipment, and fiber optics.

The cases of South Korea and Taiwan complementake of Japan. But economic
policies of developmental states should not be teguaith (semi-)autarchy, although strong
nationalism provided a powerful forge on which tegate political power could rise and
guide economic development (Wade, 1990; Woo-Cumih§99). The variable exposure of
different sectors to world market competition was clharacteristic feature of many
developmental statés

Importantly, the governments of Taiwan and Southeldcsupported the development
of ‘infrastructural sectors’, including steel andhsit chemicals ‘not only to promote
productivity growth in those sectors, but also¢quare spillover benefits on the users of steel
and basic chemicals’ (Wade, 2005, p. 105). Theeefpossible losses generated by these
sectors were not a probleper se until their functioning helped the expansion obre
efficient industries. Alternatively, the ‘rents’ @rsubsidies offered to less efficient sectors
paid off, since steel, energy and other inputs weaele available at low prices to the benefit
of more competitive sectors. This combination représ a benign dual-economy structure,
where sectors with different productive capaciwegxist in a productive, not a parasitic
symbiosis. The latter is observed of Belarus, wieeenomic dualism overshoots its ‘optimal
term’, if any’.

Bell and Pavitt (1993) consider industrial policiesdevelopmental states to be an
integral part of the ‘national systems of innovasiocreated in Taiwan and South Korea. The
‘sectoral policy’ component of these systems offareentives for R&D and functioning of

small and medium-sized enterprises. For instanctelaiwan, the government sponsored

® However, as Wade (2005, p. 103) notes, ‘KoreaTaidan did not have a uniform level of protectivvithin
manufacturing, different sectors had different lexa protection’.
* The concept of dual economy is explained and agpb study of post-socialist economies in Chapter
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public R&D laboratories and stimulated the impletagon of research results by private
sector companies. This could serve as an illustrath what Woo-Cumings (1999, p. 21) calls
‘synergies’ between business and the state. Thigraction is such that ‘each side has used
the other in a mutually beneficial relationshipdchieve development goals and enterprise
stability’.

The experience of East Asian developmental statesasts to what happened in both
CEE and FSU. Instead of fully-fledged R&D and inmia$ policies, post-socialist
governments resorted to some temporary, often emi®d, ‘fixes’. Policy reactions were not

planned despite the complexities and uncertaiasssciated with drastic economic change.

1.4 Building market economies in the real world

Whatever the degree of romanticism of early refognéheir ability to benefit from the
‘patience’ of populations (Greskovits, 1998), arglidfs in seemingly immaculate economic
doctrines, where ‘helicopter flies and throws dwe tmoney’ (Friedman, 1969, p. 4), policies
had to be taken in concrete environments. The magoertainty was which industries should
be destroyed immediately, which could be left terape, and which would simply fall in
competitive battles.

The key policy problem was to decide about the tdteshole branches of economy
and of particular enterprise8. problem of ‘too big to fail’ appeared almost imdiately due
to the average size of industrial plant in the altsti economies and the overindustrialization
of the socialist economies. For instance, in Pqlamd 990, manufacturing sector employed
19 percent of workforce and provided 60 percenfisafal revenues, while its share in GDP
amounted to 30 percent and in exports — 85 pef(&mnmander & Coricelli, 1992, pp. 26—
31; Winiecki, 1993).

There was a more fundamental problem of ‘too manfail’, a possible simultaneous

fall of too many companies, which were linked taleather through production chains
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(Mitchell, 2001). From the outset, output collapges not predicted. Most likely, it is because
of the belief that the unfettered operation of nearkorces would automatically restore
equilibrium by means of macroeconomic stabilizatigiman, 2005). It was assumed rather
than proved that the private sector was more ptoduby default, while the industrial sector,
if subsidized, would simply waste resources ancimca parasite on the body of its more
efficient, private counterpart (Sachs & Woo, 1994H)is argument was mainly informed by
the unsuccessful gradualist experiments under staialism.

An alternative view suggests that ‘in the earlygsta of transition...a significant
number of inherently viable state-owned enterprisgsted’. Inherited skill profile was
considered an asset along with ‘existing base ditistries, especially mid-tech facilities’
(Amsden et al.,, 1994, pp. 7-9). At the same tintetha beginning of transition, no
comprehensive assessments existed about whabfradtifixed capital had to be destroyed,
transformed, or preserved. One of the later studisamov & Vahaly, 2008) claim that at
least about one-third of the fixed capital in tleenfer Soviet Union had to be destroyed as
being completely uncompetitive. The same studyregis that about 40 percent of capital in
the former USSR could be left undestroyed to operathe new market environment. Thus,
in the absence of a comprehensive assessment quitiéy of inherited capital, a space was
open for subjective treatment, or a more or lessntary choice by policy-makets

There was another important aspect. Initially, mefqpackages did not contain any
explicit proposal concerning the design of a sosadety net, except stating that it should be
‘adequate’ (Bird & Wallich, 1993). If constructioof the market economy is seen as a
Polanyi’'s (1957[1944])‘double movement’, then liberalization is to be Idated by
compensatory measures to losers. In fact, the wantistn of market economy in the former

socialist states could be compared with th& X@ntury process of economic liberalization in

® Such subjectivity played was notable, for instameéd.atvia. See Chapter 2 for details.
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England. The phrase ‘nothing similar had ever be@nessed before’ applied by Polanyi
(1957[1944], p. 12) to the T&entury England, was repeated many times in celai the
processes of systemic change in the former socséites.

Three tenets of ‘laissez-faire’ capitalism seenbéounchanged in principle, despite
fundamental historical and contextual differencésst, ‘Poor Law Reform’ of 1834
abolished the provisions for the paupers. The pmmés were transformed into abodes of
‘shame and mental torture to which even hungerraiséry were preferable’ (Polanyi, 1947,
p. 56). National market for labor was created Weraig a simple dyad: ‘starve or work’. In
similar fashion, the closure of inefficient induss in the former socialist countries was
proposed without explicitly specifying forms of smcsupport for the at least temporarily
unemployed and the new poor. Labor was supposeddats place on the market, according
to the skills acquired in the non-market past. Kadly, there was a sheer uncertainty about
the applicability of those skills in the new comalits (Fernandez & Rodrik, 1991).

Second, in England, the Bank Act (1844) establisiedprinciple of gold standard.
The making of money was removed from the handshefdgovernment, regardless of the
effect upon the level of employment and capital uawalation. This principle closely
corresponds to the monetarist prescriptions ofrobmtver money supply and central bank
independency for post-socialist economies.

Third, repeal of the Corn Laws (1846) exposed thgrotected peasant-farmers to the
whims of the market. Along with reformed land laws;ontributed to the creation of a world
pool of grain. The equivalent idea for the postisist states was the package of
liberalization policies, including of domestic econic activity and especially of foreign trade.
Free flows of goods were advocated irrespectivehef consequences for the domestic

industries.
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In fact, the former socialist economies, which wéyeated in-between the Third
World countries and developed Western societiese watially induced to develop labor-
intensive industries with minimal spillover effedn the remaining industrieAmsden et al.
(1994, p. 2) put it very bluntly: ‘the laissez-aimodel may have succeeded in overthrowing
mercantilism and creating cottage industry in riEabland, but it has incurred high social
costs and low rates of return when applied to tiogept of restructuring Eastern Europe’ and
the former Soviet Union.

However, apart from the zeal characterizing théyegaformists, they had to operate in
rapidly changing and uncertain economic environmiglareover, the pre-existing actors and
structures did not vanish immediately, but contthue exercise a lasting influence. As
Gramsci (1971, p. 106) reminds us, ‘no social faromadisappears as long as the productive
forces which developed within it find room for fner movement’. These forces are also
carriers of ideas, which under certain circumstancan ascend from a status of being narrow,

‘economico-corporate’ to the dominant in a givenisty (Gramsci, 1971, pp. 180, 195).

1.5 Ideas meet realities: the invention of subterranean subsidization

In CEE countriestechnocrats and dissidents quickly discovered tinat plans for economic
transformation stood little change of materializmwghout the support of the managers of
individual firms’ (Eyal et al., 1998, p. 99). Indual managers had knowledge of their
enterprises, their assets and liabilities, commaémartners, and so on. For monetarists, what
is going on inside enterprises was largely a ‘blaok’. All black boxes looked alike: there
was no need to differentiate among them. Thusfgi$es had to be subjected to the uniform
mechanisms of financial control and of self-adjugtmoney supply.

Naturally, managers of state-owned enterprises edant at least temporarily —

protection from foreign competition, as they readizthat many Western companies were
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largely superior in terms of technology, organiaatiof production, and management
techniques. Similar attitudes were observed inrathenomies.

In Chile, a ‘laboratory’ of neo-liberalism in theiarnl970s—early 1980s, state initially
allied with certain business groups and assistechtbconomically. Silva (1993) distinguishes
among three phases of Chilean neo-liberal restingtu Radical policies had been
implemented in the second phase of the fundameatajanization of society, lasting from
1975 to 1982. Prior to that, from 1973 to 1975sthowvho later became the ‘Chicago Boys’,
did not have a free hand’ (Silva, 1993, p. 536)ey nitially represented the interests of the
‘gradualist coalition’ dominated by ‘internationallcompetitive producers for domestic
markets’ (Silva, 1993, p. 539). This coalition, papged by one of the industry’s peak
associations (abbreviated as SFF) and an umbrejanzation of peak associations, the
Confederation of Production and Commerce (CPC),ahabeting in December 1973 to agree
on the support of privatization, price deregulatioreation of private capital markets, and
more gradual reduction in protectionism.

Later, private sector leaders met with governmeificials to discuss post-coup
economic program. The ‘Chicago Boys’ had been pteth@o positions of advisers in the
Ministry of Economy and the government planningracye(ODEPLAN) with the help of the
businessmen from the ‘the Edwards conglomerated later had become the members of the
leading civilian authorities under the military jan(Silva, 1993, pp. 538-539). Gradualist
forces had soon become challenged by the ‘radi@nationalist’ business groups that
supported less gradualtegration into the world economy. Authoritarianvgrnment had
seen ‘internationalists’ as the only groups capablstabilizing the Chilean economy. This is
because of foreign connections these ‘internatistsalhad preserved even in the course of
nationalization policies of 1971-1973, and the leg@gositions in the economy achieved by

them through corporate acquisition strategies. Uigent requirement was to contribute to a
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very low foreign exchange reserves and to resdiegotoblem of credit crunch (Silva, 1993,
p. 544).

The experience of Chile shows that despite theorimetreforms, even if they seem to
be ‘parachuted from above’, are refracted via ddime=conomic structure and decision-
making procedures. ldeas have to be applied imicecbntexts that are capable of modifying
original policy proposals. Also, change is hardighestrated immediately: initially, some
efforts are put to maintain the inherited econostiacture. For instance, in CEE countries, at
the beginning of transition, state-owned entergrisamained under the control of national
privatization funds (NPFs) (Young, 1996). Thesedirwere state bodies searching real
owners for the state properties. Therefore, att lemsa while, state officials continued to
engage in close, hands-on supervision of entegrise

Under this supervision, a demand for subsidiesrfesed. But the state budgets had
been increasingly incapable to deliver them. Fitax, preferences were granted to newly
created, private companies to encourage their ¢roecond, many companies and
individuals exploited existing opportunities forxtaevasion. In contrast, state-owned
enterprises were paying taxes on wage increasesmrttie value of their assets, which
together constituted a major source of state rew€manzi, 1992; Turley, 2005). Later, from
the mid-1990s onwards, tax breaks were offeredi®idn companies and investors, often on
a case-by-case basis (Appel, 2006). Moreover,natamal financial institutions insisted on
the maintenance of balanced budgets.

In this situation, a reliable way to continue sdimtion was to channel preferential
loans through commercial banks, either explicitlyiraplicitly. In CEECs, an implicit mode
of subsidization existed for a short period of tirRest, both banks and enterprises shared the
interest of ‘playing against the state’. In partacybanks were aware that enterprises were too

big to fail and thus they could be bailed out. S®;mewly created firms had no record of
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operations, so it was difficult for banks to decwlgout loans to them (Berglof & Roland,
1995). Commercial banks preferred to provide lonstate-owned enterprises rather than
providing apparently riskier credits to newly cehtompanies (Gorton & Winton, 1998).

It appears that post-socialist governments inytidtclined unbridled market forces to
operate and decided ‘to keep firms afloat througbsglies, additional credits at least
implicitly guaranteed by the state, various kindstax relief, and tariff and non-tariff
protection’ (Van Brabant, 1994, p. 77). This wasifuended, de facto industrial policy’
(Nielsen, 1996, p. 73), which was clearly lackihg toherence and the comprehensiveness
that were observed in the economies of East Asia.

In the former Czechoslovakia, after the liquidatmfnthe State Planning Committee,
two new ministries were established in 1990, nanttedyMinistry of Economy and the small
Ministry of Strategic Planning. The creation of shebodies was inspired by Japanese-style
developmental guidance. However, after the elestmfil992 they were seen as a throwback
to communism and their activities were terminatdebisen, 1996). The often-quoted phrase
by Poland’s first post-socialist Minister of Indogt Tadeusz Syryczyk, captures a laissez-
faire approach to industrial transformation: ‘nalustrial policy is the best industrial policy’
(Birch & Mykhnenko, 2009, p. 369).

The absence of consistent industrial policies aatnonly explained by the ideology-
driven abandonment of planning, but also by thd that ‘the targets and agents of a
consistent policy were both overwhelmed by the ntade of changes’ (Hunya, 1997, p.
276). Moreover, the obligations accepted within fitkenework of the ‘Europe Agreements’
precluded the candidate countries (at least thggeieg to EU membership) from expanding
state aids, protectionism and similar measurey/kieha, 1998).

In addition, the emergence of post-socialist ‘passindustrial policy, which was

lacking the strategic character of its East Asiannterpart, can be related to the initial
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weakness of institutions, particularly financiaktitutions, particularly banks. The role of

banks was hardly recognized at all at the beginningeforms (Csaba, 2009, 2011; Ellman,
2005). For banks, it was difficult to distinguislettveen enterprises worthy to give or to
refuse a loan due to their inability to restructuBefore 1989, governments were locked into
financial relationships with a large number of farfacing restructuring tasks (Berglof &

Bolton, 2002). In this situation, the state waspaiged to provide banks with information by
signaling them which industries or companies weree supported.

A simplified story of the peculiar relationships @mng governments, banks, and firms
in transition economies is as follows (Sherif ef 2003). In order to prevent output collapse,
governments limit the speed of enterprise restruguby allowing some poorly performing
companies to stay afloat. Authorities make decsiabout the volume of funds available to
enterprises and collective farms through the bankiystem. Banks, (co-)owned by the state
or for the reasons described above, choose to anodate state-induced demand for loans. If
enterprises selected by the state are unable tofpélyeir debts — and this is often the case —
banks experience solvency problems. Authorities thave to recapitalize banks by using
budgetary funds and budget deficits grow (or iftdelmonetized, inflation rises). If the state
does not provide support, banks might run into sevmrtfolio problems because of the
growing volume of unrecoverable loans. Bank insobye can further increase the
vulnerability of banks and ‘hollow out’ the banksipital. In order to break a vicious circle of
insolvency-recapitalization, banks should be alldwe get rid of bad loans, and both banks
and companies should take for granted that bad-alt not occur in the future.

In CEE in patrticular, the sales of domestic bakiteigners have been used to limit
the discretion described above and to pull lendiegisions out of the realm of politics
(Mihalyi, 2004; Sobol, 1998). As the Table 1.1 Ire tAppendix 1.A show, asset share of

foreign-owned banks increased across the trangttonomies considerably by the end of the
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1990s—early 2000s. At the same time, bank priviizénas been positively associated with a
growing size of the financial system (see Figutkifi.the Appendix 1.A). Broad money to
GDRP ratio is a conventional, widely used measurinahcial development (Fry, 1995). As it
can be seen from the left-had scatter of the Fidufe greater share of foreign bank
ownership is positively associated with the largezie of the domestic financial system. It
implies that more savings are available for investinThis measure of financial development
appears to be appropriate in the post-socialistesdrwhere securities markets and non-bank
financial institutions are not well developed (EBRIDO5), in contrast to more mature market
economies. The right-hand scatter of the Figureshdws that greater presence of foreign
banks is negatively associated with the volume af-performing loans, which are often a
product of state intervention into the functionofgcommercial banks.

In other words, there was a need for ‘effective dog devices’, or mechanisms to
transfer control over capital accumulation to ntatesinvestors. Without such devices, firms
had been ‘confined to defensive cost-cutting messwand growth based on internally
generated funds’ (Berglof & Bolton, 2002, p. 92unBamentally, ‘transnationalization’ of
post-socialist economies in the form of penetratdrforeign banks has contributed to a

solution of the problem of ‘chaotic hysteresis’

‘[this is] a situation in which the economy is h#ginfluenced by events of the past and the irtledri
institutional structure undermines attempts to mafdt. Poor macroeconomic performance thus arises
endogenously, and the growth path will be unstabieaddition, inherited behavioral routines and
existing institutional structures endogenously oejpice routines that lead to socially destructive

outcomes, thus reinforcing poor macroeconomic perémce’ (Poirot, 2003, p. 34).

Aslund (2002) summarizes the whole transition elgpee by a simple phrase: ‘the
strife over subsidies’. This statement reflects plkeuliarities of the presence of the state in

the post-socialist economies at the early stagesaoiition and beyond. While in CEE
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subsidization was abandoned by privatization okbam the former Soviet Union, it endured

because of a specific presence of the state iadbromy.

1.6 Protraction of subsidization and the emergence of dual
economies

The unwillingness of the state to withdraw from #@nomy and to abandon its intended
industrial policies did not only stem from underd®ped financial institutions, but also
reflected the difficulty of solving the problem afedistribution, that included the
compensation for losers. Some political scientigésned that populations can be ‘myopic’
(Przeworski, 1991). Short-term negative distribodibb consequences can stall economic
reforms (Hellman, 1998). There is a fertile grodnd the emergence and consolidation of
anti-reform coalitions because governments camathice inequality immediately.

Nevertheless, anti-reform social explosions did nwiterialize despite that post-
socialist economic depression was very deep andewags were larger than those
experienced by labor in major countries hit by @reat Depression. Crowley and Ost (2001)
outline several reasons why people abstained fralitanm actions. First, difficult economic
times precluded individuals from protests. Secahére were collective action problems:
when costs are evident and benefits are uncepgaople might refrain from collective actions
(cf. Olson, 1965). Third, new private companies avenaracterized by the almost complete
absence of trade unions. Fourth, internationabfactsuch as the weakness of unions in the
new global economy, affected labor in transitiooremmies (Harrod, 2002). Fifths, there was
limited, but continued reliance on resources predidy unreformed enterprises, supported by
subsidies.

The ‘patience’ factor played a role (Greskovits98p In CEE and the Baltic States
populations seemed to be willing to suffer more tfog sake of ‘returning to normality’ or

‘becoming European in democratic-liberal traditighaux, 2000, p. 78) than in the former
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Soviet Union republics. Patience can be relatedht® notion of injustice, which was
conceptualized by Barrington Moore (1978). Accogdin Moore (1978), different societies
are characterized by varying degrees of perceptiamustice, including the ways people feel
their sufferings as unavoidable. Anything that seenevitable to people are tolerated as
legitimate irrespective of pains it brings. Thisnse of inevitability determines the
development of politically effective forms of moutrage (Moore, 1978, p. 4%9)

At the same time, protests are usually spread biside agitators’, or social critics,
who are the members of the ‘army of preachers aitithnts to spread the good things of
escape from the pains and evils of this world’ (Mndl978, p. 472). There was no activist
minority to promote new standards of condemnatextept, perhaps, some hard-core party
apparatchiks and Marxist scholars. Social and @llzlimate had turned to be very hostile to
them.

The case of Polish ‘Solidarity’ is illustrative tfe difficulties of making transition in
a non-neoliberal, ‘workers’ way'. In 1980-1981, Ildarity’, together with Polish
intellectuals, elaborated the theoretical and prakcfoundations for transforming the state
property to private and communal property. Howetteg,‘'shock therapy’ plan did not reflect
upon any of these early propositions. Moreover]1 §9, the strength of a movement that had
reached a membership of 10 million weakened corafidlg/. As a result, internal social
forces, such as Solidarity, ‘failed to elaborateoasistent economic policy, which reckoned
with the realities of the economy’, although onkeyt were powerful enough to weaken the
existing system (Mirovits, 2010, p. 172[Foreign indebtedness and the overall poor canmiti

of the Polish economy forced the government to daua liberalization program. Also,

® Moore considered state socialism as a form of digrere. Thus, its collapse requires the creationewgi
forms of solidarity and new networks of co-openatiti there was solidarity before, it requires redtion.

"It has to be mentioned that the introduction & Martial Law has weakened the movement. Also riatie
divisions existed within ‘Solidarity’.

8 Mirovits (2010) also stresses the influence ofngfes in economic policies worldwide, which guidée t
reform process in Poland.
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opposition leaders, who participated in the roubldtatalks, did not believe that
transformation can be managed by workers and/ar rifygresentatives.

Aspiration to full EU membership is almost univéisanvoked in the studies of
economic transition. It has played a role of ‘em&ranchor’, helping to reduce protests, to
reward the patience of the populations and to ntlaé&eeform process irreversible. In contrast,
the republics of the former Soviet Union (with eptien of the Baltics), did not have such an
external anchor. Therefore, incentives of politiaatl economic actors were different. There
were also different attitudes towards market econ(ee Figure 3.1 in the Appendix 3.B of
Chapter 3).

Nevertheless, many countries actually implemeniedlaa economic reforms. For
instance, in Russia the design of the privatizapmgram — one of the central elements of the
transformation process — was similar to that of @eech Republic, i.e., voucher-based
privatizatior?. Estonia, Armenia, and Russia are classified #®rél market economies’
ahead of Hungary, Poland, and Czech Republic imgeof labor market flexibility,
redistribution, and business regulation (Knell &@&ec, 2006, p. 60). Typically, former
Soviet Union economies are characterized by smalleifare states and larger income
inequality (with the exception of Belarus) thanith@EE counterparts (see Chapter 2). These
factors might indicate that the withdrawal of thats from the economy occurred on a larger
scale in the post-Soviet countries than in CEE tres1 Nevertheless, there is evidence that
the state’s presence has been preserved.

The collapse of the Soviet Union left workers anghagers unprepared to accept the
reduction in real income caused by the initial @gemp (Burawoy & Krotov, 1993). In the
early 1990s, in the former Soviet Union republicemmal wages and remuneration for

managers, bonus payments and the like increaseplglaad led to a rapid wage-price spiral.

® However, Russia experienced three waves of priaétin: 1992—-1994 (small businesses), voucher-bfised
some large businesses (1993-1995), and notoribage's-for-loans’ (1995-1996).
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During the early period of post-Soviet transformati demands for increased wages and
referential loans were accommodated. As Tablerithe Appendix 1.A indicated, the FSU
economies were characterized by the higher valtiggedOkun misery index (i.e. the sum of
inflation and unemployment rates) than other ti#orsi economies® (Table 1.1. in the
Appendix 1.A).

The banking systems were initially passively swgingf the credit demands. Soft
credits were financed by the state branches oté¢néral bank of the Soviet Union. Branches
of the central bank in Ukraine, Belarus, Kazakhs#o., granted nearly unlimited credits to
the local enterprise sector and to local governmehitempts to limit credit expansion led to
an increase in arrears and barter among enterfristesan be said that in the former Soviet
Union there was the lack of a coherent transfomwnastrategy, and, more crucially, a
complete lack of coordination among economic actorshe absence of centralized authority
or of any significant inter-enterprise coordinatidhe macroeconomic costs of demand for
loans tended to be externalized, undermining aogntives for enterprises to exercise credit
restraint. Accordingly, when the external valuettgg national currencies went into free fall,
interrelated spirals of depreciation-inflation anfl wages and prices emerged. Conflicts
escalated and culminated in the decision by a langmber of the former Soviet Union
republics to issue their own currencies. Estonia th& first country to introduce a national
currency in 199%. The bulk of the former states of the Soviet Unioliowed suit in 1993.
This was a step towards the implementation of fonel monetary policies.

In Estonia, and two other Baltic States, reformsewamed at destroying the old
institutions and even production facilities to ¢eeenarket economies anew (see Chapter 2).

In the Baltic States, dual economy had not emeoged scale comparable to CEECs, not to

9 The distinction between the Baltic States, ottt Fepublics, Slovenia, and the Visegrad Statgsstified in
Chapter 2 of the dissertation.

1 poser (1998, p. 170) reports that, after the plitveralization in the Russian Federation in 198fer-
enterprise arrears rose from a negligible amoutwasthirds of the GDP in the first six months bét year.

12 Estonia also set up a currency board to securegtsoeconomic stability.
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speak of the former Soviet Union countries. Inldtger, and particularly Russia, Belarus, and
Uzbekistan, different attitudes prevailed. In Ragsi particular, there was ‘a set of informal
institutions that permit the production and excleamj goods that are value subtracting’
(Gaddy & Ickes, 2002, p. 5). As a result, a virteabnomy’ emerged, where value-adding
companies — ‘value pumps’, such as Gazprom — cteekisith value-destructing companies.
The latter were preserved for several reasonsydinad): (i) bankruptcy was not used against
town companies because whole communities dependéeded existence; (ii) private sector

companies helped the economy to grow and to genewatsidies; (iii) barter and arrears
allowed restructuring to be postponed.

‘Survival without restructuring’ was a specific lmsss model, utilized in Russia and
some other former Soviet Union republics, includBegjarus and Uzbekistan. In Russia, it
started to flourish after the tightening of mongtpolicy roughly in 1995. The use of this
model required reliance on ‘relational capital’, @addy and Ickes (2002) label a skillful
begging for subsidies from local authorities, whergvalso keen to keep existing enterprises
afloat. Nevertheless, the use of ‘relational cdpitas only possible due to the existence of
value creators (e.g., Gazprom, oil-exporting conggninjecting sufficient amounts to offset
destruction of value by inefficient enterprisessubsidization was halted, enterprises may be
forced into bankruptcy. The ‘virtual economy’ crecita new reality and complicated market
reforms®. Prevention of enterprise restructuring resultecasset stripping, a rise in the
public debt, and, finally, a stifling of economicowth. Advancement of reforms required

political centralization to hit local bargains, besn ‘relational capita®.

31t has been estimated that in 1996 and 1997, @kpind implicit subsidies to manufacturing entesgs were
between 15 and 20 percent of GDP (Poser, 1998).

14 Similar process occurred in Bulgaria. See Chapfer details.

15 Centralization indeed occurred in Russia, butltedun the accumulation of economic power in taads of
the state. The second recommendation by Gaddy ckes (2002) was to undervalue the ruble. This nreasu
would boost exports, helps market-oriented firmsuovive, and reduces the size of the virtual enpnanore
oriented towards the domestic market.
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The economy of two realities, where productive angroductive enterprises coexist,
has not been a phenomenon of Russia alone. In WBeland Uzbekistan, political
decentralization never reached Russia’s scalesddstpolitical centralization occurred much
faster. In these countries, the state continuadtewvene in the economy, also by providing
direct support to certain sectors and even to iddal enterprises. Financial systems have
been ‘repressed’: banks provide directed loansatmred enterprisé$(see Chapter 4 for
details). Thus, political centralization and asated economic controls have resulted in the
split of the economy into two distinct segmentseGegment is populated by state-owned
enterprises, which are subsidized by the statelevthe other is comprised of profit-making
companies, whose incomes are taxed to support fafntise first segment. The workings of

these dual economies are further analyzed in Ch3pte

1.7 Conclusion

This chapter has analyzed the early phase of edeneforms in the post-socialist countries.
This period was characterized by the influence aftiple path-dependencies, which have to
be accounted in the studies of systemic changeerridarmer socialist countries. Experiences
with both capitalism and socialism matter, so ih@d to distinguish which path-dependency
has played a dominant role in shaping the transition process. At the same time, decisions
made at the onset of transformation had a lastfigance. Although developmental paths
began to diverge after the mid-1990s (see Chaptlar 2liscussion), earlier patterns and
policy choices were not dissimilar.
Although there are important differences betweeninL&merican countries and

transition economies regarding their experiencé wiarkets, this comparison is still useful to
gain additional insights into the challenges poliegkers had been facing and to stress that, at

least initially, they prefer not to alter considagsa existing systems of institutions and

16 See Chapter 4 for details.
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incentives. In Chile in the 1970s and Peru in t880L, policy-makers, being unable to reject
competing demands for redistribution, nearly ‘bampted’ their economies and thus left no
options to experiment further with statist poliegime.

In the former socialist countries, despite the cahpnsive character of suggested
monetarist packages, some essential policy elemest® missing. In a situation of
uncertainty, the state was supposed to assisttmees$ decisions, because banks themselves
were unable to judge about the quality of loans tandievelop long-term financing strategies.
Under the centrally planned system, the state Wwasonly investor. After that the state
abandoned this role, an institutional vacuum apkaCapital markets were non-existent and
unable to emerge quickly. Domestic private captalwere hesitant to invest or possessed
insufficient funds. Also, there was the problem a$sessing the value of assets.
Fundamentally, policy-makers had to decide aboet fdte of assets: which should be
destroyed, restructured, left with/without stat@murt, or sold to foreign investors. These
decisions contained a great deal of subjectivism.

At the same time, inherited legacies could not stfanimmediately. In case the
government refused to finance debt-burdened statgaged enterprises, both banks and
enterprises could go bankrupt. Instead of comprglernndustrial policy, which seemed to
be at least a policy option, temporary solutionsesyad. One of them was implicit
subsidization of underperforming SOEs, which latequired costly recapitalizations of
commercial banks.

At the same time, state assistance to the banksspitd the accumulation of ‘bad
debts’ — contributed to fill the institutional vagu regarding redistribution. The reinvention
of subsidization, albeit implicit, can be seen apaat of Polanyi’'s ‘double movement'.
Politicians were not ‘suicidal’, in the sense tktay were unwilling to put the majority of

society on the edge of misery in order to build sonotional’ market economy. The limits of

37



patience of populations were immeasurable and umkndespite the initial willingness to
suffer for the sake of ‘returning to normality’ ofarket economy and democracy, mainly in
the CEECs and the Baltic States.

Therefore, the early phase of post-socialist refowas characterized by the presence
of at least two interconnected features. The festure was the transformation of socialist
plan bargaining into the subsidy bargaining betweeliticians and enterprise managers. The
second feature was the reliance on temporary cosagien to potential losers. It is difficult to
establish unambiguously what went wrong: state-alne@terprises were hit by the demand
shock and were unable to adjust, or whether theas @ lack of strategic vision in
restructuring policies, with banks and enterpriaeing as short-termist. In any case, the
outcome was the emergence of dual economies, ichvgame enterprises were dependant on
state support at the expense of more productiuesfir

In CEE, dualism ceased to exist rather quicklycantrast, dual economies survived,
if one moves eastwards. In Russia, the coexistehtealue pumps’ and ‘value subtractors’
turned to be a business model, realized at theomagilevels. The Belarusian and Uzbek
economies are still characterized by dualism, wipeoéit-making and subsidized enterprises
coexist. For Belarus in particular, dualism hasn¢wally become a model of economic
development. The functioning of this model and atsisequences are further analyzed in

Chapter 3 of this dissertation.
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Appendix 1.A

Table 1.1: Asset share of foreign-owned bank in dbkected transition economies, 1996—
2009, percent of total volume of assets

Country/

Year 1996 1997 1998 1999 2000 2001 2002 2003 2004 20@®6 2 2007 2008 2009

Bulgaria 2.4 4.2 1.9 38 216 653 76.7 79.7 80.9.99 940 938 95.0 945
Czech

Republic 0.9 3.0 6.6 403 841 893 90.2 910 91®’/.3 908 90.4 90.8 910
Estonia 190 233 264 384 654 891 858 86309894 0991 9838 98.2 983
Hungary 152 26.7 193 159 165 153 122 349 158759 869 90.6 90.8 89.1

Latvia na 183 358 165 246 327 504 612 70.B67 715 587 72.0 na
Lithuania 51.5 706 79.1 740 744 652 428 53.8.64 579 633 63.8 65.7 69.3
Poland na na 224 344 398 349 36.7 352 3366 1229 2438 31.6 410

Romania 144 16.0 174 493 726 722 70.7 7153717143 742 755 765 723
Slovakia 0.2 0.6 0.5 0.4 05 132 270 384 37.7.06678.7 755 75.3 na
Slovenia 12,7 193 23.7 241 427 783 841 96.3.79697.3 97.0 99.0 99.2 916

Source EBRD database, http://www.ebrd.com/pages/resgazchomics/data.shtml, viewed
20 April 2012.

Figure 1.1: Foreign bank ownership in the selettadsition economies and broad money to

GDP ratio (left-hand scatter) and the share of perierming loans in total volume of loans
(right-hand scatter), 1996—2009
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Source EBRD database, http://www.ebrd.com/pages/resgazchomics/data.shtml, viewed
20 April 2012.

Note The sample includes 27 transition economies.
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Table 1.2: The Okun Misery indexes in the selettaasition economies, 1992-2009

Average,

1995—
Misery Indexes 1992 1995 1999 2002 2006 2009 2009
Slovenia 215.6 20.7 13.6 13.8 8.0 6.8 12.6
Average of the
Visegrad States 81.4 31.2 19.5 17.1 13.1 11.9 18.6
Average of Bulgaria
and Romania 97.0 75.7 35.3 26.9 144 115 32.8
Average of the
Baltic States 1018.9 49.9 16.7 14.0 111 175 21.8
Average of the CIS
countries 1130.2 447 .4 59.4 20.0 14.3 14.0 111.0

Source author’s calculation on the basis of the EBRDad&tken from the EBRD database,
http://www.ebrd.com/pages/research/economics/ddtalsviewed 20 April 2012.

Note The Okun misery index is the sum of inflation andemployment rates. Higher
unemployment and accelerating inflation create adocosts for a country. For transition
economies, the application of this index in thetysaialist is suggested by van Brabant as a
‘makeshift discriminator’ to differentiate econonperformance. (1998, p. 13). In particular,
higher values of this index in the CIS countriegiluthe mid-1990s, in contrast to other
transition economies, reflect dysfunctional monetaolicies of the early 1990s.
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Chapter 2

Varieties of Post-Socialist Capitalisms

2.1 Introduction

The first chapter discusses initial policy choieesl the factors that shaped them. Although
post-socialist countries had to cope with similewremic problems, their policy reactions did
not run along similar lines if a longer time sparconsidered. In fact, differences in policies
have produced variations ‘in almost every meastdireconomic performance’ between EU
newcomers and the CIS countries (Berglof & Boltd@02). Political institutions also vary.
On the CIS countries’ side of the ‘Great Divide’'arket economy and democracy are
‘decomposed’ (Bruszt et al., 2010), while capitalisxist without capitalism (Eyal et al.,
1998).

Markets function differently within the sets of edties on the both sides of the ‘Great
Divide’ (Bohle & Greskovits, 2007a, 2007b; Feldmann, 2006gK2007). For example, the
economies of Estonia and Slovenia display the featwhich are characteristic of ‘liberal
market economies’ and ‘coordinated market econdmiespectively (Feldmann, 2006). In
the CIS, economies vary from statist regimes (aBetarus and Uzbekistan) to those with
limited economic presence of the state (as in MaddigLevitsky & Way, 2010).

The causes of these diverse politico-economic tuiginal configurations are of
increasing interest for the scholars of post-satiétansformation and comparative political
economy (CPE). CPE contains a well-developed approaanalyze the diversity of modern
economies, that is, varieties of capitalism (VolD).order to understand varieties of post-

socialist capitalism(s), scholars either use th€\imamework (e.g. Knell & Srholec, 2006),
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or produce alternative conceptualizations (e.qg. |8dh Greskovits, 2001, 2007a, 2007b;
Nolke & Vliegenthart, 2009). The VoC approach hamgioally been developed to study
advanced political economies. Moreover, there ifuradamental unifying feature in the
CEECs and the Baltics, namely their dependenceoosigin capital. Such dependence is
associated with economic ‘transnationalization’ fiHeister & Breitenstein, 2008). The
concept of transnationalization refers to ‘the grmywrole played by diverse forms of
interactions between domestic and external actodefining the direction and the content of
the evolution of domestic institutions and poli¢i®ruszt & Holzhacker, 2009, p. 3). In the
field of economy, core elements of transnationéibraare foreign ownership of banks and
key parts of the manufacturing sectors, while mainthe firms in these sectors form parts of
MNCs’ production chains (Bruszt & Holzhacker, 20@9sman & Schwartz, 1998).

A crucial role of foreign capital makes post-sasiaéconomies in CEE and the Baltic
region closer to ‘hierarchical market economies’Laitin America (Schneider, 2009). In
contrast, in the CIS, foreign penetration in indpstnd finance has occurred on a smaller
scale. This chapter largely focuses on this dieieveen the new members of the EU and the
CIS countries. The division within the group of thewv member states is of lesser concern.

Chapter 1 of this dissertation argues that incaftegevernment intervention can be
limited by the imposition of external discipline time form of foreign ownership of banks. In
this chapter, the causes and consequences of atersalization are explored further. Post-
socialist economies have varied in terms of tinohgheir transnationalization and the vigor
of associated monetary and fiscal discipline, wiielve far-reaching implications for their
competitiveness profile.

In order to trace divergent paths towards tranenatization, the cases of Latvia and
Bulgaria are examined. Latvia has opted for a glsomeo-liberal strategy, including

transnationalization of banking, with praise fromernational financial institutions. Initially,
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its economic success was paid in terms of in spals, yet tolerated by its population. Later,
the country has appeared to be little armed to ebrie consequences of the global financial
crisis of 2007-2009. In contrast, Bulgaria iniyalpostponed transnationalization and
attempted to base its economic growth on reviviogestic enterprises. Continuous support
of these enterprises resulted in the accumulatfaeciencies culminating in the currency
crisis of 1996-1997. These two cases provide amhditi insights into the causes of

transnationalization.

2.2 Varieties of capitalism: advanced market economies

The varieties of capitalism approach (VoC) represancomplex and original framework for
‘understanding the institutional similarities aniffatences among the developed economies’
(Hall & Soskice, 2001, p. 1). The VoC literaturedts political economies as a more or less
‘integrated systems’ (Thelen, 2004) of interconadcinstitutional domains’ (lversen, 2000,
p. 206), including industrial relations, financgdctor, vocational education and training, and
corporate governance. All these elements ‘cohereéhaéke the best use of firms’ productive
assets (Hall & Gingerich, 2004). All major instituis are complementary to each other: an
institution has to be understood in relation tceotinstitutions.

Depending on how firms coordinate their activitieith employees, banks, and
governments, the distinction is drawn between &berarket economies (including the U.S.,
Britain, and Australia) (LMEs) and coordinated netrlkeconomies (including the economies
of Continental Europe) (CMEs). In the LMEs, actoedy on competition and formal
contracting. In the CMEs, actors are involved irateigic coordination through non-market,
hierarchical and negotiated mechanisms, includmgrifirm networks, organizations of
employers and unions at the sectoral and/or ndtievels.

According to Hall (2007), institutions addressesdt three types of problems: (1) the

wage problem, (2) the work problem, (3) the probtEmnsecuring total factor productivity. To
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these three, one can add (4) the problem of intiems& competitiveness. Globalization
makes domestic industries and workers increasiegposed to competition from abroad. As
a result, comparative advantages of countries @aRgese four problems are characterized
by the need to balance competing demands of mag@ragnic actors. Conflicting interests of
actors are accommodated through institutional gearents that make bargaining under
incomplete information possible and agreementsreaéible (North, 1990; Williamson, 1985).

First, wage increases benefit workers and sudtametvels of demand, consistent with
economic growth, but may hurt investment (the wortblem). Accordingly, institutions of
wage bargaining deliver wage moderation to avoidustrial conflict. Second, economic
growth depends on employment, but those withoukwbould be temporarily compensated.
Hence, the work problem involves a trade-off betwestimulation of employment and
provision of social benefits for unemployed. Thiet;onomic growth depends not only on
factor inputs, but also on the efficiency with whiabor and capital are put to work. This
efficiency is not a function of the level of techogy only, but is related to institutional
factors. Institutions can erode or enhance the tatsor productivity of the economy (Hall &
Jones, 1999; Knack & Keefer, 2003). Last but nasiedomestic firms increasingly face
competition from abroad and particularly from lovege locations. Governments may try to
protect domestic jobs, but it may come at a pmceerms of economic efficiency and a loss of
a country’s comparative advantage.

In the VoC framework, much emphasis has traditignddeen put on wage
coordination systems and their role in deliverirmge moderation in the CMEs. In the LMEs,
‘atomistic’ labor markets and non-accommodating atary policy are seen as effective tools
to punish excessive wage demands by a rise in uogmpnt (lversen & Soskice, 1999).
Wage moderation, along with progressive taxatiorpeénalize dividends and conspicuous

consumption, contributed to higher investment levahd stimulated economic growth in
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post-war Europe. The governments of continental opean countries ‘provided

unemployment, health, and retirement programs -irtegtutions of the welfare state — to
reduce workers’ uncertainty about their future waedf and therefore their temptation to
engage in short termism’ (lversen & Eichengree®919. 124).

The wage problem overlaps with the work problemictitoncerns the balancing of
interests of employed and unemployed. Compensatiothose without work is a part of
income security programs. The emergence of thesgrams is often interpreted as
‘decommodification’, or maintenance of a ‘livelieowithout reliance on the market’
(Esping-Andersen, 1990, pp. 21-23). Capital typyaabposes social policies, while labor has
a strong interest in expanding social insurancegkd983; Shalev, 1983, p. 320).

However, in the CMEs, preferences of employers aodkers with regard to the
institutions of the welfare state have convergedCompetitive success of CMESs’ firms
depends on the acquisition of firm- and industrgesfic skills by workers. Heavy investment
in specific assets exposes both firms and workersks (Williamson, 1985): firms may lose
investment in human capital, while workers may hdWgculties in finding new jobs in case
of unemployment. Welfare state provides insurargaenst such risks and thus stimulates the
acquisition of ‘asset-specific human capital’ (zste-Abe et al., 2001; Iversen, 2005; Thelen,
2004). In contrast, in the LMEs, institutionalizesbcial protection is weak. Market
competition encourages economic agents to invegeneral assets. Mobility of assets and
their multi-purpose application provide insurangaiast the described risks.

Fundamentally, comparative advantages of natioc@@mies are thus formed by the
export activities of firms, operating in distinaistitutional environments. Firms in the CMEs
rely on industry-specific skills to gain competdivadvantage in standardized goods and

machinery, while firms in the LMEs use a more gahekills profile to specialize in either

" Mares (2003) finds that in Germany in the 1920plegers pushed for the creation of a uniform, naio
system of unemployment and accident insurance.
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‘low-cost, mass-produced services’ or ‘new highat@coducts’ (lversen, 2005, pp. 14-15).
LMESs’ firms are ‘radical innovators’ in sectors rfrging from biotechnology, semiconductors,
software, and advertising to corporate finance’.cémtrast, CMES’ firms are ‘incremental
innovators’ in ‘capital goods industries, machioel$, and equipment of all kind’ (Hancké et
al., 2007, p. 5). Yet, the described patterns tdérimational specialization of firms in the
CMEs and LMEs do not comprise the whole of themreenies (Blyth, 2003, p. 223). For
instance, there are a variety of commodities antiees of innovation within the same
industry. Mass-produced services exist both inLii&s and the CMEs.

Comparative advantages are grounded in instituti@omplementarities (Coates,
2000). Hence, a comparative advantage turns intmomparative institutional advantage’
(Franzese & Mosher, 2002). Hall and Soskice (20€4)m that globalization does not
undermine institutional configurations of the CM&sd LMEs. For instance, the EU’s free
trade policy does not force ‘convergence on somabiinstitutional, policy, and cultural
minimalism’, but ‘champions the diversity’ (Franee& Mosher, 2002, p. 198).

Moreover, capital does not flee from expansive arelfstates of the CMEs, while
capital taxes do not converge to very low ratdsatihn CMEs and LMEs. One may expect that
in the CMEs, generous welfare states are fundechpital taxation, because the combination
of left-wing governments and corporatist institagotypically favor the redistribution of
wealth from capital to labor (Garrett, 1998). Irm8ar vein, one should expect that the
reliance on market mechanisms in the LMEs favoreatgr freedom for capital and that the
latter is taxed less than in the CMEs.

However, empirical evidence does not to corrobothése expectations (Cusack &
Beramendi, 2006; Steinmo, 1989; Hay, 2001). Theredlear tendency in the LMEs to avoid
heavy taxation of consumption and labor and to oslycapital for tax receipts. In the CMEs

high rates are applied to labor taxation, and migadar to consumption outlays (Cusack and
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Beramendi, 2006, p. 47). Over 1965-2000, the |lahcyme average effective taxation rate
(i.e. the ratio of taxes to actual base out of Whaxes are taken) among the OECD countries
increased (OECD, 2005). Therefore, a more prodedtetor is taxed more heavily.

Although the nature of core complementarities mayain unchanged, firms from
both LMEs and CMEs change their behavior when tbpgrate in different institutional
environment. Firms do not necessarily seek to éskahome-like institutions. Instead, they
exploit available opportunities in host locationsdaoften modify their internal incentive
structures (Berger, 2000; Herrigel & Wittke, 2008)oreover, some domestic institutions in
the CMEs and LMEs have also changed. For instandfe CMEs labor market dualism —
the coexistence of regulated and unregulated damaimas become institutionalized (Palier
& Thelen, 2010; Hassel, 2011).

With the above-mentioned observations, the dyad CMIE represents two largely
broad ideal types(Crouch, 2005). Nevertheless, the VoC offers anighful
conceptualization of how institutions address peotd arising out of distributional conflicts
in every economy. The relevance of the VoC framéwéor understanding the conflict
generated by political-economic change’ makestiaetive for ‘analyzing economies beyond
LME-CME archetypes’ (Hancké et al., 2007, p. 8)thé majority of post-socialist countries
reject the East Asian ‘statist’ developmental path,it is discussed in Chapter 1 of this
dissertation, then it is legitimate to expect ety may be closer either to a CME or a LME
type. Moreover, given the elites’ support for treo+#iberal model, an LME pattern is more

likely to prevail.
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2.3 Post-socialist varieties of capitalism: towards dependent
market economies

A VoC-inspired research program for grappling wibst-socialist varieties of capitalism
starts with the identification of existing or poti@h institutional complementarities. As in the
developed market economies, four problems, whicihcem wage, work, TFP, and
competitiveness, have to be addressed. Among thise, problem of international
competitiveness might prevail over other probler@ven the lack of internationally-
competitive domestic capital (NOlke & VliegenthaP)09; Farkas, 2011), enterprises seek
integration into international production networldore reliance on market forces in the
allocation of resources has social welfare impioret. Hence, public outlays should be used —
on a selective basis — to support sectors and grpagticularly hurt by the restructuring
proces¥’.

The work problem has a skills mismatch componentorRéts entering the
competitive labor market may face uncertainty alibair skills, accumulated in the socialist
economy. Another aspect of the work problem is nooriess similar across the post-socialist
countries, that is, the high percentage of labdin Wwigh education facing a lack of demand for
its skills, and — at the same time — shortage akers in possession of the skills required by
the firms (Rodriguez, 2009).

As for institution of wage bargaining, systems aiptboyment protection have been
weakened since 1990, while unions have lost mudheif political influenc®’ (Crowley &
Ost, 2001). Even if wage bargaining is formally tcalized, there are many possibilities to

drift from it. Many employers, including SMEs anoréign firms do not necessarily follow

18 Compensation is necessary to weaken the ‘bloakiagrity’, which consists of unemployed, pensionersd
unskilled workers, i.e. all those who live on fixadminal income that might be left unchanged akiioh
occurs and those who cannot find a new place okwwemploy their skills (Hellman, 1998).

¥ Even in countries with high percentage of uniommbership, including Belarus, Russia, and Ukrairedée
unions do not play an active role. They are adivihe enterprise level at best (Crowley & Ost, )0
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the guidelines suggested by such bargaining. Latasket regulations might look employee-
friendly, but employers find the ways to bypasssubn minimal wages, job protection and
social security through subcontracting, fixed-téator contracts, and envelope wages (Cazes
& Nesporova, 2007; Kapelyishnikov, 2001).

In terms of being closer to either the CME or tiH_type, two opposite cases have
been identified: Slovenia and Estonia, respectiyBlychen, 2005; Feldmann, 2000; Knell &
Srholec, 2006). In Slovenia, unions have remainiedng and business associations are
encompassing. Workers exert influence through ¢erdenation, including work councils,
and presence in the boards of companies. Stateduadcational training system can help
workers to acquire firm- and industry-specific &kil

In Estonia, workers are much less unionized, aretethis no co-determination.
However, the corporate governance system is natME type. This is because in Estonia
enterprise restructuring required the presence titegic investors, while in Slovenia
companies were often privatized to managers ant#ex®r(Buchen, 2005). Although in both
Estonia and Slovenia policy-markers had a stromges®f national identity, reforms were
different. In particular, Estonian policy-makers revestrongly concerned over the issue of
national survival (Feldmann, 2000; 2006). Nationlkbnog extended ‘the period of
extraordinary politics, [which] was particularly raductive to radical economic reform in
Estonia and Latvia’, while in Slovenia, a cohesivel nationalistic political elite was able to
‘convert its pre-1989 institutions into a CME-tyfpamework’ (Feldmann, 2000, p. 14).

Moreover, Slovenian employers had a strong intenesestablishing coordinated
institutions, and ‘well-timed’ labor militancy stigthened the position of lab@r The

emergence of coordinated institutions can be traeéide legacy of self-managed socialism in

20 poland had a strong self-governing labor movemeith & membership of 10 million people. In 1981,
‘Solidarity’ formulated a program of economic changnvisaging transformation of property. Howeusy,
1989, it was weak to formulate and to advance @it alternative to a shock therapy model (see@Glsapter

1 for discussion of early policy choices).
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the former Yugoslavia (Crowley & Stanojéyi2009). Under socialism, Slovenia had
developed a strong export-oriented sector depenaterskilled labor. Therefore, nationalist
mobilization was grafted upon this favorable pr&9%rientation of exports (Bohle &
Greskovits, 2007a).

Other post-socialist countries are considered to‘Hybrids’, or ‘mixed market
economies’ than ideal types. For instance, in Rbkard Ukraine the observed mixes of labor
market institutions, financial intermediation, awcdrporate governance are unstable and
‘partially coherent’ at best (Mykhnenko, 2007). Bugeakly coordinated market economies
seem to be in a kind of institutional equilibriumhich is not necessarily dysfunctional. In
contrast, there are even less coherent cases,asutie ‘cocktail capitalism’ of Romania,
which are characterized by the lack of the ingbng necessary for the efficient functioning
of the economy or where these institutions areasgal by surrogates or arrangements typical
to another model (Cernat, 2003).

According to the VoC logic, hybrids tend to undefpem, and consequently their
institutional constellations are subject to charfethe same time, there is a strong unifying
factor that may lead to consider at least the ewie® of the Visegradd and the Baltic states as
belonging to a distinct type, that is the ‘deperiderarket economy’ (DME). One of the
characteristic features of DME is the dependencéoogign technology and capital to gain
competitiveness and to maintain economic growth.ED8&n be considered ‘a third basic
variety’, or ‘transnationalized" capitalist economy. DMEs have comparative advasag
the assembly, production, and exports of relativebmplex machinery and consumer
durables. DMES’ comparative advantages are basednsititutional complementarities
between skilled, but still cheap labor, the transietechnological innovations within the

production chains orchestrated by MNCs, and thevipian of capital via FDI (Ndlke &

21 The term ‘transnational’ covers increased intenemtedness of economies and actors inside theconinast,
the term ‘international’ includes the interactidoetween governments of nation-states.
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Vliegenthart, 2009, p. 672). A core element of egoit transnationalization is international
cross-ownership networks in banking and industrgrédver, the great quantity of rules is of
non-domestic origins, while regulatory powers drared with or delegated to the EU bodies.

The emergence of external dependence is conneciidd avnumber of factors,
including ‘the lack of [internationally-competitivdomestic] capital, weak civil society, and
the impact of the European Union and other intéonat organizations influencing the new
member states’ (Farkas, 2011, p. 20). To a graanhexrthodox strategies of macroeconomic
stabilization paved the way to transnationalization particular, these strategies required
strong currency, through which technologically awhed technologies were imported to
break with backwardness (Carchedi, 1998). Stromgenagy can contribute to stabilization,
but it can also make exports dearer. Hence, wagticmnent is needed to increase exports.
Yet, this scenario fits more the cases of the B&tates and Bulgaria than the CEECs. The
former relied on currency boards or fixed exchamgi regimes. These exchange rate
arrangements were conducive to flexible labor markad lower wages, at least in the short
run.

In the early 1990s, the Europe Agreements opereéthmarket (with the exception
of certain steel, textile, and clothing products)tite former socialist countries. The CEECs
and the Baltic States have redirected their tradatds Western Europe. Initially, trade with
the EU was dominated by labor-intensive manufactuand goods with lower value-added
(Zysman & Schwartz, 1998). This pattern was comede malign for long-term
developmental prospects of post-socialist statebg@ine, 1996). Nevertheless, from the late
1990s, the new member states of the EU have managethbark on a more promising
developmental path by becoming exporters of mophisticated, technologically-advanced

products, including cars, electronics, chemicatg] aonsumer durables (see Figure 2.1 in
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Appendix 2.A), in contrast to the CIS countriesthe latter group of countries, fuel exports
still play an important role (see Figure 2.2. ia thppendix 2.A).

An MNC appears to be a gatekeeper institution thinowhich integration of post-
socialist economies into the world economy occDgterences in the presence and the
activities of MNCs in the post-socialist countriase translated into differential ‘state
capacities’ ‘to implement reform choices’ and taesth against ‘the volatility of global
commodities and financial markets’ to which theg&st CIS countries are exposed to by
being dependent on the exports of raw materialslB& Greskovits, 2007a, pp. 89, 94).

Although both CEECs and the Baltic States are cbanzed by the dominance of
Western banks in their financial systems, theiracées to cope with the consequences of the
global financial crisis vary. Differences in theganization of foreign banking matter. In the
Baltic States, international banking functions esss-border business, while in CEECs, the
banking systems are dominated by subsidiaries earttbes of foreign banks. The latter were
able to significantly contribute to stabilizing diesupply in CEECS in contrast to the Baltic

States (Dietrich et al., 2011).

2.4 Not in the same game? Post-Soviet varieties of capitalism

In contrast to the CEECs and the Baltics, whiclraggnt varying versions of ‘transnational
varieties of capitalism’, characterized by the\aetioles of foreign banks and multinationals,
the CIS countries appear to be ‘not in the sameeddar attracting foreign capital (see
Figures 2.3-2.4 in the Appendix 2.A). They are ahterized by smaller volumes of
accumulated FDI and a more modest presence ofgforieanks in their national financial

systems (see Table 2.1 in the Appendix 2.B).

%2 This has occurred also thanks to heavy intervestin support of Western banks during the winte2@#8—
20009.
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Thus, the CIS countries appear to be less ‘tramsradized’ than the new member
states, if judged by the volumes of FDI attracted &he presence of foreign banks in the
national financial systems. Thus is not to say thegign companies avoid the CIS countries.
In Russia, multinationals set up production faei$itto supplying consumer durables to the
domestic market. As for exports, large CIS coustrimcluding Azerbaijan, Russia, and
Kazakhstan, benefit from the exports of raw makeri@maller CIS countries are dependent
on the energy supply from Russia and on its intameaket as a destination for exports and
for temporary labor migration. Thus, post-Soviepitalisms are indirectly shaped — by
varying degrees — by the economic and politicalagion in Russia.

In its turn, Russia has not broken its dependemmm uaw materials exports, but
retains its ambitions to follow a path of develomtaé states along the lines of South Korea
and Taiwan. On this road of building a state-sufgsbicapitalism, the problem is how to
secure ‘the willingness of bureaucrats, managerd, pliticians to forego large-scale rent-
seeking and to refrain from devouring the unitsstade seeks to support’ (Waterbury, 1989, p.
190). On the wake of the crisis of import-subsiitgtindustrialization in Egypt, India,
Mexico, and Turkey, state capitalism was the ‘timétial response to streamline and
rationalize statist experiments’ (Waterbury, 1989184).

A state-supported capitalism is not necessary Bigntéhe presence of a strong state,
but of a weak civil society (Holman, 1996). Brusttal. (2010) find that the variations in the
strengths of pre-1989 civil societies, that hadobee evident during the last years of state
socialism, have determined the success or failitheo politico-institutional change. In the
Visegrad countries, socialist governments toleratisdent more than in the former USSR

republics. An oppressive stance toward civil sgcietecluded the development of sound
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political institutions, economic reforms and denatization by giving rise to more
bureaucratic-authoritarian reginiés

Bureaucracy often rules together with clientalismg can gradually become the same
thing (Davidson, 1992). Nolke and Vliegenthart (2P@&bel the CIS capitalisms ‘clan-based’.
Clans can penetrate economic sectors (as in URraineven control the state apparatuses (as
in Belarus and Uzbekista) Investment decisions have become interwovenantomplex
structure of favors and loyalties. In fact, the Ctiuntries are characterized by higher levels
of corruption than the other post-socialist stai@sansparency International, 2011).
Corruption turns into ‘a mechanism by which theitietacy of the state is disseminated and
wealth is distributed’ (Bayart, 1993, p. 192). Asd as the state remains a powerful means to
pursue economic and political elevation in sociggtron-client relationships can flourfsh
Clientalism can be used by those who control imsénts of power to keep the current
leadership in the office (De Mesquita et al., 200Rglationships can be differentiated
between the groups of clients along the axes af, ‘erice, and loyalty’ (Hirschman, 1970).
For example, authoritarian mobilization can be cimmth with paternalism (Standing, 1998)

In the economic sphere, a typical exit option ani®to migrate abroad, possibly only
temporarily. As a result, remittances become anomant source of household income (see
Table 2.5 in the Appendix 2.B). At the same timemndnd for redistribution declines. For the

CIS countries, except perhaps for Moldova and WigaRussia is a possible destination for

% pasynkova (2011) connects the institutional desigpost-socialist political systems to the legaci the
previous regimes. Political regimes in the CIS d¢oas are president-parliamentary or premier-pessid
political systems with strong presidential powels. contrast, in the Visegrad states, post-socialist
transformations were negotiated, leading to pasiatary (Hungary, the Czech Republic and Slovakia) o
premier-presidential (Poland) political systems.

4 A journalistic investigation of the Russian ecoryodaims that Putin’s rule in Russia resulted ia teation

of a powerful economic clan, operating across ckffi¢ sectors of the economy. This clan controls150% of
Russia’s GDP (Albats & Ermolin, 2011).

% Clientalism is orientated towards the consumptdmovernment services without supplying the mefans
their production. The efficiency of clientalismridated to the ability of the state to deliver $pdor its clients.
Support for the regime by its clients is exchanfpedsecurity and reward by the patron (Clapham6)98

% |n many CIS states, social stability is achievad duthoritarian practices. There is no possibifity a
genuinely multi-party system to function. Also, pter 3 demonstrates that reform delays can be tasselcure
paternalistic relationships with workers to gairitgal support in an authoritarian political satji (Way, 2005).
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migrants. Temporary labor migration is also highthe Baltic States. This fact makes the
cases of both the CIS and the Baltic countries ldakthe two sides of the same coin, which
can be labeled as ‘extreme reform solutions’. Tsedetions are either to liberalize radically
to get rid of the inherited legacies or to condtuarying mixtures of clientalism and markets.

Establishment of tax regimes has been conductitieet@evelopment of quasi-patron-
client relationships between governments and ensexp in the CIS countries. These
relationships also check the process of transnaltiatiorf’. In the new EU member states,
taxes have been allocated away from corporafidrmd towards individual citizens.
Moreover, the CEECs and the Baltics provided farempmpanies with various ‘fiscal
sweeteners’. This pattern of taxation, reminiscérg CME-type tax system (see Section 2.2),
is observed regardless of the parties controllreggovernmerit (Appel, 2006).

While tax systems in CEE and the Baltic countriemadmore on ‘new sources’ of
revenue, in the FSU republics tax systems are rgdlgestructured more around “old”
revenue sources’ (Gehlbach, 2008, p. 17). Thes# '@venue sources are taxation of
enterprises, including large industrial enterpriaed groups of enterprises, and of goods and
services. The variation in tax structures is coteteto ‘a small number of initial conditions’
(Gehlbach, 2008, p. 127), including inherited indaksstructure, proximity to the West, and
the level of economic development at the start maihdition. In the FSU republics,
encouragement of tax payments by large, sometinempolistic enterpriséd— due to their
better ‘taxability’, or easiness to tax — resultedhe disproportionate provision of collective

goods to them, often at the expense of SMEs. Asualtt the SMEs sector in the FSU lagged

27 Chapter 4 sheds some light on how the relatiosshiph investors are organized in one of the fifahe
repressed economies of the CIS.

%8 Reduction of corporate tax rates have been coresidey some member states, including Germanyaas ‘t
dumping’.

29 There is another important trend, namely the #laithg’ of income taxation. A number of post-soatli
countries, including Romania, Ukraine, Russia, 8ki@, Serbia, Latvia, and Estonia, have imposdddbes.
Such reductions had not necessarily been desteuttie state capacity to collect flat taxes isdrett
Nevertheless, flat tax might adversely affect therpand benefit the rich.

% In Russia and other large CIS countries, compaaies to create ‘holdings’ operating in differeat®rs.
These holdings are similar to diversified busing®aips in HMEs of Latin America (Schneider, 2009).
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behind its counterpart in the CEECs and the BafBcsish & Noel, 1996). Moreover, factors
of production tend to be concentrated in the fadarelustries, rather than being smoothly
distributed across sectors. This pattern is convautt the maintenance of dual economy.

The reliance on enterprise taxation strengthensntieedependence between the state
and selected, government-favored economic actotheaexpense of truly private agents.
Disproportionate support of important taxpayers esathem ‘winners’, who are capable of
exerting economic and political influence. Appalgnthese ‘winners’ have incentives to
slow down market reforms, including restrictions foreign competition, in order to extract
rents from bureaucratically-regulated markets (dah, 1998; Sonin, 2003).

To summarize, the ‘Great Divide’ between the new Be&imber states and the FSU
republics has persisted. There are also variatisthin both sides of this divide.
Dissimilarities in the functioning of markets andstitutions do not necessarily fit a
CME/LME dyad. One of the crucial differences isatell to the degrees of their
‘transnationalization’. The CIS countries have atitacted comparable levels of FDI and not
allowed foreigners to gain controls over their bagksystems. On the one hand, their
political systems contain the elements of cliestali which has an economic backing. For
instance, the CIS tax systems bear the stamp abrpatient relationships. The FSU
governments prefer to tax familiar forms of economactivity, particularly large,
monopolistic enterprises, at the same time providigd disproportionately large volumes of
collective goods.

In order to get additional insights into the causkesansnationalization, two cases are
discussed in the next section: Latvia and Bulgdsgdvia was once a part of the Soviet Union
and attempted to radically break with the past bpducting a large-scale liberalization

program. In contrast, Bulgaria had been postpom&igrms, but later had been forced to
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‘transnationalize’ its economy in order to copehathe consequences of its internal economic

crisis.
2.5 Case studies

The case of Latvia

The Republic of Latvia, with one percent of the plagion of the former USSR, was the third
most industrialized region of the Soviet Union aftee Moscow and Leningradblasts.
Latvian factories produced minivans, radios, trasugpmobiles, trains, ships, and airplanes,
not to mention less complex commodities, includiegtiles and furniture (Frucht, 2005;
Idzelis, 1984). The largest Soviet electro-technécaerprise, ‘VEF’, with 20,000 employees,
was located in Latvia. A semiconductor plant, ‘Adghproduced electronics used in civil
aviation and space industry (lvanov, 2005). In ltite 1980s, the Soviet planners upgraded
Latvia’s industrial facilities by renovating thestalled equipment. When Latvia became
independent in 1991, it had a strong industriahtsg qualified workforce, and a network of
15 research institutions (Smirin, 1999).

However, the majority of employees of Soviet coghmns located in Latvia were
ethnic Russians (lzdelis, 1984). Among them, mamppsrted the preservation of the Soviet
Union®’. Latvian political elites sharply opposed thiswidn order to fight with its political
foes, they had decided to simply shut down manythef industrial facilities to deprive
Russian-speaking workers of their means of subgisteAccording Graugé (2010), some
plants could have been left to operate rather sstalty by further upgrading equipment and

software of NC-machines. For instance, in 1999 Lthiwian authorities closed the Institute of

%L In fact, in the referendum of 1991, the majorifySmviet Union citizens voted for the preservatisithe
Soviet Union. However, the leaders of the threailbdips — Russian Federation, Belarus, and Ukraimeet-in
Belarus in December 1991 to sign a treaty to digstile Soviet Union.
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civil aviation engineers, which trained studentsnirall over the world, because it used
Russian as a major language of instruction (Krasg0%1).

Latvian émigrés had been involved in designing laatvreforms. In 1991, about
300,000 Latvians lived abroad (Krasnov, 2011). Al percent of them returned to claim
their property back. According to Gaponenko (2014¢ reform program was based on the
condemnation of the Soviet past and the policyLafification’. The latter included a peculiar
concept of ethnic hierarchy: Latvian is the onlpdaage to be used officially, citizenship
should be given to ethnic Latvians, and all tho$® wettled in Latvia during the time of the
Soviet Union are considered quasi-occupants. Thdicapion of the concept of ethnic
hierarchy has implications for economic reformsr€haninova, 2011).

Since industrial facilities were seen as possedgitegvalue, efforts were dedicated to
develop the financial sector. The Latvian finansigstem played a role of quasi-offshore for
capitals escaping from Russia. Latvian banks weesl @as a ‘transit route’ for capital flight.
In the wake of the EU membership, Latvia was forteedhange regulations of the banking
system by considerably downgrading its quasi-offshiole. Apart from banking, capital went
to the real estate sector. Throughout the 200Qsifatanflow to Latvia was quite high,
leading to a credit boom. However, it is too muohctaim that the Latvian industry was
completely destroyed. Latvia still has competitivadustries in such sectors as forestry, metal-
working, and food. Transit remains important, particularly the tiaref Russian goods,
including oil, corn, fertilizers, and coal.

Latvian reforms have limited capacity to addregswiork problem. Despite high labor
market flexibility, employers and employees haveef@med to go beyond formal
arrangements. In particular, the share of envelopges in Latvia is rather high in

comparison with other EU member states (ZasovalMloreover, Latvian workers have

32 One of the important export products is spratdckvare exported to Russia and Ukraine.
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been escaping their economy to find temporary job#&/estern EU countries. The census of
2010 recorded that population of Latvia decreage@d.2 million from 2.7 million in 1989
(Straumanis, 20133 This large number of emigrants reduces the pressm redistribution
exerted on the Latvian state, which is increasing§yng its capacity to redistribute because
of the global financial crisis.

In particular, the crisis of 2008—2009 has turrtegl ltatvian economy into one of the
most indebted in the region. By 2011, foreign daebteased to 130 percent of GDP. At the
same time, GDP shrank by 25 percent, while unennpémy level increased to 22 percent.
The debt problem remains acute as in 2012 Latwadmgay about EUR 630 million, in 2013
— EUR 720 million, and in 2014 — about EUR 1.8ibill (Kolyako, 2011). These figures are
striking for an economy that started the processcofiomic transition with virtually no défit
The IMF helped Latvia by providing loans amountindeUR 7.5 billion (IMF, 2010).

Latvia can be seen as the case of willful, abrugmignationalization, which has been
driven by ‘extraordinary politics’. In terms of agdsing the four key problems, elites have
been relying on neo-liberal policies, includingdntial transnationalization. The latter has
made the economy vulnerable, without being condutos the creation of internationally-

competitive industries.

The case of Bulgaria

The issue of nation-building was much less acutulgaria than in Latvia. In February 1991,
an orthodox macroeconomic stabilization program \easiched. This program included
liberalization of prices and foreign trade and tegting of fiscal and monetary policies.

Bulgaria was heavily trading with other memberstioé Council for Mutual Economic

% In fact, authorities used a statistical trick éport a bigger figure. In particular, census waglypaonducted
online. A special clause was applied for ‘Latviatizens living abroad for more than one year (Ubttics
Division, 2011)

% The debts of the USSR were all taken by the Rogséaleration.

59



Assistance (CMEA), while the bulk of this trade wasith the Soviet Union. Also, Bulgaria
had accumulated substantial foreign d&bs Poland and Hungary (Lavigne, 1999).

Despite the implementation of the orthodox reformogoam, the Bulgarian
government continued to support enterprises witfh Isans. As a result, banks started to
accumulate bad debts. By 1996, the loss of confelémthe banking system provoked a bank
run and sharply increased the demand for foreigrenay. The Central Bank tried to defend
the value of the national currency, teg, but reserves were soon depleted.

The currency crisis of 1996-1997 brought a newtipali force, the Union of
Democratic Forces, into the government. The newiyred government asked for economic
assistance from the international financial institos. The IMF proposed to install a currency
board (CB) in order to simultaneously resolve thiebfems of inflation and of external
imbalances. The latter were to be corrected by e wage adjustment and reduced
demand for imports. The CB in Bulgaria was intragtligointly with the new Law on the
National Bank on June 10, 1997 (Pavlov, 2009).

The CB created favorable conditions for ‘the foreigvestment-led growth’, which is
at the heart of ‘a specific variety of capitalismat features high share of foreign ownership of
productive and financial assets, large and growdegendence on capital imports, and trade
dependence’ (lvanova, 2009, p. 159). Ultimatelg, @B has not been a very effective tool to
bring down inflation, which reached double-digites in 2007. Moreover, the CB has not
eliminated external imbalances. In 2007 and 2008lg&ia’s current account deficit
increased to alarming 25.1 percent and 25.3 pexfe@DP, respectively, while the volume
of foreign debt increased by more than three tifrea 2003 onwards.

At the same time, even temporary macroeconomigligyatas not led to the inflow of

FDI directed towards high-productivity sectors, inhrappened in the Visegrad countries.

% Debt servicing was suspended in 1990 and paynuthtsot resume until 1995. In fact, debt burden was
of the factors that contributed to the Bulgariarehcial crisis of 1996-1997.
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Although FDI inflows took off after Bulgaria joindethe EU in 2007, the major targets of FDI
were real estate and construction. In 2007 and ,28pBroximately 39 percent of foreign
investment went into construction and real est2beand 24 percent, respectively, went into
financial intermediation, while manufacturing atteed only 11 percent of the total in 2007
and 13 percent in 2008 (lvanova, 2009, p. 173)estws exploited the low-wage advantage
enjoyed by the Bulgarian economy. Over 1996-2008g&ia’s exports was dominated by
unskilled labor-intensive manufacturing productevBlopment of labor-intensive production
has not been conducive to the technological upggadf the domestic industry (Bozhilova,
2010; Gradeva, 2010).

The case of Bulgaria shows that transnationalinatias to a great extent the result of
the need to resolve domestic economic problem&ioflih macroeconomic stabilization was
accomplished, transnationalization has not helpedBulgarian economy to develop new

technologically advanced industries.

2.6 Conclusion

This chapter continues the discussion of the dimgrgpathways of post-socialist countries.
Comparative political economy offers a powerful lghieal approach to understand the
diversity of modern capitalism. However, institutéd arrangements in post-socialist countries
— with few exceptions — do not necessarily evohte either a CME or a LME type. Varieties
of post-socialist market economies are characterige institutions only partially coherent
and by peculiar mixtures of them.
At least in the economies of the CEECs and theid3althere is a strong unifying

factor: foreign penetration in industry and bankifRgreign banks and multinationals have
played an active role in shaping the developmeragctories of these economies. In contrast,

in the CIS countries, this penetration has occuored lesser scale. The dividing line between
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these two sets of countries is thus between diftere in the degree of exposition of their
national economies to the inflow of foreign capital

Transnationalization can be considered as a tdahibpolicy discretion. In Chapter 1,
it has been shown that CEECs opted for privatimatiobanking to avoid the problem of bank
recapitalization. In the case of Bulgaria, the enay board has been a self-imposed,
disciplinary mechanism to address accumulated dienasstitutional weaknesses. In line
with the argument outlined in the previous chaptamely that policy-makers initially try to
avoid profound reforms and tend to cling to thevimes institutional routines, the case of
Bulgaria indicates that such ‘clinging’ may endumeless the grips are loosened by the
domestic economic crisis.

In some cases, elites may insulated themselvestfiemested interest and do not wait
for the crisis to occur. The case of Latvia sholat policy-makers had interpreted economic
legacies as malign: for them, socialist times werare disastrous than radical economic
reforms. The case of Latvia shows that ideologasinfluence the speed of market reforms.
These observations are incorporated in the modéhapter 3.

The dividing line between the new EU member statesthe CIS countries is found
in other instances. One of them is the institubbtaxation. In particular, in the CIS countries
tax regimes have promoted the familiar forms ofmeoic activity, including the operation of
large, monopolistic enterprises. In contrast, tBE=Cs and the Baltics have modified their tax
systems to promote new forms of economic activitgluding the development of the SMEs’
sector. Moreover, in the CIS economies, bureaucraterventions stifle markets. Reforms
have been stalled by clientalism and rent-seekwlgich have checked the process of
transnationalization.

Disadvantaged social groups have relied on ‘extians, including temporary labor

migration. Paradoxically, this feature is commonhe Baltic States and other FSU republics.
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To a certain extent, both groups of countries wentthe extremes in reforming their
economies: the Baltics have traveled too far iseédibedding’ their neo-liberalisms, while
other FSU republics have created peculiar comlanatiof clientalism, paternalism and
authoritarian mobilization.

To summarized, first two chapters of the thesis tBet necessary context for the
discussion and analysis of performance of reforggdads. The factors at play appear to be
similar across many post-socialist countries, lalicg reactions differ. These differences are
related to a number of factors. The chapters pelpse attention to one of them, namely the
ways policy-makers have dealt with the industrieddcies. A brief comparative account
shows that policy-makers, at least initially, try éxploit available industrial structures.
However, in the CEECs, this exploitation had natrbéurned into a fully-fledged industrial
policy of East Asian type. When policy-makers hateeded the period of preservation of
industrial legacies — as in the case of Bulgampalcy change occurred after the crisis, caused
by the accumulated dysfunctions. In order to taddiédiciencies, policy-makers opt for
‘importing’ discipline by opening economies to tinlow of foreign capital and encouraging

foreign ownership of domestic banks.
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Appendix 2.A

Figure 2.1: Share of hi-tech exports in total maotfred exports, percent, 1996-2010
(selected years)

Slovenia Visegrad States Bulgaria and Baltic States CIS Countries
Romania

O 1996 m 2000 O0 2005 OO0 2010

Country/Year 1996 2000 2005 2010
Slovenia 15.7 15.5 16.4 16.7
Visegrad States 13.9 17.6 20.6 24.9
Bulgaria and Romania 15.2 11.5 9.7 13.3
Baltic States 14.7 18.3 15.8 16.8
CIS Countries 8.3 5.5 4.8 6.7

Source author’s calculations on the basis of UNCTAD dtatieen from the online database
(http://www.unctad.org/en/Pages/Statistics.aspxewed 25 April 2012). Exports of
manufactured goods by degree of manufacturing (SBGo 8 less 667 and 68) —
manufactures with high skills and technology intgnsGoods include products with high
R&D intensity, such as in aerospace, computersynpeeuticals, scientific instruments,
machinery, and metalworking products.
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Figure 2.2: Share of fuel exports in total manufeed exports, percent, 1996-2010 (selected

years)
] -
1 |
Slovenia Visegrad States Bulgaria and Baltic States CIS Countries
Romania
m 1996 m 2000 O 2005 O 2010
Country/Year 1996 2000 2005 2010
Slovenia 0.9 0.7 2.1 3.5
Visegrad States 5.2 4.2 4.5 4.0
Bulgaria and Romania 0.9 10.1 10.7 8.7
Baltic States 10.4 12.6 16.5 13.4
CIS Countries 22.9 30.8 34.4 34.9

Source author’s calculations on the basis of UNCTAD ditleen from the online database
(http://www.unctad.org/en/Pages/Statistics.asppuved 25 April 2012).

Table 2.1: Asset share of foreign-owned banks ¢mncent), 1996—2009

Country/
Year 1996 1997 1998 1999 2000 2001 2002 2003 20®@D522006 2007 2008

2009

CIS
countries
(average) 88 115 213 203 213 227 195 23.6.32®@1.2 221 263 297
Visegrad
States
(average) 5.4 101 122 228 352 382 415 499 552 63.2.86970.3 72.1
Slovenia  12.7 193 23.7 241 427 783 841 96.3.79697.3 97.0 99.0 99.2
Baltic
States
(average) 353 374 47.1 43.0 548 623 597 66.282777.0 780 738 786
Bulgaria
and
Romania
(average) 84 101 9.7 266 471 688 737 756176326 841 847 858
Source: EBRD database, http://www.ebrd.com/pagesdreh/economics/data.shtml, viewed

20 April 2012.
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Figure 2.3: FDI per capita in post-socialist coigstr USD per year, 1996-2009
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Source World Bank, World Development Indicators Database

Figure 2.4: Accumulated FDI per capita, 1996—2010

Average CIS _ 1407.4

Average Baltics 6810.9

Average BGR-ROU 4789.4

Average Visegrad 7387.5
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Source World Bank, World Development Indicators Database
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Figure 2.5: Remittances to GDP in 2009, percent
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Source IFAD (2010)
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Chapter 3

Dualism and Growth in Transition
Economies: a Two-sector Model with

Efficient and Subsidized Enterprises

3.1 Introduction

The process of economic transition from centrallgnped economy to market economy
seems to be well-documented and studied. The ésisadments of this process are
privatization, liberalization of prices and of ecomc activities, along with the substantial
reduction of state intervention into the econommytHe course of economic transformation,
post-socialist countries have been able to geneab@omic growth and to increase their
GDPs per capita, yet lagging behind the EU averddewever, some countries of the former
Soviet Union — especially Belarus and Uzbekistdrave consciously put caps on economic
reforms despite their benign consequences. Thestilrat the stage of ‘economic dualism’.
At this stage of transformation, the elements of @onomic order are still present,
mainly in the form of uncompetitive, loss-makingteprises kept afloat with the help of
subsidies and directed bank loans, while moreiefftccompanies operate in parallel. Most
transition economies in CEE successfully passedphase, while other countries — including
Belarus and Uzbekistan — appear to be virtuallkedcin at this stage, which has some
similarities with the ‘dual-economy’ pattern obsedvacross many developing countries

(Lewis, 1954; Rada, 2007; Ocampo et al., 2009).
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Why are slow reformers unwilling to speed up th&ma process? This chapter
focuses on two factors, such as industrial legaare$ popular attitudes towards reforms,
which give politicianscarte blancheto put caps on economic changes. All former state
socialist economies were characterized by condsmtraf industry. Policy-makers had to
decide which enterprises should die, which showddphbvatized and/or restructured, and
which should continue to function. Enterprise nesturing entails considerable social costs.
Thus, politicians may delay economic reforms ineorih minimize social pains.

Long before the process of economic transitiondwasirred, economic transformation
of a similar nature was analyzed by Lewis (1954 Toexistence of backward and advanced
elements in an economic system was captured bgatfeept of a dual economy. The concept
of dualism has not yet been applied to study thessof economic transition and particularly
the case of laggard reformers.

In this chapter, the persistence of economic denadiad its outcomes are illustrated by
building the model of a dual economy. In the indaksphere, a sizeable sector consisting of
less efficient enterprises coexists with a reldgianall, but viable modern sector comprised
of more efficient companies and petty entreprenélite dividing line between two sectors is
differences in the efficiency of enterprises antithe ownership. In particular, a few export-
oriented companies partially owned by the statesarndessfully operating in foreign markets,
can be also included the sector of more effici@inemic units. Fractions of profits of more
efficient companies are converted into subsidiedes efficient enterprises. Moreover,
ideological factors have played an important rolecreating a climate not favorable to

massive privatization and in support of the presion of state controls over the economy.

3.2 Dualism and post-socialist economic transition

A concept of dualism in economic development wagimally proposed by Boeke (1953) to

study the Indonesian economy and society. A typdcal economy consists of two sectors: a
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small urban-industrial and a big rural-agricultussctor (Lewis, 1954). The traditional,
backward sector supplies labor to the modern, asbéisector. Although in two sectors rules
of accumulation differ, wages in the modern sedigpends upon earnings in the traditional
sector, which, in turn, are determined by the sibsce level of incomes and/or some
unmodelled institutional featurds(Lewis, 1954, p. 150). Accordingly, lower wages in
traditional sector (e.g., due to the postponeménthe introduction of new technologies)
result in lower incomes in the modern sector. lditwh, the limited supply of labor in
manufacturing tends to compress wages in this settws, profits of the advanced sector
growth and the net real product increases. Thetatge size of the traditional sector and the
lower its productivity, the better are the condisdor growth in the modern sector. As long
as the backward sector supplies labor without §mdapital accumulation and economic
growth are unlimited.

Lewis’ paper stimulated a vast literature in thes5d® and 1970¥. One of the
elaborations by Fei and Ranis (1966, p**4mphasize two features. First, dualism is just a
stage of development, superseded by ‘maturity’, rehall producers maximize profits.
Second, in dual economy growth can be constraimedta the scarcity of industrial capital.

Industrial investment is financed by agriculturavisigs, which are volatile or limited.

% Lewis (1992) explained his inclination towards memic dualism by pointing at a historical puzzte8iritain,
during the first fifty years of the industrial rdution, real wages remained more or less constéuilevprofits
and investment were rising. This is against theclaasical prediction that all three variables stomlove
together. As a matter of fact, Lewis’ concept oaildeconomy is rooted in the classical approachnoittsand
Ricardo, according to which there is a virtuallylimited supply of labor’ that keeps wages low @ndfits high
(Lewis, 1992, p. 397). The debates have been ezhtmn the labor transfer problem and on the persist (or
shrinking) of the inter-sectoral wage gap in tharse of economic development (Basu, 1997).

37 Some important contributions include Baldwin, (636Eckhaus, (1955), Fei and Ranis (1966); Jorgenso
(1961), Harris and Todaro (1970), and Higgins (1956

% The mechanism described by Fei and Ranis (1968iniar to the one by Lewis (1954). In the backsvar
sector, labor is released as its institutional wexggeeds its marginal product. The latter begirssty while the
release of labor leads to a loss of agriculturépoll As a result, the relative prices of industgi@aods fall, while
the relative price of food grows. So the industwalge in terms of industrial goods rise and thegbupf labor
rises in industry. Then, the marginal product in@gture rises to reach the institutional wagerat
Consequently, labor in both sectors earns its matgiroduct, so the stage of ‘maturity’, correspogdo a
fully-fledged capitalist economy, is reached.
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In fact, virtually in every economy some degreedoélism exists. Even in the most
advanced economies, there are sectors in whichuptiod ‘techniques lag behind those of
the most advanced sectors, and in which standardscanomic and social welfare are
correspondingly low’ (Higgins, 1956, p. 106). Comgiave institutionalism literature points
to the emergence of dualism in the advanced eca®(hiancke et al., 2007). For instance, in
Germany, the split between regulated and flexildgnsents of the labor market has been
gradually institutionalized (Hassel, 2011).

Contemporary models of dualism (Vollrath, 2009; Aawsky and Basher, 2009; Rada,
2007) focus on factor market inefficiencies thatvéo overall productivity and income
(Vollrath, 2009), bring about ‘the recursive fisghlemma’ (Turnovsky and Basher, 2009),
but without canceling the possibility of sustaireal@mployment and adequate output and
productivity growth. It is argued that in developioountries the dual economy is likely to
stagnate unless it is transformed (Rada, 2007).

Why to approach the analysis of economic transitigth the concept of dualism?
Fundamentally, dualism emerges from the legacid®afy industrializatiofi and the related
difficulties of coping with these legacies. Furtim@re, populations can be unwilling to
tolerate the social pains caused by enterpriseuctating.

The closure of large industrial enterprises in fsuostialist countries would have led to
mass unemployment and to a very deep recessioayde@ nascent private sector could not
have absorbed redundant workers as quickly as tékiase would have occurred. Hence, it
‘was politically impossible and economically poags’ to tolerate a chain of bankruptcies, at
least at the early stages of transformation (Neld©96, p. 71). In this situation, many post-

socialist governments — at least for a short peoiotiine — re-softened the budget constraints

% For instance, in Czechoslovakia, only 1.4 per cémhanufacturing workers were employed at entegsti
with less than 500 employees as compared to 3B6guerin the United States in 1986, 47 per cent stV
Germany in 1987, 70 per cent in Demark in 1987, @hger cent in Spain in 1987 (Myant, 1993; NieJsk996).
In Russia, in 1990, there were only 25,000 smabrmmises; if the U.S. economy were taken as atbhaadk,
there should have been from 300,000 to 400,000af sompanies (Nielsen, 1996).
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and postponed privatization of larger state-owneigrerises (see Chapter 1). In the yearly
years of transition, the coexistence of viable gevsector of small and medium-sized
enterprises and unreformed industrial giants lethéoemergence of a dualistic structure. It
was not a dichotomy of rural-agricultural and urddashustrial sectors, but of sheltered and
obsolete state-controlled industrial enterprisasu® unsheltered modern private companies.
However, dualism is not about division between gevand public enterprises: there is
evidence that state-owned companies can functibciegitly, while private companies can
make losses.

The governments of, to mention some cases, PoladdCazechoslovakia (and later
Slovakia) delivered ‘subsidies, additional creditsleast implicitly guaranteed by the state,
various kinds of tax relief, and tariff and nonitfaprotection’ to state-owned enterprises
(Van Brabant, 1994, p. 77) in a ratlee hocmanner. It was not only the lack of resources
that made the implementation of a fully-fledgedtistiial policy'® problematic, but also the
ideological stance against interventionism in gah@tyal et al., 1998). Governments were
ware of the possibility of formation of specialengst groups powerful enough to bargain for
special treatment (Kaminski and Soltan, 1989; Hauand Wojtyna, 1993).

Mounting fiscal deficits prevented post-socialistuntries from insisting with this
policy (Bonin et al., 2004): the volumes of taxedlected were insufficient to acquire funds
for subsidization. In particular, preferential tagatment was generally given to private firms
populating the modern sector so as to stimulate grewth. More, the tax burden has been
gradually shifted from enterprises to individuatdefilbach, 2008). In addition, there were
numerous opportunities for tax evasion. Taking toge all these features assigned an
important role in keeping obsolete industrial geaatioat to banks (Sherif et al., 2003). As a

result, banks had begun to accumulate bad loans.

0 A fully-fledged industrial policy was conducted Bgst Asian ‘developmental states’, including Ja/Sauth
Korea, and Taiwan (Johnson, 1982; Woo-Cumings, 19&8e, 2005).
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It follows that dualism — at least in the CEECsodld not last long. For subsidized
enterprises, incentives were an obvious issuet eswell known, the possibility of being
bailed-out creates a moral hazard problem. Moreaer higher tax rates — necessary to
finance subsidies to less efficient enterprisesculds have suffocated the development of
dynamic private sector. Finally, banks could hawxdme more vulnerable with more

doubtful loans in their portfolios. As Myant (1998,151) describes the situation:

‘...in the view of the state budget and balance oynpents problems, [the dual-track]...strategy
depended either on very substantial external amhahe acceptance of a budget deficit and possibly

some form of stronger restrictions on imports’.

Moreover, in order to continue with the massive sstization of obsolete sectors
would have been against the content and the gpitite reform programs in CEECs and the
Baltics and their goal of EU membership. In corjrasthe FSU, governments did not face
the challenges of the EU membership, and thus hageater freedom for maneuver in

economic policy-making.

3.3 Persistence of dualism: stylized facts

In the vast majority of transition economies, ptévzaector dominates over the public sector
(see Table 3.1 in the Appendix 3.B). The emergefcprivate sector is mainly related to
privatization and enterprise restructuring. Theseai positive correlation between EBRD
indicators capturing these processes and GDP péadaee Figure 3.1 in the Appendix 3.B).
Nevertheless, countries that have displayed smaltegress with regard to enterprise
restructuring and privatization have performedtieddy well in term of economic growth,
although lagged behind in terms of GDP per capste (Table 3.1 in the Appendix 3.B).
Among them, the case of Belarus is illustrative: édconomy has been growing without
substantial reforms. At the same time, the Belarugiconomy can be considered as a dual

economy.
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In Belarus, 15 large state-owned enterprises genepproximately 55 percent of
industrial output. Many of these enterprises pagsawhich then are turned into subsidies for
the others, which are less efficient. A small, iable private sector is also playing a role of
the donor for the sector of less efficient econoumiis. First, private companies — much more
often than the state ones — are subject to heaayida and other confiscatory practices. The
World Bank’'sreport ‘Paying Taxes-2010’ constructs an indexsudag tax systems from the
point of view of a domestic company complying wilifferent laws and regulations: among
all the 183 countries considered in the reportaBel is the country where companies are
subject to the heaviest burden in terms of taxsraaenount of hours needed for accounting
purpose and number of paymehisin general, Belarus is well ahead of other titiorsi
economies in terms of tax-to-GDP ratio (see Tablei the Appendix 3.B). Between 1994
and 2008, this ratio on average amounted to 47eperwhile in the Baltic States this figure
was around 37 percent. Moreover, Belarus managedeserve the old tax system, based on
the taxation of enterprises, goods and servicesofitrast, both CEECs and Baltics states
diverged from that pattern by relying on persoaaks, thus bringing their tax systems in line
with those of the West European countries (Gehlpb2a08).

It is difficult to trace how tax revenues are tidabted into subsidies, due to the fact that
the classification of budget expenditures has b#emged several times. Nevertheless, one
still counts that over the period 1993-1997, subsitvere at least 6.4 percent of GDP. Since
2006 onwards, they went up to 12—13 percent of GDRpout a quarter of the state budget
The IMF estimates that the quasi-fiscal expend#imeBelarus amount to at least 3 percent of

GDP over the 1998-2000 period (IMF, 1999, 2000,1208ccording to the recent estimates

*IIn Belarus, it is estimated that more than 900r&iper year are spent to calculate and to pay ixese are
107 different payments a company may be subjectiolle the percentage of profit taxed is 99.7cdmtrast,
for Lithuania, these figures are 166 hours, 12 paynand 42.7 percent of profit, for Latvia 279 tspseven
payments and 33 percent of profit, and for Est8didours, 10 payments, and 49.1 percent of pifar(d
Bank, 2010a). Also, in 2009, about 12 percent loémployed in Belarus were accountants (about 40,0
people, while the number of tax inspectors wereiagd3,000) (Duben, 2010).

“2 All the data here and thereafter are from varitasistical bulletins published by the Ministry $fatistics of
Belarus, later transformed into the Belarusiani§teal Committee, or Belstat.
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made by the World Bank (2010b, 2011), the volumestate support to agricultural and
industrial enterprises amounted up to 12-13 peroértBDP per annum over a period of
2005-2009. These figures include not only diredisgdies, but various indirect forms of
support, including tax relief and lower energy pscin 2010 — 2011, the volume of support
was reduced. The currency crisis of March 2011 foased the Belarusian authorities to
revise the volume of subsidization. Neverthelgssamn be estimated that the volume of state
support would amount at least to 3.7 — 4 perce@DP in 2012.

The recipients of these subsidies are those statew enterprises that make losses or
seek state support to fulfill production plans. Thast majority of loss-makers are
concentrated in agriculture (see the Table 3.zhen Appendix 3.B). On average, over the
period of 1994-2008, about 17 percent of the eritarp in the Belarusian economy were
loss-making, with total losses amounting approxetyato 3.7 percent of GDP. Also, there
have been sizeable stocks of unsold goods producetkfficient enterprises, being unable to
sell these goods and thus having troubles with degidyment and the acquisition of needed
amounts of circulating capital. Between 2001 an@8Ghe average volume of stocks of
unsold goods amounted to 58 percent of total mgntidustrial output (or about 3.6 percent
of GDP).

Why does the government go on with a policy of glibation that requires an ever-
growing volume of resources to accumulate and spather unproductively? This policy,
indeed, is rather costly and might threaten maao@mic stability. However, taxation and
spending remain the most effective economic insénishin the hands of politicians to remain
in power. As a matter of fact, politicians’ decissoon taxes and subsidies inevitably reflect
the effort to reach compromises and to build cosggramong the various economic and

social groups (Steinmo, 1993; Mares, 2006).
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Figures of public support for free market instibmis in Belarus is less than those
displayed by, for instance, the Baltic States {Sgare 3.2 in the Appendix 3.B). Indeed, even
authoritarian governments cannot simply ignore igulttitudes and impose their will in a
top-down fashion. There is an ample evidence thtaicaacies hold elections and generally
care about the support of the public (Linz, 200@n@hi and Przeworski, 2001; Cox, 2009;
Miller, 2009). Also, at least in the initial phasafstheir existence, autocratic regimes tend to
care about the imaginary medium voter by providiagous public benefits. However, in the
former Soviet Union countries these provisions témdde rather ‘paternalistic’ (Standing,
1998). The latter means that governments have bewitling to install modern welfare states,
since they prefer to rely on various distorted ferai social protection, such as guaranteed
employment, toleration of paid administrative leaae loss-making enterprises, price controls,
etc.(Kapelyishnikov, 2001).

The welfare state in Belarus used to be smaller thather transition economies, and
only in 2005 it slightly exceeded the levels of \iatand Lithuania (see Figure 3.3 in the
Appendix 3.B), which are considered to be the lgaserous in terms of welfare expenditure.
This reflects a peculiar feature of the dual ecopam Belarus, where maintenance of
employment and social assistance are achieved lsidszing inefficient industries. Thus,
dualism is maintained in order to address work ametfare problem simultaneously. As a
matter of fact, these enterprises employ peopl® @therwise could have been unemployed.
At the same time, some enterprises are clearly astgy for the purpose of preventing
poverty, especially in the so-called ‘mono-townsilbin the former Soviet Union to serve
one particular plant (Gimpelson & Lippoldt, 2001aidHuk et al., 2004). Actually, their
closure could lead to a chronic poverty in a region

There is a problem in analyzing the phenomenoncohemic dualist by a means of

econometrics. This is because statistically itifScdlt to distinguish between more and less

76



efficient enterprises, although there is an ampidence for the existence of inter-sectoral
differences. That is why analytical modeling isfpreed over econometric one.

To summarize, economic dualism emerged in the eoofdransition from centrally
planned economies to market systems because diffirilties of coping with industrial
legacies and unwillingness of the policy-makers #mel population to bear considerable
social costs. All transition economies passed pghese of transformation, but some managed
to be locked in this phase for a longer periodinmfet The implications of this prolonged
period of subsidization in terms of capital investrhand economic growth are formally

analyzed in the sections below.

3.4 The basic model

In the economy under consideration, there is aosatnsisting of profit-maximizing, more
efficient firms that are taxed by the government a sector of subsidized enterprises that are
managed in the interest of their employees. TheEngement can be explained by the fact that
the workers of the subsidized firms are a key dtuesicy for the ruling politicians, which are
those who appoint the managers of these enterpasdsdecide on taxation and public
subsidies.

In this economy, the workers consume entirely tkainings and can be employed in
the sector of profit-maximizing firms or in the s@cof subsidized enterprises, while the
investors decide on the fraction of their incomalévote to the accumulation of capital, and
the government taxes more efficient companies faking transfers to the subsidized firms.
Both types of firms produce the same product, dmsl single good can be used both for
consumption and for capital investment. The maf&etthis good is perfectly competitive.
Also the market in which firms rent the capital ttha accumulated by the investors is
perfectly competitive. In contrast, the labor marisesegmented: workers employed in the

sector of subsidized enterprises cannot be replagexitsiders and their wages are set so as
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to maximize their expected income, while in thevaie sector wage determination is
perfectly competitive. Time is discrete and thedihorizon is infinite. Finally, there is no
source of random disturbances and agents’ expegcsadire rational (in the sense that they are
consistent with the true processes followed byrélevant variables), thus implying perfect

foresight.

Profit-maximizing firms
There is a large number (normalized to be onej@ftical firms that maximize their
profits. In each period t, they produce the sirggled Y; according to the following

technology:

1_
th :AptLapi)Kptapu O<a, <1, (3.1)
where Yot are the units of good {Yproduced by the private firms,pt and Kot are,

respectively, the labor input and the capital stoskd by a private firm to produceth and

Apt is a variable measuring the state of technology pfivate firm. It is assumed thapfis

a, 43
pto

a positive function of the capital installed ingtentire sector of the econondy; = K
This assumption combines the idea that learningdigg works through each firm’s capital
investment and the idea that knowledge and prodtctgains spill over instantly across
firms (see Barro and Sala-i-Martin, 1995). Therefan accordance with Frankel (1962), it is
supposed that althoughpfiis endogenous to the sector of profit-making fireach firm

takes it as given, since a single firm’'s decisitv@ae only a negligible impact on the

aggregate stock of capital of the entire settor.

“3 Consistently with this formal set-up, one caniiptet technological progress as labour augmenting.
“*4 This amounts to say that technological progressigenous to the profit-making sector of the eoon
although it is unintended by-products of firms’ tapinvestment rather than the result of purpof&D
efforts.
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In each t, the representative firm hires labor esmits capital so as to maximize its
profits my, where:
m, =Q-1)Y, -W,L, -RK,, 0=s7, <1, (3.2)
wherer, is a value-added tax rate, angl;\dhd R are, respectively, the wage rate paid by a
private firm and the rental rate on capital. Noticat Y; is a numéraire of this economy and

that its price is normalized to be one.

Subsidized firms
There is a large number (normalized to be one)irofsf that are subsidized by the

government. In each period t, they produce thelsiggod Y according to the following

technology:
Y, = LGKG™, 0<a, <1, (3.3)

where Y are the units of good Yproduced by the subsidized firms, ang and K are,
respectively, the labor input and the capital stos&d by a subsidized firm to produceg Yh
the basic model, it is assumed that total factodpctivity is time invariant. One may think
that subsidization can undermine incentives to gegaeproductivity gains (i.e. no learning-
by-doing)®.

In each period t, the representative subsidized émploys labor and rents capital so

as to maximize the expected income of its typicapeyee, pWVst, where Wt is the wage
rate paid by a subsidized firm, andipthe probability of employment in period t fotygical

employee of a subsidized firm. This probabilityefined by:

L. .
=i L s M,
p, =1 M, (3.4)
1 otherwise,

> This assumption can be generalized by statingetvent subsidized firms are able to generate priiyct
gains, but they are less efficient than profit-magkiirms in generating them.
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where M are the employees of a subsidized firm in t (itwrkforce). The workforce of a
subsidized firm is assumed to coincide with thekeos employed by the firm in the previous
period who have not retired:
M., =@-n)L,, 0<n<1, Mgis given, (3.5)
where is the fraction of the workers employed in thessdized sector in each period that
retire at the end of the period.

The representative subsidized firm is subject éofttiowing budget constraint:
S +Y,-W,L, -RK, =0, (3.6)

where $is the subsidy that a firm receives from the gowent in t.

Investors

There is a large number (normalized to be onejentical investors. In each t, the

representative investor chooses its sequences mn$um13tion{Cm}‘r’]":t and investment

{1.}>_, in order to maximize its discounted sequence dityiti

[

3 6™ In(C, ), 0< <1, (3.7)

n=t
subjecttoC, +1, < RK, andK,,, =1, +K,(1-0), 0<6<1, and K is given,

where K is the investors’ stock of capital inft,is a time-preference parameter, ané a

capital depreciation parameter.

Government

In each period the government must balance itsdtudg

S =1, (3.8)
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Since the subsidy per employee of the sector osidided firms(S‘J tends to

t
diminish with M, while it is plausible that the pressure exertedhe political authorities by
the employees of the subsidized sector tends tease with their number Vit is reasonable
to model the tax rate whereby the government fiaartbe subsidies in favor of the state-
supported firms as an increasing function gf M

r,=f(M.y), y>0,f, >0 f,>0, f,  >07f(0,))=0. (3.9)

The parametey captures the propensity of the political systenfatmr the subsidized sector
relatively to the sector of profit-making firms, w@h depends on values, ideologies
(approximated by preferences for market refornrspdrticular, the impact of a larger; Fn

T; tends to be stronger whenevyas greater.

A possible functional specification consistenthw(8.9) is the following:

2
f(M,,y)= M, 1M, , M <N and 0g<1, where N is the size of the entire
t N 2N t

working population (for simplicity, it is assumeaiemain fixed in time).

Markets equilibrium

Equilibrium in the market for the single good regst
CWt +Clt + lt =th +Yst’ (3-10)

where Gyt is workers’ consumption in t (the workers conswenérely their earnings).

Equilibrium in the segment of labor market, wherefip-making firms operate, requires:
L, =N-M,, (3.11)

Equilibrium in the capital market requires:

K + Kg =Ky, (3.12)
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3.5 The equilibrium path of the economy

Solving the agents’ optimization problems (seeAppendix 3.A), the equations are obtained
that, together with the market-equilibrium condito(3.10)-(3.12), must be satisfied along an

equilibrium path:

W, =a,[1- f(M, YIK L%, (3.13)
R, =(@-a,)1- f(M, YL, (3.14)
W, = f(Mt,y)KptL‘;‘;h;f;‘%Mi’s-RIKSI, 3.15)
R, =@-a)KFME, (3.16)
Ls=My, (3.17)
OR*1-0] . 1 (3.18)
RivKirr- T ReKy- 1y

Kt+1=14+K(1-9), (3.19)
M1 =M @-7). (3.20)

Equations (3.13) and (3.14) provide the optimatibnditions of a profit-making firm with
respect to the choice of labor and the choice @itak respectively. Equation (3.15) is
derived from the budget constraint of a subsidified. Equations (3.16) and (3.17) are
derived from the solution of the optimization pretol of a subsidized firm (see the Appendix
3.A to check that it is always optimal for a sulzzed firm to employ its entire workforce).
Equation (3.18) is derived from the Euler equabbtained from the solution of the investor’s
optimization problem (see the Appendix 3.A). Eqoiasi (3.19) and (3.20) provide the laws of
motion of the capital stock and the workforce @ ftate-controlled sector, respectively.

Using (3.11), (3.14) and (3.17)-(3.20), one carambthe two difference equations in

MtandZ, = :(—t that govern the equilibrium path of the economy:
t
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AM 41, M) =My -M0-7) =0, (3.21)

r(M t+l’Zt+l’ Mtlzt) =
_6la-a, )i (M DIN ML) +1-0] 1+9(2)
(- ) FM o DIN-M )™ -Z @@ )i M KN -M )™ -2,

(3.22)

where g(Z;) =Z; -9 = py E% (see the Appendix 3.A for the derivation of the
t

equation (3.22)).
Given (3.21)-(3.22), one can demonstrate the faligwproposition concerning long-

run growth in this economy:

Proposition 1: The asymptotic rate of real GDP growth dependheeon the initial size of
the workforce employed in the subsidized sectoramothe propensity of the political system
to favor this sector relatively to the profit-magisector, but only on the structural parameters

of the economy.

Proof By inspecting (3.21), one can immediately checét talong an equilibrium path

lim M =M =0, thus entailing:lim L = N(see equation (11))}{1;10 R,=R= (1-ap)N”’p

to o to oo

(see equation (14)){|m K¢ = Kg= (consider thatR = (1-ap)N”p and see equation
(3.16)), lim Y4 =Yg = O(consider that M=0 and 40, and see equations (3.3) and (3.17)).
to o0

Hence, ifZ, -~ Zast - o, equation (3.22) reduces #j(1-a,)N™ +1-0]=1+Z-J as
t - o, thus giving

Z=limZ, =6@-a,)N” -(1-6)(1-9). (3.23)

too0
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Therefore, ifZ, - Zast - o, one haslim Y- Ve _ lim Kie1- Ky

t- o0 Yt t- o0 t

=g9(9=2-0,

where Z is given by (3.23) and depends neither gmbf ony, but only onap, 6, 6 and N.

An implication of Proposition 1 is that economiésusng the same structural features,
but differing because of the relative size of thsibsidized sectors and of the propensity of
their political system to protect the employeeshaf subsidized enterprises, should converge
in the very long run to the same growth rate.

For studying the transitional path along which #wnomy moves from period 0
onwards, the system (3.21)-(3.22) is linearizediadfM = 0,Z = §(1- 2, )N -(1-6)(L- 8)).

The linearized system thus obtained has only on@jediory converging
to(M =0,Z = 8(1- )N -(1-6)(1- 3)), which is governed by (see the Appendix 3.A fa th
derivation)

M =My@-7)", (3.24)

Mo [L-8(1-m)]@A-a, )N f, +aNT™)d-n)'

Z-7Z =
! 6*-1+9

(3.25)

where Z=6(1-ap)N””-(1-6’)(1-5) and the partial derivativefMt is evaluated at

(M=0z=60-a,)N" -(1-6)a- ).

Given (3.24)-(3.25), the following proposition el

Proposition 2: Along the transitional path, the rate of investitnis lower if the initial size of

the workforce employed in the subsidized sectdarger (larger Nj) and/or if the political
system has a more accentuated ideological propetsitprotect the employees of the

subsidized sector (greatgr
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Proof By considering equations (3.23) and (3.25), one easily check tha:t% <0 and
0

0Z,
—= <0 (recall thatf >0).
ay ( M.y )

Proposition 2 reflects the fact that in this eaogceverything that induces the policy
makers to devote more resources to subsidize fdverdgerprises tends to depress the
incentive to invest: it is only in the very longnrii.e., when the influence of the interests

connected to the subsidized enterprises on theypwlakers has faded away) thagandy do

not exert any downward effect on capital investnasrd growth.

Although Belarus lags in terms of per capita béhmore advanced transition
economies (see Figure 3.1 in the Appendix 3.Bjljgplays satisfactory growth rates, which
exceed the rates of the majority of other transieoonomies (see Table 3.1 in the Appendix
3.B). Thus, the governments, being aware of theedveffects of direct subsidization of the
less efficient enterprises upon capital accumutatad growth, can resort to other policy

instruments. One of such instruments is finan@ptession.

3.6 Conclusion

This chapter suggests that the experience of #esitton economies can be productively
understood in terms of dualistic development. laldeconomies, an obsolete sector of less
efficient, typically state-owned enterprises coexiglong with a viable sector of relatively
efficient, competitive firms providing tax revenuat the government utilizes to subsidy the
loss-makers. The dividing line between two seci®rsot in terms of ownership, but in terms
of efficiency. This pattern has a political backipgliticians are reluctant to restructure due to
their propensity to protect the employees of theotdte enterprises and to their ideological
preferences over the depth of market reforms. Tdleymakers have capitalized on the

public concern for job security, and converted ttagsicern into a broader unreceptiveness
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towards neo-liberal reforms. Some countries haveeticaway from this trajectory rather

quickly (the advanced reformers, especially Poland the Czech Republic), while others (a
number of former Soviet Union republics, and palttady Belarus) have not (yet) diverted

from this path.

In essence, economic dualism appears to be inddeapahe course of the transition
process, since (i) the high level of industriali@aatinherited from the socialist era made the
social costs of restructuring quite severe; (iig theed to prevent the economy from
experiencing mass unemployment in the period nacgd® construct a well-functioning
market-based coordination mechanism justified tilesslization of selected enterprises or
sectors; (iii) the existence of political preferea@nd public attitudes hostile — or at least not
particularly favorable — towards market-orientetbmas obstructed the emergence of a pure
market economy.

The model presented here shows that, in those agesavhere the policy makers are
particularly concerned with the protection of thesolete less efficient enterprises, capital
investment and economic growth are dampened aloagransitional path. Determinants of
the policy makers’ attitudes towards the subsidigaterprises are the fraction of the entire
workforce that is employed in these industrieshat heginning of the transition process and
their ideological orientation with respect to marteforms. Therefore, the model predicts that
— ceteris paribus- the larger is the initial share of the workfotbat is employed in the
obsolete sector and the stronger is the degredeoldgical hostility towards a pure market
economy widespread in the population, the lowahésspeed at which a transition economy

will converge to the income level of the most adhehcountries.
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Appendix 3.A

Solution of the optimization problem of the representative subsidized

firm

By using (3.3) ad (3.6), the problem of the repnéssitve subsidized firm can be rewritten as
_SHKELG -RK

max p;Ws;, whereW,, = ot st and pis given by (3.4).
Kstbst L

st

oPeWst _

st

The first-order condition for a maximum with respéo the choice of kg is

which entails(l- /) K *LZ =R, . Inits turn, @- B K °LT = R, implies that

aptht — Wi—tasl—(;i_l - St + Ki}asl—ii 'Rtht <0. (3.A1)
aLst Lst > Mt Lst Lzst
One can also check that
lagy a.l
aptWSt - ﬂ<st Lst > O ) (3A2)
aLSI Lst S Mt Mt

Given (3.A1) and (3.A2), it is necessarily the ctss only Lst=Mt maximizesp;Wg;.

Solution of the optimization problem of the representative investor
The intertemporal problem of the representativester can be solved by maximizing

Zet{ln(Rth-lt)-At[Kt+1-It-(l-d)Kt]} with respect to ¢/ Ki+1 and the Lagrange
t=0

multiplier A, and then by eliminatingy, thus obtaining (3.18) and (3.19). An optimal path
must also satisfy the transversality condition

t
lim LS

7t - 3.A3
t_,ooRth‘It ( )

Derivation of the linearized system (3.24)-(3.25)
By linearizing the system (3.21)—(3.22) arOL(MJI: 0,Z=6@1-a)N™ -(1-«9)(1-5)), one can

obtain:

87



-Miy 1-n 01-M, .
= a o 1 , from which one can
Z-Zu | |[A-6(1-m]A-a, )N, +aN™") g° |2-Z,

compute the eigenvalues =1-7 and w, =61, where0<w <1 and w, >1 (saddle-path

=| [1-6(1-n)]@-a,) (N f,, +a,N"") |, where Q

} (1-7-67)Q
Q

stability). By using the eigenvectOEll
21

is a constant whose value has to be determinedcaménd the system governing the saddle

path:
_ o1 _ t
‘M, = (1-n-6 )?(1 n) . (3.A4)
[1-6(1-m]@A-a)(N"* fy +a ,N"")
Z-7,=Q(-n)". (3.A5)
By setting t=0 in equation (3.A4), one can useitiiteal condition My to compute:
M, [1-6(1-n)]@-a )N f,, +a NT*
_ M[1-0Q-mId-a )N Ty, +a, )_ (3.A6)

6*-1+n

Finally, by using (3.A6) for substituting Q in (34)(3.A5), one obtains (3.24)—(3.25).
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Appendix 3.B

Performance indicators of transition economies

Table 3.1: Economic Indicators of the Selected Siteon Economies, 1994—-2010

Private Average  of
GDP sector three  EBRD Tax to

GDP growth GDP growth growth, Private share in indicators of GDP

rates, rates, average of sector share GDP, per GDP per enterprises ratio, per
Country/ average of average of 2008- in GDP, per cent in capita, USD restructuring*, cent in
Indicator 1994-2000 2000-2008 2010 centin 1994 2009 in 2009 2009 2008
Albania 6.9 6.1 4.7 50.0 75.0 3795.8 3.3 32.1
Armenia 5.4 11.2 -1.1 40.0 75.0 2653.7 3.3 19.6
Azerbaijan 11 15.8 9.7 20.0 75.0 5119.1 2.6 27.6
Belarus 14 7.9 5.6 15.0 30.0 5122.9 1.9 52.7
Bosnia and
Herzegovina 24.9 5.8 1.3 n.a. 60.0 5122.3 2.7 44.8
Bulgaria 0.2 5.7 0.6 40.0 75.0 6400.0 3.6 36.5
Croatia 4.1 4.3 -1.6 35.0 70.0 14241.4 3.6 46.7
Czech Republic 2.2 4.2 0.0 65.0 80.0 20411.7 4.0 442
Estonia 5.0 6.9 -5.5 55.0 80.0 13461.6 3.3 40.9
FYR
Macedonia 1.7 3.0 1.6 35.0 70.0 4542.6 3.4 37.1
Georgia 2.8 7.0 -0.1 20.0 75.0 2429.0 4.0 37.1
Hungary 3.5 3.6 -1.6 55.0 80.0 12818.8 3.0 34.1
Kazakhstan -1.1 9.4 3.5 20.0 70.0 6921.6 3.2 25.7
Kyrgyz
Republic 0.4 5.0 2.4 30.0 75.0 1766.2 3.7 29.6
Latvia 4.0 7.3 -7.7 40.0 70.0 853.3 3.8 39.5
Lithuania 2.2 7.1 -3.8 60.0 75.0 11436.7 3.0 37.2
Moldova -2.0 5.9 11 20.0 65.0 11023.1 3.1 41.6
Poland 5.6 4.2 3.4 55.0 75.0 11313.4 3.3 43.3
Romania 0.4 5.6 -0.6 40.0 70.0 7504.3 3.1 34.5
Russia -1.1 7.0 0.6 50.0 65.0 8681.6 2.9 35.4
Serbia 2.2 5.5 1.3 n.a. 60.0 5889.2 4.0 43.1
Slovakia 4.3 5.8 1.8 55.0 80.0 16244.5 3.4 n.a.
Slovenia 4.5 4.4 -1.1 45.0 70.0 24366.5 2.8 43.6
Tajikistan -4.5 8.6 5.6 15.0 55.0 766.2 3.3 27.5
Turkmenistan -0.1 14.8 9.2 15.0 25.0 2842.6 14 115.
Ukraine -6.3 6.9 -3.0 40.0 60.0 24925 3.1 45.0
Uzbekistan 1.6 6.3 8.4 20.0 45.0 1070.3 2.6 32.7

* Three EBRD indicators are large-scale privatizgtismall-scale privatization, and enterprise restning.

These indicators reflect the depth of enterpriderne. The higher the score, the more enterpris¢osas
reformed.

Source:EBRD database, http://www.ebrd.com/pages/reseaschbmics/data.shtml, viewed

20 April 2012.
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Table 3.2: Share of loss-making enterprises inBelal995-2011, percent of the number of
enterprises

Industry/Year 1995 2000 2005 2006 2007 2008 2009 1020 2011

Total in the economy 179 223 3.5 8.5 6.5 5.1 7.6 55 6.5

Industry 116 184 55 164 137 116 15.1 10.7 315
3.1

Agriculture 13.2 418 0.7 1.4 2 1.2 2.2 (54.4) 9.1 (31.5)*

* From 2010, Belstat reports two figures: a smatlee is the recorded number of loss-making
enterprises in agriculture, including all thoset tfeceive state support; while the larger figure
accounts for all those companies that would behoaking without state support. Thus, state
aids are used to avoid large-scale losses in dfgnieu At the same time, no comparable
figure is provided for the industry.

Source Belstat, various publications

Table 3.3 Government support to industry, 2004—20#&fcent of GDP

Indicator/Year 2004 20052006 2007 2008 200%verage 2010 2011
2004-
2009
Tax benefits 19 30 32 37 32 30 3.0 1.8 11
Non-interest budget subsidies 30 36 36 77 837 6 55 3.3 2.8
of which subsidy to oil suppliers 24 40 33
Budget investment grants 1.2 03 04 04 04 02 5 0. 02 0.1
Budget interest rate subsidies 00 00 00 01 0.02 0.1 0.5 0.6

Implicit subsidies under the budget 01 01 00 00 01 05 0.1 - -
credit programs, including from extra-

budgetary funds

Budget spending on repayment of 04 06 07 09 07 08 0.7 0.6 0.4
guaranteed credits (called guarantees)

Bank recapitalization program 1.0 1.1 10 06 15.00 09 - -
Other programs 01 06 02 03 0.3 - -
Total government support (including 76 87 9.0 140 145 117 109

subsidy to oil suppliers)

Total government support (without 76 87 90 116 105 84 9.3 6.3 5.0
subsidy to oil suppliers)

Source World Bank (2010b) for the years 2004—-2009, f@8t@— 2011 — author’s calculations on the basis of
the data taken from the Belstat and the Ministriziofince.

Figure 3.1: Average economy-wide wages in Belang some other transition economies,
December 2011, EUR
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Figure 3.2: Support for free market institutionger@ge of 1991-1997, percent
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Figure 3.3:Social expenditures in the selected transition egoes in 2008, percent of GDP
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Chapter 4

A Model of Financial Repression and Growth

in a Dual Economy

4.1 Introduction

What are the effects of financial repression ormgiaim growth in a dual economy? Although
numerous scholarly studies detect a negative atiwal between financial repression and
GDP growth, there are few exceptions. The latteluote post-war Japan and South Korea in
the 1970s, Mexico and India in the 1980s, and,etuly, China and Belarus. This chapter
focuses on the cases of Belarus and China. Thesénancially repressed economies that
display satisfactory rates of economic growth aisteover the last decade and a half (see
Table 4.1 in the Appendix 4.B)

The rationale of the governments to financiallyresg their economies is to boost
capital accumulation and to ensure designated tndssand sectors have access to capital at
a cost lower than the market one. The latter is s&eparticularly important in the context of
many post-socialist countries. Socialist economy ledt profound legacies in the form of
large industrial enterprises whose restructuringlec@asily endanger the growth prospects
and also cause painful social costs. The goverrsnardg maintaining controls over the
allocation of financial resources and by that mgkinansition to a market economy a
controlled and smooth, rather than a chaotic andtsmeous, process.

In Belarus, financial repression is indirectly aimiting to the maintenance of
excessive employment at loss-making enterprises.|8tter play a role of ‘centers for social

welfare provision’ in the absence of meaningfuligek of supporting the unemployed in the
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economy characterized by a low pace of restruaguand therefore slow job creation and
destruction. For bureaucrats, which are a partotifipal nomenklaturafinancial repression
can be a way to reap private economic benefits fpoislic policies. For example, officials
who manage state-owned enterprises can colled bgnexploiting the preferential treatment
provided to domestic producers. Moreover, the that certain enterprises or sector have
access to capital at a cost that is kept artificialw through policy interventions has obvious
distortionary effects on resource allocation. A¢ #ame time, financial repression may create
a potential conflict between savers and workersabse the latter might benefit from a policy
that lowers the cost of capital for the enterprises

This chapter explores the possibility that finahotgpression has more positive effects
on economic growth than the direct subsidizatiorrdérprises via the state budget. However,
growth may occur at the costs of repressing savens, may be a class of purentiers or
who may be households that both save and work. ¢Jehis worth to assess the distributive
implications of this policy, which is studied inishpaper under the simplifying assumption

that the population is divided betwesmtiersand workers.

4.2 Financial repression and growth

Financial repression can be defined as ‘a set bfips, laws, regulations, taxes, distortions,
gualitative and quantitative restrictions and oolstr which do not allow financial
intermediation to operate their full technologipatential’ (Roubini & Sala-i-Martin, 1995, p.
277). Policies of financial repression typicallglide interest rate ceilings, high bank reserve
requirements, credit ceilings or restrictions omedions of credit allocation, and direct
control of the banking system by the government.

One of the key reasons for the use of financiataggion is to generate revenues for
governments at artificially low costs by maintagilow interest rates and without legislative

complications (Giovannini & Melo, 1993, p. 953). rFmstance, high ratios of reserve
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requirements, earning no interest, function asngplicit tax on banks and also restrict banks
from allocating a certain portion of their portfadi to more productive loans and investment.
Required liquidity ratios are a variant of this ipg] when banks are demanded to hold a
fraction of their deposits as low-return governmsatturities. If high reserve requirements are
coupled with interest rate ceilings, savers recdower real interest rates than could be
provided by the market.

Governments may also meet their fiscal needs bysmg, formally or informally, to
banks to hold a fraction of their deposits in tenf of low-return government securities.
Similarly, governments can artificially reduce tledasticity of money demand through
inflationary financial repression practices andsthocrease government revenues via the
inflation tax. Financial repression is often asateul with higher inflation rates and higher
base money per capita (Roubini & Sala-i-Martin,3.99 18). This is the second-best strategy
of taxing population instead of taxing banks améficial intermediaries (Fry, 1995, p. 19).

Low interest rates do not only imply low costs ef\scing government debt, but also
can be a powerful way to encourage investmenthénearly 1960s, development economics
literature recommended central banks to act aslo@vent banks and keep interest rates low
to favor investment (Oman & Wignaraja, 1991). Tpadicy was supported by the argument
that ‘myopic’ markets tend to keep the rate of acglation below what is socially optimal.

Financial repression can be also conceived as laofomdustrial policy, aimed at
ensuring stable provision of capital to designasedtors and industries of the economy.
Government guidance includes orders to invest itiqudar projects. One of the cases of such
policy is post-war Japan (Johnson, 1982) and S&wtfea in the 1970s. Without directed
loans, there is a danger that banks would ‘notcati® funds to those projects for which the
social returns are the highest’ (Stiglitz, et.1893, p. 45), for instance, to building necessary

infrastructure that facilitates trade (roads, comioations, etc.). In India, the argument in
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favor of the ‘social control’ policy (that includetirected lending) was the necessity to break
‘too close ties’ of commercial banks with induséstablished at the expense of ‘agriculture
and other essential sectors of the economy’ (P20€12, p. 126).

The problem is that low interest rates encourageitfiplementation of low-returns
projects. Moreover, if savers are not compensaiéd ‘feasible rates of return’ (Shaw, 1973,
p. 80), they respond by reducing their money hgslimell below ‘socially optimal levels’
(McKinnon, 1973, p. 69).

Numerous scholarly studies find a negative coriglabetween financial repression
and long-run economic growth The McKinnon-Shaw thesis is that financial repres
reduced the real rate of growth due to diministpngductivity of capital (Shaw, 1973, p. 6).
If financial intermediaries are operating more elgg2o a competitive free-market equilibrium
level, then a positive effect on the growth ratbesg generated.

Traditional growth theory relates financial intewhaion to the level of the capital
stock per worker and to the level of productivibyt not to their respective growth rates.
Endogenous growth literature demonstrated thainéiah intermediation can have not only
level effects, but also growth effects. Howeveerein a simple AK mod&], it can be shown
that financial repression influences both the bataof banké® and the equilibrium growth
rate of the economy through its impact on the arhofimesources devoted to accumulation
and on the average product of capital stock (Pggd®83). By using a three-period
overlapping-generations model, Bencivenga and Sr(il®91) show that high reserve

requirements reduce the steady-state values afghieal stock, output, and bank deposits.

46 See, for instance, Gelb (1989), King and Levined@9and Fry (1995).

“"In this model, the economy’s growth rate deperasstively on the average product of capital and the
proportion of resources devoted to capital accutia

48 Similarly, Demetriades and Luintel (2001) arguet tha centralized allocation of credit has effdmgond
interest rates, i.e. upon behavioral charactesistiddanks and depositors. Banks their policiesalging
deposits by non-interest rates methods, while savary change their willingness to supply their sgsito the
banking system. These changes affect financiahd@pd the level of GDP per capita. These conclgsioa
based on the premise that economic actors areahtamd can foresee the long-term adverse effédtsamcial
repression. In this situation, directed lending barthe tool to command the allocation of loans.

95



Although numerous publications find a negative tretabetween financial repression
and economic growth, there are studies challentfiagconclusion. In particular, Fry (1995,
Ch. 9) maintains that the adverse effects of regjgwason growth are less pronounced when
the total savings or the investment functions arened. In similar fashion, directed lending
to selected companies may generate positive spittowo the economy as a whole (DeLong &
Summers, 1991).

Dornbusch and Reynoso (1989, p. 206) warn thah&ia liberalization — an antipode
of financial repression — does not automaticalgdléo higher per capita growth. Moreover,
they find ‘only episodic empirical support for tlgegowth effects of a liberalized financial
system’. The practices of financial repression domecessarily hinder economic growth, so
the removal of financial repression produces antaiguesults.

However, the positive effects of financial represstan evaporate over time, while
demand for cheap loans remains protracted. Moreca®erShaw argued (1973, p. 86),
administrative credit allocation is not cost-effeet because it requires expensive
management procedures and creates opportunitiecdiouption. For instance, initially
positive association between directed loans andityrdnas been reexamined because of its
tendency to generate overinvestment (Demetriaddsafouh, 2001), and in particular the
continuous financing of low-productivity or loss-kieg projects in large industrial
conglomerateschaebol$*°.

Inefficient investment creates a problem for botAnks and economy: banks
accumulate bad loans in their portfolios, whileslespital is invested in profitable projects.
Over time, resources available for investment reardy shrinks as in the preceding period

losses are generated by unproductive firms and dfiset by using a fraction of revenues

9 In particular, they claim that ‘in spite of theegence of unproductive credit, the banking systewrgribution
to TFP was significantly positive during the...thaecades [before the Asian crisis], although TFPlsvbave
been greater had the proportion of ‘unproductialitt to total credit been smaller’ (Demetriades$-&ttouh,
2001, pp. 2-3).
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collected from more productive firms. In India, 1995, 50% of all loans provided to so-
called priority sectors (about one-third of totaktfolio of banks) were estimated to be non-
performing (Joshi & Little, 1998) after almost tardecades of directed lending. Gupta (2001,
p. 429) notes that directed credit came ‘at theé obshe quality of loan portfolios of banks,
the growth of overdues and consequent erosiondfitgioility of banks’.

In China, directed lending has allowed firms hae#tdy access to finance and helped
to promote growth of both firms’ value-added antltéactor productivity (Demetriades et al.,
2008). But at the same time, directed lending leskaccompanied by increase in the share
of non-performing loans (up to 40%) (Farrell & Lyr2D06). Lardy (2008) stresses that the
continued manipulation of the interest rate strreettould hinder the development of Chinese
financial market and thus long term economic growth

In Belarus, directed lending has been coupled high rates of economic growth, and
relatively low share of non-performing loans: ardupercent in 2010 (World Bank, World
Development Indicators Database). However, thisrégmight actually be higher due to the
lack of accurate bank-level data, and reach evepe2€ent by the end of 2012, according to
Moody’s estimates (Areshka, 2011). At the same tiem®nomic growth has been recorded
against the background of heightened inflationh@sNational Bank of Belarus has increased

the volume of loans to banks.

4.3 Directed lending in Belarus and China: stylized facts

Belarus and China are mixed economies with thengtioterventionist states. They are also
‘dual economies’, although their dualisms diffeitsEof all, in China, there are at ledagato
dualisms. The first dualism is related to the FBtsus non-FDI economy (Whalley & Xin,
2006). FDI-led industries tend to be concentratedhe eastern costal areas, which attract up
to 85 percent of FDI (Funk, Izaka, & Tong, 2002k & result, one part of the economy has

become integrated in the world market, while tHeeopart has remained less developed, with
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few links to the more dynamic coastal areas. Algioérom the 1990s, Chinese authorities
implemented policies to stimulate inflows of FDtarthe interior regions of China and thus to
prevent deepening of uneven regional development r@gional disparities, FDI-based
division persists.

The second dualism concerns the development of faetowing sector, which
requires reallocation of labor force from the rualthe urban regions. A conventional view
of China’s development portrays it ‘a dual-trackteyn’, where large state-owned enterprises
(assigned until the mid-1980s, at least partlya @anning system) coexist with collectively-
owned and private companies. Transition economags been discouraged from following a
Chinese ‘dual-track system’ (see Chapter 1 foridgtaChinese gradualism was seen as a
product of specific economic structure, which isnalo a typical developmental problem of
moving from an economy based on lower-productigigyiculture to an economy relying on
higher-productivity industry (Lewis, 1954; RanisR&i, 1966).

In contrast, transition economies faced a problénstauctural adjustment, i.e. the
restructuring of state-owned enterprises into it private companies. This task put the
post-socialist countries closer to the Latin Amanicather than Asian states. Moreover, the
former socialist economies had already experimentidl gradualism in the late 1980s by
trying to revitalize growth, such as plan bargainiworkers’ self-organization, etc. (Lavigne,
1999). However, these experiments had not beenleitaladdress inherent economic flaws
of the socialist economies. Last but not leastrethveere concerns that transition recession
could ignite political conflicts blocking the refarprocess. Gradualism is an avenue to make
these conflicts entrenched so reforms should bededaout rather quickly to block the
opposition from temporary losers (Przeworski, 1991)

Nevertheless, a number of transition economiedu@ieg Hungary, Poland, and the

Czech Republic) had initially attempted to subsdenterprise via the banking system, but
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soon abolished this after a series of costly reabpations (Mihalyi, 2004). In contrast,
Belarus has continued to implement subsidizatidities, while the private sector has never
been allowed to become dominant in the economya Aessult, the Belarusian economy has
been split into the two segments, one consistinigss efficient enterprises supported by the
state, and the other consisting of more efficiemrhpanies, used as ‘donors’ to support their
poorly performing counterparts. This pattern hasilarities with the Chinese economy’s
divide, evolving since the 1990s: between the enéreeurial, market-driven sector vis-a-vis
the state-led sector.

A more nuanced account of Chinese economy provigidduang (2008) attributes the
development of this second kind of dualism to tbkcy reversal of the 1990s:

‘A central mechanism of the growth model of the X99@&s to finance state-led, urban China by

heavily taxing entrepreneurial rural China. Theulewas the urban boom...the entrepreneurial Chind e
price...rural tax burdens were high and increasedtanbially. In addition, the state increased charfye

providing basic services, such as education anihh¢iduang, 2008, p. 43).

On the financial front, this heavy urban bias hasrbsupported by directed lending.
As a result, firms located in the rural ar€dsave to increase efficiency in order to survive,
while the urban SOEs have no such incentives. Pbigy discrimination produced ‘the
efficiency differential [that] can be very largéigang, 2008, p. 19).

Since the beginning of the reform process in 199891 China has registered
impressive rates of economic growth, although tleevth process has been cyclical (with the
upswings in the mid-1980s and in 1992-1994). Dutirgfirst years of reforms, growth was
due mainly to the agricultural sector's performanibet subsequently, manufacturing and
services became dominant (World Bank, 1996). Theedof economic growth in China has
been ‘high investment demand backed by a stabdadial system leading to high aggregate

demand, and at the same time, to increasing cégmehd new technologies embedded in

0 These firms are not necessarily agricultural peeds. They are simply located in the rural areasatd,
2008).
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new investment’ (Herr & Priewe, 2005, p. 204). Groates in gross capital formation as well
as the proportion of gross capital formation in pent of GDP have been relatively high in
China, but not in Belarus.

Belarus initially suffered from transition recessitut since 1996 growth has resumed.
Over the years, it has been driven by stimulatidndomestic demand, although the
availability of customs union with Russia playedraat role between 1996 and 2002. Also,
Belarusian authorities have been able to effegtibalrgain for discounts on imported gas,
which is the core energy resource used in dompsbiduction. At the same time, investment
dynamics have been much weaker than in China éde 4.2, Appendix 4.B).

In the 1990s, the employment and investment gromvthe state sector of the Chinese
economy had been supported by the government throhgap bank credits and money
creation (or inflation taxes). Brandt and Zhu (208€ported that between 1979 and 1993, on
average of 84% of all new credits from the statekbay system were allocated to the sector
of state-owned enterprises. More than one-thirdhef loans in the economy were ‘policy
loans’ financed by policy banks and/or People’siBaihChina, which were often not repaid.

Allen et al. (2007, pp. 87, 92) point out that higgmk concentration and the provision
of policy loans resulted in the accumulation of sp&nforming loans, which still remains to
be ‘the most glaring problem for China’s bankingtse, and for the entire financial system’
As a result, the most successful part of the firnsector appears to be ‘a sector of
alternative financing channels, such as intermarfcing and trade credits, and coalitions of
various forms among firms, investors, and local egoments’. This sector of alternative
finance has expanded with the rise of the sectendll and medium-sized town and village
as well as private enterprises. The governmenvagea of a greater efficiency of privately or
individually owned firms, also partially owned bychl governments, and it extracts resources

from them to subsidize the state sector via thiestevned baking system.
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As in China, state-owned banks in Belarus providicp loans to selected borrowers
at interest rates lower than market rates. Mostnofit occurs within the framework of the so-
called ‘state investment programs’ to support adiuce, industry, and housing construction.
These programs are developed and implemented tzerdhe growth targets set for the
economy and the industfy These growth plans are perceived to be implerb&nts soon as
there is an adequate volume of loanable fundsarettonomy. Thus, policy loans are used to
ensure that necessary financial resources areabl@énd, preferably, at low costs. Although
the share of non-performing loans in Belarus isitredly low, they can resurface as the
government withdraws supports to the state-ownddrgmses. If so, at least some of the
directed loans may become unproductive creditrtance low-return projects.

However, the important difference between Belamd &hina lies in the mode and
volume of savings. In Belarus, it is much lowentla China due to at least two factors. First,
there are considerable differences in the provisigoublic services. In Belarus, population is
covered by universal one-tier pension system, whiey educational and healthcare services
are provided for free. These features are congidasethe core part of ‘the social contract’
between the state and the major social groups larie (Haiduk et al., 2009). As a result,
workers have fewer incentives to save.

Second, China is characterized by a much lesseedead dollarization than Belarus,
where dollarization has been an endemic features oionetary system (Haiduk et al., 2004).
In Belarus, US dollars have been used as a storale¢ and, to a lesser extent, as a means of
payment. Moreover, there is a wide gap betweewgiaffand unofficial dollarization (Feige &
Dean, 2004). The high stock of cash hoarding ieifpr currencies — particularly US dollars —
leads to a loss of the domestic credit supply. Adiog to some estimations (Feige & Dean,

2004) more than 20 percent of financial wealth @laBus is kept in foreign currency cash. As

*1 Such planning occurs in the form of the five-tplans adopted by the government. The experienosssho
these growth plans are largely implemented. Thg patameter strongly ‘violated’ is the current aacodeficit.
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Honohan & Shi (2003, p. 14) argue, dollarizationed appear to shrink the availability of
credit, as compared with a situation where the sameunt of deposits are held onshore, but
in local currency’. Thus, high degree of dollariaat including unofficial one, is one of the
important determinants behind the enormous difleesrbetween domestic credit/GDP ratio
in Belarus and China.

Chinese authorities seem to be aware of the cefihkage problem and prevent
households from hoarding foreign cash. In Chinakb@eposits in national currency are the
only asset available to Chinese households. Depusiest rates are set administratively at a
rather low level. Together with the absence of aensal social security system, this forces
Chinese households to continuously accumulate gavim contrast, Belarusian authorities
are not brave enough to implement comparable steps.

A consequence of dollarization is that banks haveompete with the attractiveness of
the US dollar as a store of value by offering higtleposit rates. Uncertainties about the
economic situation have caused tiny bank runs, evh@ational currency deposits were
converted into foreign cash. One of such bank natsirred at the beginning of 2007, when
Russia reset the prices of energy.

The section below models one particular type ofodi®n, namely the provision of
policy loans at a rate lower than the market ratd@s can occur in different ways. This
chapter considers the direct subsidization of fagtdirms’ costs of capital by the government
and their indirect subsidization through the intedmation of the banking system.

A greater weight assigned to the favored sectdhefeconomy does not necessarily
damage the GDP numbers, but it ‘shows up in théanelimplications of growth’ (Huang,
2008, p. xv). Since the early 1990s, householdnmetas lagged behind economic growth,
and overall social performance has deteriorateds 2012) connects the issue of

overinvestment with the heavy urban bias of Chinasg¢horities described above. In
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particular, it is argued that a restart of growtl2008-2009 in China has led to an increase in
the volume of bad debts, like in the 1990s (Dag4,220Artificial acceleration of investment
leads to asset and property bubbles, which arslatd into non-performing loans of banks.
In turn, bailouts of banks imply a transfer of wikadnd income from savers to other parts of
the economy. Over the long run, this transfer -seduy a government-created distortion —

could decrease the welfare of savers

4.4 The basic model

In the economy under consideration, there is aosaxinsisting of more efficient, typically
private, firms and a sector consisting of lesscedfit, typically state-owned firms that are
subsidized by the government. Both types of firmmdpce the same product, and this single
good can be used both for consumption and for @dpi¥estment. The market for this good is
perfectly competitive. Also the market in whichnfis rent capital that is accumulated by the
rentiers (the ‘investors’, or ‘savers’) is perfectly compee, and the same is true for the
labor market.

The government subsidizes the less efficient fiopjpaying a fraction of their cost of
capital. It can be argued that the subsidized fianesless efficient because their managers —
possibly appointed by the government — are nohgtyomotivated to organize the production
process effectively. Hence, one may assume thatubsidized firms are those suffering from
X-inefficiency (Liebenstein, 1968}

The government finances the subsidies to the I&sseat firms by taxing the
investors, which have to decide in each period wiadtion of their disposable income to

devote to the accumulation of capital rather trmednsumption. In this economy, workers

%2 For simplification of modeling, the risk of defaig not considered.

%3 Companies may strive to preserve outdated produdsioilities not only because of the subsidies, dgo
because of the availability of other forms of poti@n, such as import tariffs and non-tariff barsiepreferential
access to government purchases, and so on.
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consume entirely their earningsind are all employed at the market wage. Timdssrete
and the time horizon is finite. Finally, there is source of random disturbances. Agents’
expectations are rational (in the sense they amsis@nt with the true processes followed by

the relevant variables), thus implying perfect sagét.

Firms
There is a large number (normalized to be onejl@ftical firms that operate in sector
i, i=p,s. In each period t, they produce the singt®d Y; according to the following

technology:

Yo = KALTKT" 0<a <1 (4.)
and under the assumption that> y,, where Y; are the units of good:Yroduced by the

firms operating in sectar Li; and K; are, respectively, the labor input and the capiiatk
used by a firm operating into produce ¥, and A is a variable measuring the state of
technology of a firm operating inThe assumption that, > y, captures the fact that a
typical firm operating in sectqr (the ‘efficient’ sector) can produce more tharcisinterpart
operating in secta (the ‘subsidized’ sector) even if both firms use same amounts of labor

and capital, and are characterized by the same @tétchnology.

It is also assumed thatiAs a positive function of the capital installedthe sector
where the firm operate#y, =K *°. This assumption combines the idea that learnirg-b
doing works through each firm's capital investmemtd the idea that knowledge and
productivity gains spill over instantly across fagrthat operate with the same technology (see
Barro and Sala-i-Martin, 1995). Therefore, in adamce with Frankel (1962), it is supposed

that although Ais endogenous to sectgreach firm takes it as given, because a singi@dir

> An extension can be made with at least a fraaifche workforce which saves.
% Consistently with this formal set-up, technologisengress can be interpreted as labor-augmenting.
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decisions have only a negligible impact on the eggte stock of capital installed in the sector
where the firm operates.
In each t, the representative firm hires labor esmts capital so as to maximize its

profits wi;, where:

ni-t:Yit_\NtLit_a-iRtKit’Ji:{ L=p . (4.2)
1-90<¢g<li=s

In (2), w is the wage rate, ks the rental rate of capital, apds the fraction of the total costs

of capital that is paid by the government as aislylis the less efficient firms.

Investors

There is a large number (normalized to be onejl@iftical investors. The
representative investor chooses its sequence stiogption{C, }, and investmen{l , }"_

in order to maximize its discounted sequence difias:

t

> 6 1In(C;)0<8<1, (4.3)
t=0

subject to:

C, +I, <RK,-T, (4.4)
and

Kia =11 + K, (1-9), 0<5<1, Ky is given, (4.5)

where ref is a time-preference parametey,ikthe investor’s stock of capital in t, andafe

the taxes paid by the representative investorandy is a capital depreciation parameter.

*® This amounts to say that technological progressii®ogenous to the private sector of the econohiguah it
is unintended by-product of firm’s capital investrheather than the result of purposive R&D effort.
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Government
Government intervenes into the economy in ordesutsidize the less efficient

enterprises by taxing the investors:

Tt = oRKst (4.6)

Notice that the amount of tax levied is equal ®$hbsidy that is provided to the less

efficient firms.

Markets equilibrium

Labor and capital market equilibrium imply, respesily,

L= I—pt + Lg, (47)
and

where L is the total endowment of labor (whichssumed to remain fixed over time).

Equilibrium in the good’s market requires

Yot + Yst=Gi + G + |, (4.9)
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where Gv = (Lpt + LsgW, is total workers’ consumption at time t (it is asged that workers

consume their entire income).

4.5 Equilibrium dynamics and a balanced growth path

By taking into account the market-equilibrium cdrahs and by solving the optimization
problems of the representative efficient and subsdienterprises (see Appendix 4.A.1), one

can verify that along an equilibrium path:

L, = f(#), f(9)>0 (4.10)
K aylL- (o™

=g(g)=—" , 9'(9)<0 4.11
< O ayrire 0 )
R =h(g)=y,Q-a ) f(#]”, h')>0 (4.12)

Given that all firms compete in an integrated cpiarket, a higher subsidization of
the cost of capital in favor of the less efficidinins (a largerp) pushes the efficient firms to
raise their marginal productivity of capital, sotasmatch the higher rental rate that the less
efficient firms can pay thanks to the larger supsi@iven the complementarity between
capital and labor, the efficient firms can raiseithmarginal productivity of capital by
increasing their labor input. Hence, it is not sisipg that both |;; and R increase withy.
Moreover, all firms compete in the labor market amast pay the same wage. Thus, the more
efficient firms tend to compensate the tendencyheir marginal productivity of labor to
decrease because of the highegr by increasing their capital stock. This is why tiaio
between K and Ky declines withp.

One can conclude from what is discussed abovethieamore efficient firms end up

employing more labor and more capital as a resuli@government subsidization of the cost
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of capital in favor of the less efficient firms. &ife is some evidence — both in Belarus and

China — to support this argum&ht

: . . . I
By using (4.10)—(4.12), one can derive the singlier@nce equation irZ, = Kt that

pt

governs the motion of the economy along an equilibrpath (see Appendix 4.A.2):

fl1-0)+h(g)]  _ 1+p) =0, (4.13)

Z+1!Zt = =
Ho2) hAI9(@)L-¢)+1]-Z., h(P)lg(@)L-¢)+1]-Z,

where

Kpt+1 - Kpt Z

= t -0
Kot [1+9(¢)]

0, = (4.14)

Along a balanced growth path (BGP), one must have:
Z.=Z, =Z=[h(g) - 1-0)1-9)][1+g(P)], (4.15)
thus implying

Py =P = p=60(g)+6(1-0)-1=6h(¢) +1-9]-1. (4.16)

By linearizing (4.13) around Z, one may easily ¢hnat

dZ., 02,12, =2,=Z _ g(9)lh@)L-2)]+[1-9)A-g(@)] , ,
dz, |2, =2, =Z  0z() (1+9(9))6[(1-9) +h(9)]
aZt+1 2n=4,=2

which implies that the economy is instable in aghborhood of its BGP. Hence, the only

equilibrium path of the economy is characterizedZhy = 7, = Z andpw1 = pt = p, Ut. This

> Allen et al. (2007) claim that over this period tifne, the so-called ‘hybrid sector’, comprised of
privately/individually owned firms (sometimes co-o@d by local governments) has become dominant ttweer
state sector in terms of employment and investniEm. expansion of this hybrid sector has been stpgdy
alternative financing channels (including interfialancing and trade credits) and corresponding gwamce
mechanisms. Moreover, the Chinese government lzakiglly allowed the privatization of state-owneakmto
increase the efficiency of the banking sector ancetiuce the volume of non-performing loans. Takegether,
all these developments have contributed to Chioegsall economic growth.
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means that in equilibrium the output grows at pat€herefore, by considering (4.16) and the
fact that h'¢)>0, one can conclude that the equilibrium ratea@nomic growth is a positive
function of ¢. In other words, the government can boost econagroevth by financing a
reduction of the cost of capital for the less efint firms through a lump-sum tax on
investor’'s income, since in this way it increades tental rate paid to the investors for their

capital, thus stimulating capital accumulation.

4.6 Welfare analysis

The subsidization of the cost of capital in favdrtlie less efficient firms has distributive
implications. Workers — who are here supposed tosave — may benefit from financial
repression since it delivers economic growth, whileestors — who are here supposed to not
work — may be negatively affected by such a polidyhough it is obviously a simplification
to assume that a part of the population only wairkd does not save at all, while another part
does not work at all and live on capital incomeg gan argue that this stylization sheds light
on the different welfare effects that financial negsion has on those who rely almost
exclusively or predominantly on their labor incoared on those for whom the returns from
savings constitute an important share of theid iataome.

In order to assess the welfare effects of finanejpiession on workers and investors,
the workers are assumed to have the same preferthrateare attributed to the savers.

Therefore, the discounted sequence of utilitiethefrepresentative worker is given by:

S 6 In(W,), (4.17)

Hence, considering (4.3) and (4.17), the followpmgposition can be formulated:
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Proposition 1: The well-being of the workers increases with the@ase in subsidization of
the cost of capital in favor of the less effici@inins. The opposite is true for the well-being of

the investors.

a{i 6" In(C|t)}
t=0
0¢

Proof: One can check that=° 3 >0 and

a‘{z g In(\/\lt)}

<0 (see the Appendix

4.A.3).

The content of Proposition 1 may help explainingnsostylized facts. As the
allocation of resources is managed politically taer actors have to bear a burden for this
intervention. In China, returns on deposits, thgomavestment option for households, are
used to be low and even negative in real termss Thplicit tax imposed on households is
estimated to be around 4 percent of GDP in 2007d{La2008, p.2). Given very limited
redistribution and scarce investment opportunitiegiseholds have to self-insure themselves
against various social risks by saving more andemor

While in China, financial repression is ‘most clgagvidence from the point of view
of households’ (Lardy, 2008, p. 3), in Belarus, @stors face a greater pressure. First,
domestic (and sometimes foreign) investors arenattquired to fulfill some so-called ‘social
obligations’, e.g. to finance infrastructural prg provide funds for loss-making farms, etc.
Second, after investment agreements are reacheéuhrities might impose further conditions
on investors. However, it is difficult for invessoto drop the project when some initial costs
have been borne out. At the same time, investdispstfer to operate in this seemingly
unfriendly business environment because competigostill limited. In particular, surveys

and interviews made in Belarus with the represemsatof small- and medium-sized
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businesses reveal that they value limited compatitlespite confiscatory inclinations of

economic authorities (see Haiduk et al., 2809

4.7 Subsidization through financial intermediaries

In this section, the basic model is modified byuas®g that the reduction of the cost of
capital in favor of the less efficient firms is nimanced by the government by taxing the
investors, but by allowing the financial interme@a, which are possibly under direct control
of the government, to charge a higher rental @tae more efficient firms demanding capital.
In the presence of actual or potential ‘unprodugtleans caused by directed lending, banks
have strong incentives to hedge against the riskecated with the accumulation of such
loans in their portfolios by charging non-favordeemts higher interest rates. This is one of
the ways for commercial banks to balance theirfplios.>

In this way, the cost of capital for the less eéiit firms is lower than the market rate,
i.e. the rate required by the savers for supplyirggcapital, while the opposite is true for the

more efficient firms. This arrangement is captuogdewriting equation (4.2) as:

ﬂit:Yit—vvtLit—aiRtKit,ai:{ 1ra.i=p (4.2bis)
1-90<¢g<li=s

while the investor’s budget constraint as

C, +1, <RK, (4.4bis)
and equation (4.6) as

oRKpt = RiK st (4.6bis)
One can now verify that along an equilibrium patbe Appendix 4.A.4) that:

L, =m(#), m'(e)>0 (4.10bis)

8 The owners of SMEs, who took part in focus grospessed that the benefits, which are derived fimited
competition (see Haiduk et al., 2009).

%9 Alternatively, non-favored borrowers can be credttoned given the limitations imposed by a sife o
individual bank’s portfolio and the risks associhtith too high interest rates. In particular, beunhay face a
reduction of revenues as firms would be tempteghgage in risky projects (Stiglitz & Weiss, 1993).
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n'(p)<0 (4.11bis)

@ a yImeN”
—L=n(g)=—" —
¢ a L -mg)]*

R=£(p) = (1_%(1[};)”@)]% , €(9)>0 (4.12bis)

Notice that also in this case the rental rate paithe investors increases wigh(for

the proof see Appendix 4.A.4)

: . . I .
The single difference equation ify = Kt that governs the motion of the economy
pt

along an equilibrium path is:

N2 = e(¢)[i[((¢1>)_(163:v;iS iﬁ]— Zs e(¢)[n(¢()1(1—p ;5)) -z, 0 G
where

P = Kp“}l(;Km - [1+Znt( o (4.14bis)
Along a BGP, one has:

2.,=2, = Z =[66(4) - - O)1- S)][1+ n(g)], (4.15bis)
thus implying

D1 = 0, = p=0c(¢) +0(1-0)-1. (4.16bis)
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By linearizing (4.13bis) around Z, one may checkt th

0z(.)
dz, __042u=4 =2 _n(@)le@)L-#I+[1-0)A-n(P)]
dz |2, =2=2  02() (L+n(9))ol(1- ) + &(9)] |
0Zy|Zw=24, =2

Hence, the economy is unstable in a neighborhoats @GP, thus implying that the
only equilibrium path of the economy is charactediby Z.; = Z = Z andp1 = pt = p, Ot.
This means that in equilibrium the output growsat¢p. Therefore, by considering (4.16bis)
and the fact that'(¢)>0 (see Appendix 4.A.4 for details), one can codelthat also in this
case the equilibrium rate of economic growth i®sifive function ofp.

It follows that economic growth in a financiallypessed economy depends on the
ability to repress investors. Economic growth canntaintained if the number of investors
grows and their funds are channeled into the stamd¢rolled financial intermediaries.
Interestingly, Belarusian authorities, when faciagcurrency crisis, partially caused by
excessive subsidization of state-owned enterprisefgerred to the Chinese experts, to
formulate new policy proposals. Chinese expertsisadyv to tackle dollarization by
administrative measures, i.e. to force househadsave in national currency at the national

banking system.

4.8 Conclusions

This chapter studies the case of a closed econtranacterized by the coexistence of more
efficient and less efficient firms. In this dualeeomy context, governments may choose

financial repression instead of direct subsidizatbthe less efficient enterprises, because the
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former may stimulate economic growth in contrasthi latter. Moreover, it has been shown
that financial repression is likely to benefit therkers and to damage the savers.

The model of this chapter may contribute to battederstanding of specific cases of
post-socialist economies, such as Belarus and Cldoth of them are characterized by
financial repression, but used to display satisfigctates of economic growth. As for China,
this chapter models a particular type of dualidmt is, between the rural entrepreneurial and
the state-led urban sector. The latter receiveteaatial loans, leaving the former credit-
constrained and heavily taxed. Similar distorti®olbserved in Belarus.

However, it is legitimate to doubt that a policynad at artificially compressing the
costs of capital in favor of the less efficient exptises can be desirable in the long run.
Crucially, this government-created distortion hagbstantial welfare consequences and
accentuates the conflict between savers and worBeich a policy distorts the allocation of
resources and is instrumental to the survival ofirefficient sector consisting of poorly
performing enterprises. The increasing awarenegbeotimits of this policy motivates the
steps that China is making in order to reduce thaigal controls over the banking system
and loans provision, and the attempts on the phrthe Belarusian authorities to start

reforming their investment strategies.
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Appendix 4.A

4.A.1. Solution of the optimization problems of the representative
efficient and subsidized enterprises

The first-order conditions for a maximum with respi the choice of Lland K are:
Wi = 1@ L K s Wy =y LETK

p—pt

and

R =R, =y,A-a, )Ly R =y A-a))L.

Given thatR, = - ¢)R,, and applying the implicit function theorem, oneabs:

Ly =f(#).f'(9)>0. (4.10)

By exploiting the assumption that, =W, one obtains:

K ay,Ln” ayIl- ()]
t=g(g)=-"P =0 ——.,0'(¢) <0, (4.11)
Kot ayisls ay,[f(P]
and
R=h(@)=y,0-a,)L;.h(g)>0. (4.12)

4.A.2. Solution of the optimization problem of the representative investor
The intertemporal problem of the representativester can be solved by maximizing

> OfnIR K, A+ g@) =1, =TI+ AL, + (= 9K, 1+ 9(#) ~ K 1+ 9@},

with respect to) Kpi+1, and the Lagrange multipliér. By eliminating);, one obtains the
following equation:

O(R., +1-9) _ 1
RaKoall+ 9@)A-2)] -1 RK,[1+g@)A-#)]-1,

(4.A1)

From (4.Al), equation (4.13) can be obtained bynited o, = Z -9J and Z, El—t,
1+9(9) Kot

and considering that along an equilibrium patlisRjiven by (12).

4.A.3. Welfare analysis
Workers
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The real wage is equal to the marginal productigftiabor:

W, =a L7 K, (4.A2)

K t
Considering that—>" = (1+ p,) and that I is given, thenK , = Ko+ p)

Ko 1+9(4)

Hence, (4.17) can be written as:

(4.A3)

iet In(W,) = iet |n{apyp[ f(gyt Re 2 } ,

1+9(9)
where p = g[h(¢) +1-9] -1

By differentiating (4.A3) with respect tg, one obtains:

a{ietm(vvt)} | , ,
_ 1 {(ap_l)f(qﬁ)+ o P _ g(¢)} (4A3.1)
0 L-6) (@) -6)1+p(g) 1+9(9)

Expression (4.A3.1) is positive as soon as

{ o _rP@ _ 9@ }>(1—ap)f'(¢)>o (4.A3.2)
1-6)1+p(p) 1+9(9) f(#)

Given that:

P'(@)=&y,a,L-a ) f' @IF(A"},

and

1-a 1-a
I =_.|:l p s
9'(9) (¢)g(¢){ (@) L f(¢)}

Inequality (4.A3.2) becomes:

{ 6 1a,0-a )@ o) {1—ap+ 1-a, }}Jl‘”p%o (4.A3.3)

-6){y,a-a,)f (@)™ +1-8} 1+g@)| f(#) L-T@) ][ ()

Inequality (4.A3.3) holds, thus implying that (4.A3is positive.

Investors
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A discounted sequence of utilities of the represterg investor is given by (4.3), where in
equilibriumC, =RK, -T, -1,

Hence, (4.3) can be written as:

> 6'InC,) = 3 6'In[K . {h(@)L+ 9(¢) - (n(g) + A 5)(O - YA+ 9(¢) - o) a@)}] =

(4.A4)
_\ + - +1- 5 - #(@)a(9)
—;6’ In[K, @+ p) {(1 &)(h(¢) +1-9) 1+ 9(4) }
By differentiating (4.A4) with respect tg, one obtains:
. a{a—e)(h(m +1-0) —“’;‘(f)f‘x)}
6{2 A |n(c|t)} , g
t=0 — 6 po'(9) + 1 0¢ (4.A4.1)
0 L-6)° 1+ p(g) (L-0) #(#)9(9) o
1-6)(h 1-9) -
{( )(h(¢) +1-9) 1+9(0) }
Expression (4.A4.1) is negative as soon as:
a{¢h(¢)g(¢)}
_ _op L@ 1\, L CILIC))
[A-6)(h(¢) +1-0)] o0 h'(¢); +th (¢){ 1+ 9(0) } >0 (4.A4.2)
a{¢h<¢)g(¢)}
: o | 1+9(g)
Inequality (4.A4.2) holds i T -h'(¢) >0 (4.A4.3)
Inequality (4.A4.3) can be transformed in the faliog way:
L+ g(@)[a(@)h(B) + g(g)gh'(9) — ' (B) AL+ a(#))] > ~g'(B)#n(9) (4.A4.4)

Both sides of (4.A4.4) are positive. For (4.A4dhbld, the following inequality must hold:

g(#)h(g) + g(g)gh'(¢) > N'(#)A+ g(#)) + h(#) (4.A4.5)

Given thath'(¢) = h(¢)ap];'((§)), (4.A4.5) becomes:
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9@

(@), ge L. 9@ . AALG
() WD ) 1 @ (4.A4.6)
a(#)

As a numerical example, leg=0.23;¢ = 0.63, f(p)=0?, f'(¢)=2¢; g(0)= 0" g'(e)=1/2* ¢"*2.
One can check that these parameter values satigf.6) and thus (4.A4.1) is negative.

4.A.4. Subsidization through financial intermediaries
The first-order conditions for a maximum with respi the choice of Lland K are:

Wy =y, a Lap_let; W, =ya 37K

p—pt
and

Rt — yp (1_ap)|_[:3? — ys(:]'_als)l-zts
1+a) 1-9)

By applying the implicit function theorem, one dbta

L, =m(g),m'(¢) >0 (4.10bis)

From (4.6bis), the following identity holds:

Kg _ @ _ _ayylmenet .
I () e U N

and:

R=s(p)=r (1_"5(1[_";)””)]% (4.12bis)

By differentiating (4.12bis) with respect¢o one obtains the following expression:

0£(9) _ y.@-a)lL-m(#)]" { 1 _ am() } (4ALT)
0¢ 1-¢) 1-¢) [L-m(9)]

. . " am
Expression (4.A4.7) is positive as soon al% > _a,m(g) >

: (4.A4.8)
l-¢) [L-m(g)]

As a numerical examplep; = 0.2...08;p = 0.1...0.99; m¢) =¢?, m'(p) =2¢. One can check
that these parameter values satisfy (4.A4.8) ansl ($h.A4.7) is positive.
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Appendix 4. B

Table 4.1 Growth performances of selected postatisteconomies, 1996—2010

Visegrad Baltic CIS
Country/Year Belarus China States  Slovenia States Bulgaria Romania countries
1996 2.8 10 4.3 3.7 4.80 9.4 3.9 -2.2
1997 11.4 9.30 4.1 4.8 9.52 -5.6 -6.1 2.3
1998 8.4 7.8 3.4 3.9 6.34 4.0 -4.8 2.6
1999 34 7.6 3.4 5.4 0.50 2.3 -1.3 4.7
2000 5.8 8.4 3.8 4.1 7.04 5.4 0.0 7.9
2001 4.7 8.3 2.9 31 7.43 4.1 5.6 8.9
2002 5.0 9.1 3.3 4.0 7.09 4.5 5.0 7.7
2003 7.0 10 3.9 2.8 8.33 5.0 5.3 9.4
2004 11.4 10.1 4.8 4.3 7.75 6.6 8.5 9.9
2005 7.8 11.3 4.9 4.5 9.28 6.4 4.1 9.1
2006 10.5 12.7 6.3 5.9 10.21 6.5 7.9 10.3
2007 9.8 14.2 6.3 6.9 8.91 6.4 6.3 10.1
2008 11.3 9.6 3.6 3.7 -2.18 6.2 7.3 7.4
2009 0.2 9.2 4.4 -8.1 15.56 -4.9 -7.1 -1.2
2010 6.6 10.4 25 11 0.6 0.4 -2.0 5.2

Source EBRD, World Development Indicators Database

Table 4.2: Selected economic indicators, BelarasGmna, 1996—-2009
General government

Gross capital final consumption
formation, per  Savings to GDP, expenditure, per cent Domestic credit to
Indicator cent of GDP per cent of GDP GDP, per cent
Country/Year Belarus China Belarus China Belarus in€h Belarus China
1996 24 40 20 41 21 14 15 93.3
1997 27 38 21 42 20 14 17 100.7
1998 27 37 22 40 20 15 35.2 113.1
1999 24 37 22 38 20 15 19.9 119.3
2000 25 35 23 37 19 16 19.2 119.7
2001 24 36 21 38 22 16 17.6 123
2002 22 38 20 40 21 16 18 143.5
2003 25 41 22 44 21 15 22.2 151.9
2004 29 43 24 47 21 14 21.2 140.4
2005 28 42 30 49 21 14 21.8 134.3
2006 32 43 28 52 19 14 27.2 133.5
2007 34 42 27 52 19 14 26.8 127.8
2008 38 44 29 53 17 13 31 120.8
2009 38 48 25 54 17 13 34.6 145.2

Source World Bank, World Development Indicators Database
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Conclusions

The dissertation seeks to contribute to the ongalefates on post-socialist economic
transformation in several ways. First, it considersre closely the performance of reform
laggards by interpreting their experience throudte toptics of economic dualism.
Nevertheless, the process of economic transitimotiseduced to dualism. Rather, the latter is
one of the important features of varying enduraacess the former socialist countries. In
dual economies, an obsolete sector of poorly peifuy, often loss-making, enterprises
coexists along with a viable sector of relativefficeent, competitive firms providing tax
revenues, a fraction of which is channeled as didssito the less efficient enterprises. This
pattern has a political backing: politicians arkictant to restructure enterprises due to their
propensity to protect the employees of the statgrotbed enterprises and to their ideological
preferences over the depth of market reforms. éir tiurn, these preferences reflect popular
attitudes towards market reforms. Thus, policy-makeay capitalize on the public concerns
for job security, and convert these concerns iiccies of partial reforms.

In Chapter 3, these arguments are used to buriddel of a dual transition economy.
This model distinguishes between the two sectotsonahe basis of ownership, but on the
basis of efficiency. However, it is often the c#isat state-owned enterprises make losses and
thus require support. At the same time, some stateed enterprises can be profitable and
efficient. In that case, their revenues are taxed eéhanneled as subsidies to their poorly-
performing counterparts.

However, some countries have moved away from di@absonomic trajectory rather
quickly (the advanced reformers, e.g. Poland, thec@ Republic, and Slovakia), while others
(a number of former Soviet Union republics, andipalarly Belarus) have not (yet) diverted

from this path. Although initial policy reactionsadh run along broadly similar lines,
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subsequent policies and outcomes have divergeglghd&ne of the core differences is
related to the modes of integration into the wagltbnomy and especially the ways of
economic ‘transnationalization’.

The economies of Visegrad states and the Baltiestransnationalized on a much
larger scale than their CIS counterparts. Transnalization can be seen as a product of both
domestic and external pressures. Exposure to exterituence, particularly in the realm of
finance, contributes to the resolution of interdadtributional conflicts in the conditions of
absence of well-functioning relevant institutioRsr instance, in Central and Eastern Europe,
privatization of banking has been utilized to lirtlie government discretion and to signal
enterprises that they are no longer could be bailgd Furthermore, external pressures are
related such factors, as high levels of foreigrebtddness and failures to upgrade domestic
industries by indigenous efforts. These efforts evenplemented by many post-socialist
countries at the early stages of transformatiothénform of temporary — and often implicit —
subsidization. But this policy has never reacheshm@hensiveness of industrial policies of
the East Asian developmental states. Similarly,e@ucratic interventions in the CIS
economies have failed to refrain from clientalismd aent-seeking. Furthermore, streamlining
of statist experiments, supported by political calitation, has resulted in cementing
economic dualism.

In general, dualism appears to be inescapablesindbrse of transition process, due to
the following reasons. First, the high level ofusttialization inherited from the socialist era
made the social costs of restructuring quite sev@eeond, the need to prevent the economy
from experiencing mass unemployment in the perietessary to construct a well-
functioning market-based coordination mechanisntifjed the subsidization of selected

enterprises or sectors. Third, the existence dfipal preferences and public attitudes hostile
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— or at least not particularly favorable — towardarket-oriented reforms obstructed the
emergence of market economy.

Subsidization and state support can take manyrdiffeforms. In the models of
Chapters three and four, only two instruments aresiclered: direct subsidies and financial
repression in the form of directed loans providetbaer interest rates than market ones. The
model of subsidization, built in Chapter 3, showatt in dual economies where the policy
makers are particularly concerned with the protectf the obsolete, less efficient enterprises,
capital investment and economic growth are dampeakxhg the transitional path.
Determinants of the policy makers’ attitudes tovgattte subsidized industries are the fraction
of the entire workforce that is employed in thesdustries at the beginning of the transition
process and their ideological orientation with extgo market reforms. Therefore, the model
of this chapter predicts thatceteris paribus- the larger is the initial share of the workforce
that is employed in the obsolete sector and thengér is the degree of ideological hostility
towards a pure market economy widespread in thelpbpn, the lower is the speed at which
a transition economy will converge to the incomeeleof the most advanced countries. Being
aware of these adverse effects, politicians mayckefr the policy instruments other than
taxation.

Chapter four shows that financial repression isrimsental to economic dualism to
survive. Thus, governments may choose financialesspon instead of direct subsidization,
because the former can stimulate economic growttomtrast to the latter. Moreover, it has
been shown that financial repression is likely éndfit the workers and to damage the savers.

The model of financial repression of Chapter foumymcontribute to better
understanding of specific cases of post-sociatishemies, such as Belarus and China. In fact,
there are at least two dualisms in the Chinese@ugnthe first one is between FDI and non-

FDI China, while the second one is between rurdlaban China. In the 1990s, urban China
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has been given an upper hand, while the rural Gh@sabeen subject to taxation and financial
repression to finance the state-led urban boom.

Both Belarus and China are characterized by firsdnmepression, but used to display
satisfactory rates of economic growth. Howevers iegitimate to doubt that a policy aimed
at artificially compressing the costs of capitafawvor of the less efficient enterprises can be
desirable in the long run. Indeed, such a polioygi$eto distort the allocation of resources and
is instrumental to the survival of an inefficieneéctor consisting of poorly performing
enterprises, The increasing awareness of the liofitthis policy motivates the steps that
China is making in order to reduce the politicahtrols over the banking system and loans
provision, and the attempts on the part of the Belan authorities to start reforming their
investment strategies.

To summarize, the first Chapter sets the necessamyext for the discussion and
analysis made in the two final chapters of theithedso, it provides important insights into
the early reform experience, which explains thgios of the varying propensity for reform
laggardness. It appears that ideas are importafdrmoulate certain economic policies, but
their implementation can be constrained by domestatext-specific factors. One of the
important observations is that in a number of themer socialist countries reforms were
introduced with a certain lag, but governments, eunthe pressure of deterioration of
economic performance, had been forced to speed tiperkconomic transnationalization is
one of the ways to intensify necessary economiaigés The second chapter of the thesis
discusses varying experience with transnationabimain so doing, it distinguishes between
the CIS countries and the new member states oEtheAmong the latter, the causes of
Bulgaria and Latvia are discussed in order to shdditional light onto the causes of
transnationalization. While in Bulgaria reform dedaresulted in the accumulation of

deficiencies that required a radical break with thefficient institutions by installing a
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currency board arrangement, Latvian policy-makeesewcapable of imposing a neo-liberal
discipline from the outset of economic transformatiChapters three and four focus on the

cases of reform delays and investigate the gromthweelfare implications of these policies.
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