
Comparative Economic Systems and 
Centrally Planned Economies 

Course outline 
•   Transformational recession. Transition strategies and   
    performance.  
•   Transition economies in the framework of comparative     
    economic systems.  
•   Review of turning points in Soviet economic history – 
    War Communism, NEP, Command economy,  
    Industrialisation Debate.  
•   Soviet economic statistics. Was the transition to the 
   command economy inevitable?  
•   CPEs: industrial organisation and structural  
   inefficiencies.  
•   Prices, labor market, finance, credit, external economic  
    relations in CPE. 

 



Shock therapy vs. gradualism. 
Transformational recession 

•  Economic performance of transition 
economies 

•  Shock therapy and gradualism 
•  Theory of transformational recession; 

growth theory in transition economies 
•  Distortions in industrial structure and trade 

patterns 
•  Institutions, rule of law and democracy  



GDP change in EE economies and Mongolia, 1989 = 100% 
Fig. 5. GDP change in East European transition economies and in Mongolia, 1989 
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GDP change in FSU economies, 1989 = 100% 
Fig. 2. GDP change in FSU economies, 1989 = 100%
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GDP change in Asian transition economies, 1989=100% 
Fig .	
  1b.	
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Economic performance of transition 
economies 

•  Almost all transition 
economies have 
experienced a 
recession associated 
with reforms 

•  Exceptions: China 
and Vietnam 

 

1996 GDP as a  % of 1989 GDP 
Albania  87 Romania  88 
Belarus  63 Russia  57 
Bulgaria  68 Slovakia  90 
China* 189 Slovenia  96 
Czech Republic  89 Turkmenistan  57 
Estonia  69 Ukraine  42 
Hungary  86 Uzbekistan  84 
Kazakhstan  45 Vietnam  156 
Kyrgyzstan 52 Armenia  39 
Latvia  52 Azerbaijan  38 
Lithuania  42 Croatia  70 
Moldova  35 Georgia  31 
Mongolia  83 Macedonia FYR 56 
Poland  104 Tajikistan  37 

* For China - all indicators are for the period 10 years earlier. 



Table . Changes in life expectancy at birth in 16 transitional economies of Europe, 1989-2000 
 Male Life Expectancy at Birth Female Life Expectancy at Birth  

Maximum LEB 
Loss since 1989 

LEB Change,  
1989-2000 

LEB Change,  
1989-91 

Maximum LEB Loss/ 
Gain since 1989 

LEB Change,  
1989-2000 

Czech R.       …   +3.5 -0.6 n.a. +2.9 

Slovakia ... +2.3 -0.2 n.a. +2.0 

Poland ... +3.0 -0.7 n.a. +2.5 

Hungary ... +1.7 -0.4 n.a. +1.8 

Slovenia n.a. +3.1 +0.7 n.a. +2.4 

GDR ...   +0.7* -0.9 n.a.  +2.0* 

Bulgaria -1.5 (1996) -0.5 -0.6 -0.7 (1997) +0.2 

Romania -1.3 (1997) +0.5  0.0 n.a. +1.8 

Estonia -4.0 (1994) -0.6 -1.3 -1.6 (1994) +1.4 

Latria -4.5 (1994) -0.4 -1.4 -2.3 (1994) +0.8 

Lithuania -3.3 (1994) +0.8 -0.6 -1.4 (1994) +1.9 

Belarus 
-4.6 (1999)

-3.4 -0.3 -2.6 (1999) -1.7 

Moldova -3.7 (1995) -1.6 -1.2 -2.6 (1995) -1.1 

Russia -6.6 (1994) -5.2 -0.7 -3.3 (1994) -2.3 

Ukraine -5.0 (1996) -3.6     -2.0** -2.3 (1995) -1.4 

Kazakstn 
-5.5 (1995)

-4.1 -1.3 -3.6 (1995) -1.8 

Source: Cornia (2004) - MONEE database (www.unicef-icdc.org) 



Deaths from external causes –  
murders, suicides, accidents 

Deaths from all external causes per 100,000 inhabitants in 1987 and in 2002 (WHO statistics)

y = 26,511e0,0139x

R2 = 0,3956
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Murder rate increased in most countries 
during transition 

Murders per 100,000 inhabitants in 1987 and in 2002 (WHO statistics)

y = 1,2507e0,4158x

R2 = 0,6517
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VIOLENCE: increase in crime and murder rates 

•       RUSSIA: by the mid 1990s the murder rate               
       was  over 30 people per 100,000 of inhabitants  

•       1-2 persons in Western and Eastern Europe, 
       Canada, China, Japan, Mauritius and Israel; 

•        Only two countries in the world had higher  
 murder rates – South Africa and Colombia;  

 
•        In Brazil or Mexico this rate is two times lower; 

•        The US murder rate, the highest in developed  
 world – 6-7 people per 100,000 of inhabitants – 
  pales in comparison with the Russian one.  

 



Crime and mortality rates in Russia grew during transition 



Table.  Number of deaths from external causes per 100,000 
inhabitants in 2002 – countries with highest rates 

                              Including deaths from Country/Indicator Deaths from  
external causes, 
total  Accidents Suicides 

 
Murders  Other* 

Russia 245 158 41 33 11 
Sierra-Leone 215 148 10 50 7 
Burundi 213 64 7 18 124 
Angola 191 131 8 40 13 
Belarus 172 120 38 13 0 
Estonia 168 124 29 15 0 
Kazakhstan 157 100 37 20 0 
Ukraine 151 100 36 15 0 
Cote D’Ivoire 148 86 11 27 24 
Colombia 134 36 6 72 19 
Niger 133 113 6 14 0 
 

*Deaths due to unidentified external causes,  wars, police operations, executions.  
Totals may differ slightly from the sum of components due to rounding.  

Source: WHO (http://www.who.int/entity/healthinfo/statistics/bodgbddeathdalyestimates.xls) 
 



Mortality rate (per 1000) and average life expectancy, years
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Fig. 2 Mortality rate (per 1000) and average life expectancy, years
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Life expectancy at birth, years, China and India, 1960-2002 (WDI)
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Human Development Index for China, Belarus, Russia and Ukraine
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Increase in income inequalities in transition 

economies (source: Milanovic, 1998) 
 

17 



Number of billionaires in 2007 and PPP GDP in 2005 (billion $) by country

R2 = 0,6811
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Transformational recession 

•  In Central Europe recession lasted for 2-3 
years (as during the Great Depression!), 
output declined by 20-30%; pre-reform 
level of output was reached after 10 years 
of transition 

•  In CIS recession lasted for 5-10 years, 
output declined by about 50%; pre-reform 
level is expected to be reached after 15-25 
years of transition (in Russia -  2009) 



Shock therapy vs. gradualism 

•  Shock therapy: 
radical reforms and 
rapid transformation 

•  Examples: Vietnam, 
East European 
(especially Central 
European countries 
and Baltic states  

•  Gradualism: step by 
step approach to 
economic 
transformation  

•  Examples: China, 
Russia (1987-91), 
Hungary (before 
1991) 



Shock therapy: features 

•  Instant deregulation of prices; introduction 
of convertibility of national currency 

•  Macroeconomic stabilization (bringing 
down inflation to less than than 40% a 
year in 6 months) 

•  Cut subsidies from 10-15% GDP to 2-3% 
GDP during 1-2 years 

•  Privatization of 50% property during 2-3 
years 



Shock therapy: arguments 
•  Rapid liberalization allows to avoid painful and 

costly period, when the old centrally planned 
economy (CPE) is not working already, while the 
new market one is not working yet.                           
- “One cannot cross the abyss in two jumps”  

•  Fast liberalization ensures irreversibility of 
reforms      

   ==================================                                                                              
East European countries and Baltic states were 
fast liberalizers and successful stabilizers, while 
their CIS counterparts were doing much worse 



Gradualism: arguments 
•  Protection of property rights is essential for 

growth; privatization creates uncertainty with 
property rights; institutional vacuum may have a 
devastating impact on output  

•  Resources need to be re-allocated from non-
competitive to competitive sectors, which may 
take considerable time 

•  For senior citizens even a temporary decline in 
real incomes is not acceptable; guarantees for 
transfers are needed 

============================= 
   Chinese strategies of “dual track price system” 

and “growing out of socialism” proved to be 
successful 



Magnitude of recession: 
conventional explanation 

•  Number of studies undertaken to prove that fast 
liberalization and macro-stabilization pays off 
and leads to better performance 

•  Conventional wisdom summarized in the 1996 
World Development Report  From Plan to 
Market: differences in economic performance 
were associated mostly with "good and bad" 
policies, in particular with the progress in 
liberalization and macroeconomic stabilization:  

•  “Consistent policies, combining liberalization of 
markets, trade, and new business entry with reasonable 
price stability, can achieve a great deal even in countries 
lacking clear property rights and strong market 
institutions” (WDR 1996, p. 142)  



   Magnitude of 
recession: 
conventional 
explanation (from 
the article of  

 A. Illarionov – 
economic adviser 
to the president of 
Russia in 
2000-2005) 

•  Low growth rates 
of money supply 
=> high growth of 
output 



Magnitude of 
recession: 
conventional 
explanation 

•  Low rates of 
inflation  => 
high growth 
of output 



Magnitude of recession: conventional explanation 
•  Low share of state sector in output => high growth of output 



Magnitude of 
recession: 
conventional 
explanation 

•  Low share of 
government 
spending in 
GDP => high 
growth of 
output 



Magnitude of 
recession: 
conventional 
explanation 

•  Low taxes on 
export and 
import => 
high growth of 
output 



    Magnitude of recession: conventional explanation 
          The secret of high growth – low inflation, small state, open economy 



Magnitude of 
recession: 

conventional 
explanation 

 
 
 
 

Liberalization 
indices from 

EBRD 
 



Magnitude of recession: conventional explanation 
- greater liberalization=> better performance 



Magnitude of recession: conventional explanation 
- greater liberalization=> better performance 



Magnitude of recession: conventional explanation  
 - lower inflation => better performance 



Does liberalization matter? 
•  Vietnam and China are similar in initial conditions and in 

transition results (immediate growth of output without 
transformational recession) despite different reform strategies: 

•  Chinese reforms are the classical example of gradualism 
•  Vietnamese reformers introduced shock therapy 

treatment (instant deregulation of most prices and 
introduction of convertibility of dong) in 1989 

•  Differing performance of the former Soviet Union (FSU) states: 
•  Baltic states are the champions of liberalization and 

stabilization in the region. In the Baltic output fell in the 
early 1990s by 36-60% and even in 1996, two years after 
the bottom of the recession was reached, was still 31% 
to 58% below the pre-recession maximum. 

•  Uzbekistan is commonly perceived to be one of the 
worst procrastinators. However in Uzbekistan the 
reduction of output in 1990-95 totaled only 18% and the 
economy started to grow again in 1996  

•  In 2005 the highest GDP as a % of 1989 was in 
Uzbekistan, Belarus, Kazakhstan, Estonia, Turkmenistan, 
Azerbaijan (all, except Estonia, are not fast reformers) 



 Indices of economic freedom and 
GDP growth in Russia and China 
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Positive relationship between liberalization and performance is just 
the result of the difference in the magnitude of the recession in EE 

countries, as a group, and FSU states, also as a group 

Fig. 1. Liberalization and output change
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Russia was leading in economic 
liberalization, while Belarus was lagging 

Private sector share in GDP, %
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But Belarus and Uzbekistan are doing better (even though 
they are net importers of fuel), not to mention net 

exporters like Azerbaijan, Kazakhstan, Turkmenistan  
GDP in 2006 as a % of 1989
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Russian growth is lagging behind that of 
oil exporters and some oil importers 
Average annual  GDP growth rates in CIS countries in 2000-07, EBRD 

estimates
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Explaining the magnitude of 
recession  

•  Transformational recession is viewed as a 
structural adjustment process resulting from the 
need to overcome disproportions inherited from 
the centrally planned economy:  

•  high defense expenditure; 
•  over-industrialization and underdevelopment of the 

service sector;  
•  external trade distortions: "under-openness" of the 

economy, the perverse structure of trade among former 
Soviet republics and among socialist countries; 

•   micro-level distortions (e.g. associated with the size and 
specialization of enterprises). 



Adverse supply shock: deterioration of terms 
of trade in non-resource industries 

Fig. 4. Change in relative prices and output in 1990-98 in Russian industry
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Fig. 5. Hypothetical trajectories of output (Year "0" = 100%) assuming gradual and 
instant liberalization 
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n)1( α− , where α   is the  rate of reduction of output in the non-competitive sector determined by the 
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High defense expenditure and fall in output 
resulting from conversion: weak correlation, 

excluding the outliers 
Fig. 5. Defence expenditure before transition and GDP 

change during transition
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Over-industrialization: Share of industry in GDP 



Differences in productivity by 
sectors of the economy 

TTaabbllee  11..  CCaappiittaall  aanndd  llaabboorr  pprroodduuccttiivviittyy  iinn  mmaajjoorr  RRuussssiiaann  iinndduussttrriiaall  sseeccttoorrss,,  11999955    
Industries Employment, 

annual 
average, 
million 

Fixed 
capital 
stock, 
trillion 
rublesa 

Gross 
output, 
trillion 
rubles 

Labor 
productivity 

Capital 
productivity 

    % of national average 
Resources 
(fuel, energy, 
metals) 

3.0 2319 418 326 72 

Machinery & 
Equipment + 
Light Industry 

6.7 1265 175 61 56 

Agriculture 9.9 1805 276 65 60 
Total economy 67.1 11504 2870b 100 100 

aAfter revaluation of January 1, 1996. Breakdown by branches of industry (energy, fuel, etc.) is estimated from 1994 data. 
b Estimate derived from the ratio of gross output to GDP in 1994 (1.73) and GDP for 1995 (1659 trillion rubles).  
Source: Goskomstat - Russia. 



Distortions in industrial structure 
  SShhaarree  ooff  tthhee  iinndduussttrriiaall  sseeccttoorr  iinn  GGDDPP  aanndd  sshhaarree  ooff  rreessoouurrccee  iinndduussttrriieess  aanndd  
eennggiinneeeerriinngg  iinn  ttoottaall  iinndduussttrriiaall  oouuttppuutt,,  %%  

CCoouunnttrryy  SShhaarree  ooff                      
iinndduussttrryy    iinn  GGDDPP,,  

11999911  

SShhaarree  ooff  ppaarrttiiccuullaarr  iinndduussttrriieess  iinn  ttoottaall  
iinndduussttrriiaall  oouuttppuutt,,  11999933  

    RReessoouurrccee  iinndduussttrriieessaa  EEnnggiinneeeerriinngg  
BBuullggaarriiaa  3366  2233  1166  
CCrrooaattiiaa    1188bb  1122bb  
CCzzeecchh  RReeppuubblliicc  4477  3300  1188  
HHuunnggaarryy  2299  2255  1166  
PPoollaanndd  3366  2299  2211  
RRoommaanniiaa  4400  2244  1199  
SSlloovvaakkiiaa  5533  3366  1166  
SSlloovveenniiaa  4400      
EEssttoonniiaa  3355  ((2222))  2200  99  ((88))  
LLaattvviiaa  3388  2255  1166  
LLiitthhuuaanniiaa  4455  2211  1122  
BBeellaarruuss  ((4400))  ((2255))  ((2222))  
RRuussssiiaa  3399  ((3388))  4466  ((4411))  2200  ((1177))  
KKaazzaakkhhssttaann  ((2299))  ((5544))  ((1100))  
UUkkrraaiinnee  ((3311))  4488  ((3366))  1166  ((2200))  
UUzzbbeekkiissttaann  ((2266))  ((3333))  ((1100))  
aa  FFuueellss,,  eenneerrggyy,,  sstteeeell,,  nnoonn--ffeerrrroouuss  mmeettaallss..  
bb  11999955..  
SSoouurrccee::  EEccoonnoommiicc  CCoommmmiissssiioonn  ffoorr  EEuurrooppee  ((11999966));;  tthhee  ddaattaa  iinn  bbrraacckkeettss  aarree  ttaakkeenn  ffrroomm  SSttaattiissttiiccaall  HHaannddbbooookk  ((11999955))..    



Distortions were  measured as deviations in the shares of industry, 
agriculture and services in GDP, as compared to "normal" structure, 
defined as an average industrial structure for market economies with 
similar levels of per capita GDP  

  

Fig. 6. Pre-transition distortions in the structure of the 
economy (industry/agriculture/services - % of 1989 GDP) 

and GDP change during transition
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External trade distortions 
 Table 3. Trade flows and trade balances of Soviet republics, 1988, as a % of GNP 

RReeppuubblliiccss  TTrraaddee  fflloowwss**  TTrraaddee  bbaallaannccee  
  DDoommeessttiicc  FFoorreeiiggnn  DDoommeessttiicc****  Foreign TToottaall,,  iinn  

ddoommeessttiicc  
pprriicceess  

TToottaall,,  iinn  
wwoorrlldd  
pprriicceess  

UUSSSSRR  2211..1111  88..2277  --00..0011((--00..1144))  --55..7766  --55..7788  00..2211  
RRuussssiiaa  1122..9922  99..3377  00..0055  ((00..0022))  --66..2288  --66..2233  55..7766  
UUkkrraaiinnee  2266..9900  77..1144  22..5555  ((--00..33))  --44..6611  --22..0055  --22..0044  
BByyeelloorruussssiiaa  4444..5566  77..3399  1111..1144  ((--11..66))  --55..4422  --55..7722  --55..7788  
LLiitthhuuaanniiaa  4477..2266  77..2211  --66..5566  ((44..00))  --55..8833  --1122..3399  --2299..9977  
LLaattvviiaa  4466..8855  77..2211  --11..0033  ((55..22))  --66..1188  --77..2211  --1133..3399  
EEssttoonniiaa  5500..1111  88..7799  --55..2277  ((55..33))  --77..0033  --1122..3311  --2222..8866  
MMoollddoovvaa  4455..8888  66..3377  --11..8877  ((55..66))  --77..8866  --99..7744  --2244..3344  
AArrmmeenniiaa  4477..8855  55..8844  --44..2233  ((--22..55))  --99..7700  --1133..9922  --1177..4400  
GGeeoorrggiiaa  3377..8888  55..9900  11..9988  ((--44..99))  --66..1155  --44..1177  --1133..4433  
AAzzeerrbbaaiijjaann  3355..3388  55..9955  1133..8899  ((--22..66))  --66..6611  --77..2288  --33..3311  
KKaazzaakkhhssttaann  2299..4488  44..6699  --1144..4477((--11..33))  --55..0099  --1199..5566  -17.69 
UUzzbbeekkiissttaann  3344..1100  55..6622  --55..7788  ((--11..44))  --00..5599  --66..3377  --88..7711  
TTuurrkkmmeenniissttaann  3377..5588  44..6600  --11..5533  ((--33..00))  --33..0077  --44..6600  00..0000  
KKiirrgghhiizziiaa  3399..6655  55..9988  --77..2211  ((00..44))  --1100..2244  --1177..4455  --1155..8866  
TTaajjiikkiissttaann  3377..7700  66..0011  -15.32 (3.0) --22..1100  --1177..4422  --1166..5522  

**((EExxppoorrttss++IImmppoorrttss))::((22xxGGNNPP))  aatt  ddoommeessttiicc  pprriicceess,,  aassssuummiinngg  tthhee  ssaammee  GGNNPP//NNMMPP  rraattiiooss  ffoorr  tthhee  rreeppuubblliiccss  aass  ffoorr  tthhee  UUSSSSRR  aass  aa  wwhhoollee..  
DDoommeessttiicc  ttrraaddee  iiss  ttrraaddee  wwiitthh  tthhee  rreesstt  ooff  tthhee  UUnniioonn..  FFoorreeiiggnn  ttrraaddee  iiss  ttrraaddee  wwiitthh  tthhee  rreesstt  ooff  tthhee  wwoorrlldd..  

  ****EEssttiimmaatteess  ooff  tthhee  bbaallaannccee  ooff  ttoouurriisstt  ttrraaddee  aarree  sshhoowwnn  iinn  bbrraacckkeettss..  
SSoouurrccee::  SSttaabbiilliizzaattiioonn,,  LLiibbeerraalliizzaattiioonn  aanndd  DDeevvoolluuttiioonn::  AAsssseessssmmeenntt  ooff  tthhee  EEccoonnoommiicc  SSiittuuaattiioonn  aanndd  RReeffoorrmm  PPrroocceessss  iinn  tthhee  SSoovviieett  UUnniioonn..  AA  RReeppoorrtt  
pprreeppaarreedd  bbyy  CCoommmmiissssiioonn  ooff  tthhee  EEuurrooppeeaann  CCoommmmuunniittiieess..  DDeecceemmbbeerr  11999900,,  pp..  117733..  ((DDaattaa  aarree  ddeerriivveedd  ffrroomm  ooffffiicciiaall  SSoovviieett  ssttaattiissttiiccss));;  NNaarrooddnnooyyee  
KKhhoozzyyaaiissttvvoo  SSSSSSRR  vv  11998899  ggoodduu  ((NNaattiioonnaall  EEccoonnoommyy  ooff  tthhee  UUSSSSRR  iinn  11998899))..  MMoossccooww,,  GGoosskkoommssttaatt,,  11999900,,  pp..  663388..  



Distortions in industrial structure and external 
trade and GDP change in 1989-96 

Fig. 7. Aggregate distortions in industrial structure and external 
trade before transition and GDP change during transition
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Distortions in industrial structure and trade patterns as a % of 
GDP in the late 1980s (for China - late 1970s) 

CCOOUUNNTTRRYY  DDiissttoorrttiioonnss  ((aass  aa  %%  ooff  GGDDPP))  iinn::  AALLLL  AAllll  ddiissttoorrttiioonnss  
  DDeeffeennssee  

eexxppeennddii
ttuurree  

IInndduussttrriiaall  ssttrruu--
ccttuurree  ((sshhaarree  ooff  
iinndduussttrryy,,  aaggrrii--

ccuullttuurree,,  sseerrvviicceess))  

TTrraaddee  
ooppeennnneessss  
((sshhaarree  ooff  

eexxtteerrnnaall  ttrraaddee))  

TTrraaddee  
wwiitthhiinn  
FFSSUU  

TTrraaddee  
bbeettwweeeenn  
ssoocciiaalliisstt  
ccoouunnttrriieess  

TTRRAADDEE  
DDIISSTTOORR--
TTIIOONNSS  

iinn    iinndduussttrriiaall  
ssttrruuccttuurree  aanndd  
ttrraaddee  ppaatttteerrnnss  

  [[11]]  [[22]]  [[33]]  [[44]]  [[55]]  [[66]]==[[33]]++[[44]]++[[
55]]xx00..3333  

[[77]]==  
==[[11]]++[[22]]++[[66]]  

AAllbbaanniiaa  11..66  1122..33  2255  00  22..33  2255..88  3399..77  
BBeellaarruuss  77..55  2288..33  --2200..33  4411  33..55  2211..99  5577..77  
BBuullggaarriiaa  1100..44  2277..33  --33..11  00  1166..11  22..22  3399..99  
CChhiinnaa**  11..88  2244..55  88..55  00  00..66  88..77  3355  
CCzzeecchh  
RReeppuubblliicc  

44..55  1199..22  --1155..55  00  2244  --77..66  1166..11  

EEssttoonniiaa  --11..88  2211..33  2211..11  3300..22  11..55  5511..88  7711..33  
HHuunnggaarryy  33..55  77..33  --1111..11  00  1133..77  --66..66  44..22  
KKaazzaakkhhssttaann  11..55  2200..33  66..55  2200..88  11..55  2277..88  4499..66  
KKyyrrgghhyyzzssttaann  55..22  1199..44  22..77  2277..77  22..66  3311..33  5555..99  
LLaattvviiaa  55..88  2211..33  22..66  3366..77  22..11  4400..00  6677..11  
LLiitthhuuaanniiaa  33..88  2233..99  --11..55  4400..99  22..66  4400..33  6688..00  
MMoollddoovvaa  00..77  2266..33  1111  2288..99  22..33  4400..77  6677..77  
MMoonnggoolliiaa  55..33  1166..33  1111  00  1177..33  1166..77  3388..33  
PPoollaanndd  44..44  2222..33  1122..44  00  88..44  1155..22  4411..99  
  **  FFoorr  CChhiinnaa  --  aallll  iinnddiiccaattoorrss  aarree  ffoorr  tthhee  ppeerriioodd  1100  yyeeaarrss  eeaarrlliieerr..  



Distortions in industrial structure and trade patterns as 
a % of GDP in the late 1980s (continued) 

CCOOUUNNTTRRYY  DDiissttoorrttiioonnss  ((aass  aa  %%  ooff  GGDDPP))  iinn::  AALLLL  AAllll  ddiissttoorrttiioonnss  
  DDeeffeennssee  

eexxppeennddii
ttuurree  

IInndduussttrriiaall  ssttrruu--
ccttuurree  ((sshhaarree  ooff  
iinndduussttrryy,,  aaggrrii--

ccuullttuurree,,  sseerrvviicceess))  

TTrraaddee  
ooppeennnneessss  
((sshhaarree  ooff  

eexxtteerrnnaall  ttrraaddee))  

TTrraaddee  
wwiitthhiinn  
FFSSUU  

TTrraaddee  
bbeettwweeeenn  
ssoocciiaalliisstt  
ccoouunnttrriieess  

TTRRAADDEE  
DDIISSTTOORR--
TTIIOONNSS  

iinn    iinndduussttrriiaall  
ssttrruuccttuurree  aanndd  
ttrraaddee  ppaatttteerrnnss  

  [[11]]  [[22]]  [[33]]  [[44]]  [[55]]  [[66]]==[[33]]++[[44]]++[[
55]]xx00..3333  

[[77]]==  
==[[11]]++[[22]]++[[66]]  

RRoommaanniiaa  00..88  3300..33  1122..44  00  33..77  1133..66  4444..77  
RRuussssiiaa  1111..66  1144..99  22..77  1111..11  44..00  1155..11  4411..66  
SSlloovvaakkiiaa  44..55  1199..22  --44..77  00  4411  88..88  3322..55  
SSlloovveenniiaa  00  44..22  --77..77  00  2255  00..66  44..88  
TTuurrkkmmeenniissttaa
nn  

--22..77  2233..44  --00..66  3333  11..55  3322..99  5533..66  

UUkkrraaiinnee  1111..11  2222..33  33  2233..88  22..99  2277..88  6611..22  
UUzzbbeekkiissttaann  11..99  2211..44  11..55  2255..55  11..77  2277..66  5500..99  
VViieettnnaamm  1155..77  1111..77  --55..55  00  1100..22  --22..11  2255..33  
AArrmmeenniiaa  1100..99  2233..33  1155..66  2255..66  11..66  4411..77  7755..99  
AAzzeerrbbaaiijjaann  00..66  2233..33  --66..99  2299..88  22..33  2233..77  4477..66  
CCrrooaattiiaa  00  1122..33  --55..55  00  2255  22..88  1155..00  
GGeeoorrggiiaa  00..44  2222..33  66..11  2244..88  22..33  3311..77  5544..44  
MMaacceeddoonniiaa  
FFYYRR  

00  1122..33  --1133..55  00  2211  --66..66  55..77  

TTaajjiikkiissttaann  11..22  2255..44  --00..99  3311  22..77  3311..00  5577..66  

  



Calculation of the indexes of distortions in industrial 
structure and trade patterns 

•  Distortions in the share of defense expenditure are equal to the actual 
share of defense expenditure in GDP minus 3.7% (considered as the 
"normal" level). For the republics of the FSU the share of defense expenditure 
in GDP is estimated from the breakdown of the employment in Soviet defense 
industries by republics and the share of republics in Soviet net material 
product  

•  Distortions in industrial structure are computed as the sum of deviations of 
the share of each of three sectors (agriculture, industry, services) in GDP 
from the "normal" level - all deviations were taken with the positive sign and 
divided by two; "normal" level was defined as the average for the group of 
market economies with comparable PPP GDP per capita  

•  Distortions in trade openness are equal to the "normal" share of external 
trade in GDP (defined in a similar way - as an average share for the group of 
market economies with comparable population and GDP per capita) minus 
the actual share divided by two.  

•  Distortions in trade within FSU are equal to exports plus imports from former 
Soviet republics as a share of GDP divided by two (for non-FSU countries 
these distortions are assumed to be equal to zero).  

•  Distortions in trade with socialist countries are equal to the sum of export 
to and import from socialist countries (trade between Czech and Slovak 
Republics and among former Yugoslav republics is also included) as a share 
of GDP divided by two.  These latter distortions are included into the 
computation of total trade and industrial structure distortions with a weight of 
33%.  



Large enterprises faced greater adjustment problems 
and had to undergo greater restructuring  

Fig. 8. Average  size  of industria l ente rprises be fore  transition and 
GDP change  during transition
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The advantages of backwardness 

Fig. 9. PPP GDP per capita  be fore  transition and GDP change  during 
transition
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The advantages of backwardness: example 

 

 

  USSR China 

K/Y 3 1 

Share of inefficient capital (to be 
replaced) as a % of K 50% 50% 

Share of inefficient capital (to be 
replaced) as a % of Y 150% 50% 

I/Y 10% 10% 

Number of years needed to  
replace inefficient capital 15 5 

Distortions in industrial structure (militarization, over-industrialization, etc.) and 
distortions at the micro level (the size and specialization of enterprises) are more 
difficult to overcome, if they are embodied in fixed assets, and if these fixed assets 
are sizeable compared to GDP. 



Structure of agricultural output in Russia, % of total
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Evaluating the impact of non-policy and policy factors-1 
TTaabbllee  44..  RReeggrreessssiioonn  ooff  GGDDPP  cchhaannggee  dduurriinngg  ttrraannssffoorrmmaattiioonnaall  rreecceessssiioonn  oonn  nnoonn--ppoolliiccyy  aanndd  ppoolliiccyy--rreellaatteedd  
ffaaccttoorrss  ((aallll  ccooeeffffiicciieennttss  aarree  ssiiggnniiffiiccaanntt  aatt  55%%  lleevveell  eexxcceepptt  tthhoossee  iinn  bbrraacckkeettss))  
  
DDeeppeennddeenntt  vvaarriiaabbllee  ==  lloogg  ((11999966  GGDDPP  aass  aa  %%  ooff  11998899  GGDDPP))  
FFoorr  CChhiinnaa  --  aallll  iinnddiiccaattoorrss  aarree  ffoorr  tthhee  ppeerriioodd  ooff  11997799--8866  oorr  ssiimmiillaarr  

EEqquuaattiioonnss//  
VVaarriiaabblleess  

11,,  
NN==2288  

22,,  
NN==2288  

33,,  
NN==2288  

44,,  
NN==2288  

55,,  
NN==2288  

66,,  
NN==2288  

77,,    
NN==2288  

88,,    
NN==2288  

CCoonnssttaanntt  33..6666  55..3377  44..5588  55..2299  55..1177  55..4444  55..3388  55..9933  
DDiissttoorrttiioonnss,,  %%  ooff  GGDDPPaa          --00..0011  --00..0011  ((--00..0000))  --00..0011  
11998877  PPPPPP  GGDDPP  ppeerr  ccaappiittaa,,  %%  
ooff  tthhee  UUSS  lleevveell  

        --00..0011  --00..0011  --00..0011  --00..0011  

WWaarr  dduummmmyybb      --00..4400    --00..2244  --00..4488  --00..2244  --00..2255  --00..2244  

FFSSUU  dduummmmyycc      --00..6622  --00..4466      ((--00..1177))    
LLiibbeerraalliizzaattiioonn  iinnddeexx  00..2211  ((00..0000))    ((--00..0077))    ((00..0033))  ((00..0011))    
LLoogg  ((iinnffllaattiioonn,,  %%  aa  yyeeaarr,,  
11999900--9955,,  ggeeoommeettrriicc  aavveerraaggee))    

  --00..2233    --00..1133    --00..1144  --00..1122  --00..1155  

AAddjjuusstteedd  RR22,,  %%  2288  6655  6699  7744  6633  7788  7777  7788  
aa  CCuummuullaattiivvee  mmeeaassuurree  ooff  ddiissttoorrttiioonnss  aass  aa  %%  ooff  GGDDPP  eeqquuaall  ttoo  tthhee  ssuumm  ooff  ddeeffeennssee  eexxppeennddiittuurree  ((mmiinnuuss  33%%  rreeggaarrddeedd  aass  tthhee  ""nnoorrmmaall""  lleevveell)),,  
ddeevviiaattiioonnss  iinn  iinndduussttrriiaall  ssttrruuccttuurree  aanndd  ttrraaddee  ooppeennnneessss  ffrroomm  tthhee  ""nnoorrmmaall""  lleevveell,,  hheeaavviillyy  ddiissttoorrtteedd  ttrraaddee  ((aammoonngg  tthhee  FFSSUU  rreeppuubblliiccss))  aanndd  lliigghhttllyy  
ddiissttoorrtteedd  ttrraaddee  ((wwiitthh  ssoocciiaalliisstt  ccoouunnttrriieess))  ttaakkeenn  wwiitthh  aa  3333%%  wweeiigghhtt  ((sseeee  AAppppeennddiixx  ffoorr  ddeettaaiillss))..  
bb  EEqquuaallss  11  ffoorr  AArrmmeenniiaa,,  AAzzeerrbbaaiijjaann,,  CCrrooaattiiaa,,  GGeeoorrggiiaa,,  MMaacceeddoonniiaa,,  aanndd  TTaajjiikkiissttaann  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  
cc  EEqquuaallss  11  ffoorr  aallll  ffoorrmmeerr  SSoovviieett  rreeppuubblliiccss  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  



Evaluating the impact of non-policy and policy factors-2 
TTaabbllee  44..  RReeggrreessssiioonn  ooff  GGDDPP  cchhaannggee  dduurriinngg  ttrraannssffoorrmmaattiioonnaall  rreecceessssiioonn  oonn  nnoonn--ppoolliiccyy  aanndd  ppoolliiccyy--rreellaatteedd  
ffaaccttoorrss  ((aallll  ccooeeffffiicciieennttss  aarree  ssiiggnniiffiiccaanntt  aatt  55%%  lleevveell  eexxcceepptt  tthhoossee  iinn  bbrraacckkeettss))  
  
DDeeppeennddeenntt  vvaarriiaabbllee  ==  lloogg  ((11999988  GGDDPP  aass  aa  %%  ooff  11998899  GGDDPP))  

EEqquuaattiioonnss//  
VVaarriiaabblleess  

11,,  
NN==2288  

22,,  
NN==2288  

33,,  
NN==2288  

44,,  
NN==2288  

55,,  
NN==2288  

66,,  
NN==2288  

77,,    
NN==2288  

88,,    
NN==2288  

99,,    
NN==2288  

  

CCoonnssttaanntt  33..6699  55..4422  44..5588  44..5511  55..3333  55..2211  55..4433  55..4466  55..7711  
DDiissttoorrttiioonnss,,  %%  ooff  GGDDPPaa            --..0011  --..000033dd  ((--..000055))  --00..0011  
11998877  PPPPPP  GGDDPP  ppeerr  ccaappiittaa,,  %%  
ooff  tthhee  UUSS  lleevveell  

          --..0011  --00..0011  --00..0011  --00..0011  

WWaarr  dduummmmyybb      --..3399    --..3399  ((--..1177))  --..4499  --..2200  ee  --..1199  ee  --..1199  ee  

FFSSUU  dduummmmyycc      --..6600  --..5533  ((--..2233))      ((..0088))    
LLiibbeerraalliizzaattiioonn  iinnddeexx  ..2244  ((..0022))    ((..0044))  ((--..0011))    ((..0066))  ((..0077))    
LLoogg  ((iinnffllaattiioonn,,  %%  aa  yyeeaarr,,  11999900--
9955,,  ggeeoommeettrriicc  aavveerraaggee))    

  --..2244      --..1177    --..1166  --..1177  --..1188  

AAddjjuusstteedd  RR22,,  %%  3322  6688  5599  5588  6688  5522  7733  7722  7744  
aa  CCuummuullaattiivvee  mmeeaassuurree  ooff  ddiissttoorrttiioonnss  aass  aa  %%  ooff  GGDDPP  eeqquuaall  ttoo  tthhee  ssuumm  ooff  ddeeffeennssee  eexxppeennddiittuurree  ((mmiinnuuss  33%%  rreeggaarrddeedd  aass  tthhee  ""nnoorrmmaall""  lleevveell)),,  
ddeevviiaattiioonnss  iinn  iinndduussttrriiaall  ssttrruuccttuurree  aanndd  ttrraaddee  ooppeennnneessss  ffrroomm  tthhee  ""nnoorrmmaall""  lleevveell,,  hheeaavviillyy  ddiissttoorrtteedd  ttrraaddee  ((aammoonngg  tthhee  FFSSUU  rreeppuubblliiccss))  aanndd  lliigghhttllyy  
ddiissttoorrtteedd  ttrraaddee  ((wwiitthh  ssoocciiaalliisstt  ccoouunnttrriieess))  ttaakkeenn  wwiitthh  aa  3333%%  wweeiigghhtt  ((sseeee  AAppppeennddiixx  ffoorr  ddeettaaiillss))..  
bb  EEqquuaallss  11  ffoorr  AArrmmeenniiaa,,  AAzzeerrbbaaiijjaann,,  CCrrooaattiiaa,,  GGeeoorrggiiaa,,  MMaacceeddoonniiaa,,  aanndd  TTaajjiikkiissttaann  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  
cc  EEqquuaallss  11  ffoorr  aallll  ffoorrmmeerr  SSoovviieett  rreeppuubblliiccss  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  
d Significant at 22% level. 
e Significant at 14-16% level. 



Evaluating the impact of non-policy and policy factors-3 
•  Though there is a positive relationship between the 

magnitude of output decline on the one hand and the 
liberalization index and inflation on the other, this 
weakens or even disappears once variables that 
characterize objective conditions are factored in 

•  Nearly 70% of the variations in the magnitude of the 
decline of output may be explained by only two 
dummy variables: membership in the FSU and wars 

•  Inflation variable is always significant and has the 
predicted (negative) sign 

•  Results suggest that the usual argument linking the 
better performance of EE as compared to the FSU, to 
better economic policies (greater liberalization) does 
not necessarily hold 



Consider Cuba 
 – no major 
market type 

reforms, but a 
recession 

nevertheless. 
Why? Because 
of supply-side 

shock – 
deterioration of 
terms of trade 
(proportions of 
exchange of 

Cuban sugar  for 
Soviet oil).  



Absorption of the supply shock 



Adjustment to 
supply shock: 

 
 

Cutting 
imports, 

developing 
exports of 
services 
(tourism) 



Policy factors: institutions, rule of law and democracy  

•  If initial conditions only are used to predict 
economic performance, then: 

•  China and Vietnam did much better than 
expected;  

•  EE and Baltic states a bit better than expected;  
•  most CIS states did much worse than 

expected. Exceptions: Uzbekistan and Belarus, 
that proceeded with slow reforms, but had the 
strongest state institutions among all CIS 
states; 

•  Ukraine did worse than expected due to the 
poor institutional capabilities 



Collapse of the institutions in most FSU 
and Balkan countries 

•  dramatic increase of the share of the shadow 
economy; 

•  decline of government revenues as a proportion of 
GDP;  

•  inability of the state to deliver basic public goods 
and appropriate regulatory framework;  

•  accumulation of tax, trade, wage and bank arrears;  
•  demonetization, "dollarization" and "barterization" of 

the economy, as measured by high and growing 
money velocity, and the decline of bank financing as 
a proportion of GDP; 

•  poor enforcement of property rights, bankruptcies, 
contracts and law and order;  

•  increased crime rates. 



Measuring institutional capacity of 
the state  

•  Proxies for institutional capacity: 
•  the trust of businesses and individuals 

in various institutions - here FSU states 
rank much lower than East European 
countries in all available surveys 

•  the financial strength of the government 
- the share of state revenues in GDP 

• crime and murder  rates 
• share of shadow economy 
 





Total revenues of consolidated government budgets (including 
off-budget funds) as a % of GDP in economies in transition  

YYeeaarr//CCoouunnttrryy  11998899  11999900  11999911  11999922  11999933  11999944  11999955  11999966**  

CCeennttrraall  EEuurrooppeeaann  ccoouunnttrriieess****  5511..22  5511..66  4477..44  4499..11  4499..00  4499..44  4488..00  4455..55  
--CCzzeecchh  RReeppuubblliicc  5511..44  5511..22  4499..66  4444..55  
--SSlloovvaakk  RReeppuubblliicc    6611..77  6600..22  5522..22    4499..55  4433..66  4466..44  4466..88  4444..66  
--HHuunnggaarryy  5599..11  5533..99  5522..11  5566..11  5555..44  5533..99  4499..66  4477..00  
--PPoollaanndd  4411..44  4422..99  4411..55  4444..11  4477..66  4488..33  4477..88--  4466..88--  
--SSlloovveenniiaa  4422..44  4499..33  4433..77  4466..55  4477..11  4477..11  4466..22  4444..44  

BBaallttiicc  ssttaatteess****  4477..22  4411..88  3388..33  3311..44  3355..22  3322..99  3333..77  3333..77--  
  --EEssttoonniiaa  3399..55  3355..77  3366..44  3344..66  3399..66  3399..66  3399..66  3388..99--  
  --LLaattvviiaa  5522..00  4466..00  3377  2277..44  3355..88  3344..11  3377..00  3388..88--  
  --LLiitthhuuaanniiaa  5500..00  4433..77  4411..44  3322..11  3300..22  2255..11  2244..66  2233..33  
EEuurrooppeeaann  CCIISS  ccoouunnttrriieess    
((eexxcclluuddiinngg  RRuussssiiaa))****  

  
  

      
3322..44  

  
3311..66  

  
3377..33  

  
3355..00  

  
3344..00  

  --BBeellaarruuss    3388..22  4477..55  4444..00  4433..66  4488..44  4433..22  4411..99  
  --MMoollddoovvaa  3355..33      --  2244..77  2200..22  1133..00  2233..11  2233..99  2233  
  --UUkkrraaiinnee    2266..44      --      --  3333..00  3388..33  4400..33  3377..88  3377..22  
RRUUSSSSIIAA    4411..00      --        --  4444..22  3366..11  3344..66  3322..22  3300..44  

SSoouutthh  EEaasstt  EEuurrooppee  ccoouunnttrriieess****  5522..33  4466..77  3377..33  3344..22  3333..99  3388..22  3366..88  3344..33  
  --AAllbbaanniiaa  4477..88  4477..11  3300..99  2211..99  2255..22  2244..33  2244..33  1177  
  --BBuullggaarriiaa  5588..00  5533..33  4422..33  4400..22  3377..22  3399..99  3366..66  3344..22--  
  --CCrrooaattiiaa      --      --  3344  3333  3322..22  4433..77  4466..11  4466..55--  
  --FFYYRR  MMaacceeddoonniiaa      --      --      --  3388..66  4400..99  5511..00  4455..22  4433..99  
  --RRoommaanniiaa  5511..11  3399..77  4422..00  3377..44  3333..88  3322..00  3311..99  2299..88--  

**  EEssttiimmaattee..  
****  UUnnwweeiigghhtteedd  aavveerraaggee  



Total revenues of consolidated government budgets (including off-
budget funds) as a % of GDP in economies in transition (continued) 

YYeeaarr//CCoouunnttrryy  11998899  11999900  11999911  11999922  11999933  11999944  11999955  11999966**  

CCaauuccaassiiaann  ssttaatteess****  3366..55      --  2233..77  2222..33  1155..55  1166..33  1111..55  1122..00  
  --AArrmmeenniiaa  5522..22      --  55..55  44..22  33..44  77..77  1111..44  1100..11  
  --AAzzeerrbbaaiijjaann  2255..88      --  3355..77  4499..11  3333..44  2244..66  1155..33  1166..44  
  --GGeeoorrggiiaa  3311..55      --  3300..00  1133..66  99..88  1166..66  77..88  99..55  

CCeennttrraall  AAssiiaann  ccoouunnttrriieess****  3366..22  4400..33  3366..66  3300..99  2277..44  2255..66  2200..44  1188..88  
  --KKaazzaakkhhssttaann  3355..44  3322..88  2255..00  2244..55  2233..99  1188..77  1188..77  1166..00  
  --KKyyrrgghhyyzzssttaann  3388..00  3388..66  3344..99  1166..55  2244..99  2200..99  1166..77  1177..00  
  --TTaajjiikkiissttaann  4400..33      --  3333..22  2266..66  2277..11  4455..55  1199..33  1122..33  
  --TTuurrkkmmeenniissttaann  3322..44  4444..88  4400..77  5555..44  1188..77  1100..55  1122..44  1155..55--  
  --UUzzbbeekkiissttaann  3355..00  4444..99  4499..11  3311..44  4422..66  3322..33  3355..11  3322..33  

AAssiiaann  nnoonn--CCIISS  ccoouunnttrriieess****  2277..22        2244..11        

  --CChhiinnaa******  1199..33  1199..11  1166..99  1144..77  1133..88  1122..44      --  --  

  --MMoonnggoolliiaa  4488..66      --      --      --  3366..22      --      --  --  
  --VViieettnnaamm  1144..88      --      --      --  2222..33      --      --  --  

**  EEssttiimmaattee..  
****  UUnnwweeiigghhtteedd  aavveerraaggee..  
******  DDaattaa  ddoo  nnoott  iinncclluuddee  rreevveennuueess  ooff  nneeiitthheerr  ffiissccaall  ooffff--bbuuddggeett  ffuunnddss  ((wwhhiicchh  iinnccrreeaasseedd  ffrroomm  22..66%%  ooff  GGDDPP  iinn  11997788  ttoo  44..22%%  ooff  GGDDPP  iinn  11999944)),,  nnoorr  
eenntteerrpprriissee  eexxttrraabbuuddggeettaarryy  ffuunnddss,,  wwhhiicchh  aammoouunntteedd  ttoo  oovveerr  1100%%  ooff  GGDDPP  iinn  11999922  aanndd  wwhhiicchh  ssiinnccee  11999933  aarree  nnoott  iinncclluuddeedd  iinnttoo  eexxttrraa--bbuuddggeettaarryy  
rreevveennuueess  bbyy  tthhee  CChhiinneessee  ooffffiicciiaall  ssttaattiissttiiccss..  FFrroomm  11997799  ttoo  11998855  ggoovveerrnnmmeenntt  rreevveennuueess,,  iinncclluuddiinngg  ffiissccaall  ooffff--bbuuddggeett  ffuunnddss,,  ddeeccrreeaasseedd  ffrroomm  3355%%  ttoo  
3300%%  ooff  GGDDPP  ((sseeee  WWoorrlldd  BBaannkk,,  11999955cc,,  pp..3311--3322))..  



Size of the government reduced in 
most transition economies 

Fig. 13. Consolidated government revenues as a % of GDP
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Three major patterns of change in 
government expenditures  

Fig. 10. Government expenditure , % of GDP
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Three "models" of transition 
•  Strong authoritarian regimes (China)  

•  cuts in government expenditure at the expense of 
defense, subsidies and budgetary financed investment; 

•   expenditure for "ordinary government" as a percentage 
of GDP remained largely unchanged  

•  Strong democratic regimes (Poland)  
•  budgetary expenditure, including those for "ordinary 

government", declined only in the pre-transition period, 
but increased during transition itself  

•  Weak democratic regimes (Russia)  
•  decline in the financing of defense, investment and 

subsidies, and also the downsizing of "ordinary 
government" 



Normally, 
the higher 

are tax 
rates, the 
larger is 
shadow 

economy 

   Taxation and estimated underground production 
 Underground income as a % of  GNP 

Country 1960 1978 

Current receipts of 
government as a % of 

GDP, 1978 
Sweden 5.4 13.2 57.5 

Belgium 4.7 12.1 42.4 

Denmark 3.7 11.8 49.6 

Italy 4.4 11.4 36.0 

Netherlands 5.6 9.6 50.9 

France 5.0 9.4 42.3 

USSR 5 (1965) 10 (1980) 47.0 (1980) 

Norway 4.4 9.2 52.0 

Austria 4.6 8.9 46.2 

Canada 5.1 8.7 36.2 

West Germany 3.7 8.6 44.7 

United Kingdom 4.6 8.0 37.5 

Finland 3.1 7.6 38.0 

Ireland 1.7 7.2 35.2 

Spain 2.6 6.5 27.1 

Switzerland 1.1 4.3 33.8 

Japan 2.0 4.1 24.5 
Source: Gardner S. Comparative Economic Systems. N.Y., The Dryden Press, 1988, p. 24. 



In transition economies, the lower are state 
revenues the larger is the shadow economy  

Fig. 11. Government revenues and shadow economy, % of  GDP, 1989-
96

-5

5

15

25

35

45

55

15 20 25 30 35 40 45 50 55

Average  share  of government revenues in GDP in  1993-96, %

POL

EST
BEL HUNG

AZER

UZBE
K

CZECH

LAT

ROM

KAZ

BULG

MOLD

GEOR

RUS
UKR

LITH



The shadow economy in post-communist 
countries emerged mostly during transition  



The decline in government revenues is 
correlated with performance  

Fig. 12. Change  in GDP and in the  share  of government revenues in 
GDP
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Investment were higher in countries 
where government revenues were higher 



Investment growth is higher in countries with 
small shadow economy 



Investment growth is higher in countries with 
smaller decline in government revenues  



Government investment go hand in hand 
with private investment 



Corruption today is much higher in  China 
and Russia than on the eve/before 

transition 
Corruption Perception Indices 
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Government collapse: corruption 

•   In 1980-85 on a list of 54 states the USSR was just 
about in the middle: the Soviet bureaucracy was 
cleaner than that of Italy, Greece, Portugal, South 
Korea and all developing countries, but more 
corrupt than in other developed states 

•   In 1996, after the transition to market economy and  
democracy, Russia in the same list of 54 countries  
was at the 48-th place, between India and Venezuela.  

 



Share of government expenditure on goods and services in GDP in 
Russia and China, %
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Investment climate indices (International country risk guide), %
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Evaluating the impact of non-policy and 
policy factors: institutional capacities added 

Table 5. Regression of change in GDP on non-policy and policy-related factors (all coefficients are significant 
at 5% level except those in brackets) 
DDeeppeennddeenntt  vvaarriiaabbllee  ==  lloogg  ((11999966  GGDDPP  aass  aa  %%  ooff  11998899  GGDDPP))  
FFoorr  CChhiinnaa  --  aallll  iinnddiiccaattoorrss  aarree  ffoorr  tthhee  ppeerriioodd  ooff  11997799--8866  oorr  ssiimmiillaarr  

EEqquuaattiioonnss,,  NNuummbbeerr  ooff    
OObbsseerrvvaattiioonnss  //  VVaarriiaabblleess  

11,,  
NN==2288  

22,,  
NN==2288  

33,,  
NN==2288  

44,,  
NN==2288  

55,,  
NN==1177  

66,,  
NN==1177  

CCoonnssttaanntt  55..2233  44..9966  55..5555  55..7711  55..9911  66..0077  
DDiissttoorrttiioonnss,,  %%  ooff  GGDDPPaa  --..0011  --..0011  --..0011  --..0011  --..0000  --..0000  
11998877  PPPPPP  GGDDPP  ppeerr  ccaappiittaa,,  %%  ooff  tthhee  UUSS  lleevveell  --..0011  --..0022  --..0011  --..0011  --..0022  --..0011  
WWaarr  dduummmmyybb  --..6633  --..5588  --..4400  --..4400  00..2266cc  00..2277cc  
DDeecclliinnee  iinn  ggoovveerrnnmmeenntt  rreevveennuueess  aass  aa  %%  ooff  GGDDPP  
ffrroomm  11998899--9911  ttoo  11999933--9966  

--..0011  --..0011  --..0011  --..0011      

LLiibbeerraalliizzaattiioonn  iinnddeexx    ((..0077))    ((--00..44))    ((--..0055))  
LLoogg  ((IInnffllaattiioonn,,  %%  aa  yyeeaarr,,  11999900--9955,,  
  ggeeoommeettrriicc  aavveerraaggee))    

    --..1122  --..1144  --..1122  --..1144  

SShhaaddooww  eeccoonnoommyy  aass  aa  %%  ooff  GGDDPP  iinn  11999944            --..0022  --..0022  
AAddjjuusstteedd  RR22,,  %%  7755  7755  8855  8844  9922  9911  

aaCCuummuullaattiivvee  mmeeaassuurree  ooff  ddiissttoorrttiioonnss  aass  aa  %%  ooff  GGDDPP  eeqquuaall  ttoo  tthhee  ssuumm  ooff  ddeeffeennssee  eexxppeennddiittuurree  ((mmiinnuuss  33%%  rreeggaarrddeedd  aass  tthhee  ''nnoorrmmaall''  lleevveell)),,  ddeevviiaattiioonnss  
iinn  iinndduussttrriiaall  ssttrruuccttuurree  aanndd  ttrraaddee  ooppeennnneessss  ffrroomm  tthhee  ''nnoorrmmaall''  lleevveell,,  tthhee  sshhaarree  ooff  hheeaavviillyy  ddiissttoorrtteedd  ttrraaddee  ((aammoonngg  tthhee  FFSSUU  rreeppuubblliiccss))  aanndd  lliigghhttllyy  
ddiissttoorrtteedd  ttrraaddee  ((wwiitthh  ssoocciiaalliisstt  ccoouunnttrriieess))  ttaakkeenn  wwiitthh  aa  3333%%  wweeiigghhtt  ((sseeee  AAppppeennddiixx  ffoorr  ddeettaaiillss))..  
bbEEqquuaallss  11  ffoorr  AArrmmeenniiaa,,  AAzzeerrbbaaiijjaann,,  CCrrooaattiiaa,,  GGeeoorrggiiaa,,  MMaacceeddoonniiaa,,  aanndd  TTaajjiikkiissttaann  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  
ccSSiiggnniiffiiccaanntt  aatt  88%%  lleevveell..  



Evaluating the impact of non-policy and 
policy factors: institutional capacities added 

  
DDeeppeennddeenntt  vvaarriiaabbllee  ==  lloogg  ((11999988  GGDDPP  aass  aa  %%  ooff  11998899  GGDDPP))  
FFoorr  CChhiinnaa  --  aallll  iinnddiiccaattoorrss  aarree  ffoorr  tthhee  ppeerriioodd  ooff  11997799--8888  oorr  ssiimmiillaarr  

EEqquuaattiioonnss,,  NNuummbbeerr  ooff    
oobbsseerrvvaattiioonnss  //  VVaarriiaabblleess  

11,,  
NN==2288  

22,,  
NN==2288  

33,,  
NN==2288  

44,,  
NN==2288  

55,,  
NN==1177  

66,,  
NN==1177  

77,,  
NN==1177  

88,,  
NN==1177  

CCoonnssttaanntt  55..3300  44..8888  55..6688  55..7733  55..7744  55..4433  55..8866  66..0088  
DDiissttoorrttiioonnss,,  %%  ooff  GGDDPPaa  --..0011  --..0011  --..0011  --..0011  --..0011  --..0011  cc  ((--..0000))  ((--..0000))  
11998877  PPPPPP  GGDDPP  ppeerr  ccaappiittaa,,  %%  ooff  tthhee  UUSS  
lleevveell  

--..0011  --..0022  --..0011  --..0011  --..0011  --..0022  --..0011cc  ((--..0011))  

WWaarr  dduummmmyybb  --..6677  --..5588  --..3388  --..3377          
DDeecclliinnee  iinn  ggoovveerrnnmmeenntt  rreevveennuueess  aass  aa  %%  ooff  
GGDDPP  ffrroomm  11998899--9911  ttoo  11999933--9966  

--..0022  --..0011  --..0011  --..0011          

LLiibbeerraalliizzaattiioonn  iinnddeexx    ((..1111))    ((--..0011))    ((..1111))    ((--..0066))  
LLoogg  ((IInnffllaattiioonn,,  %%  aa  yyeeaarr,,  11999900--9955,,  
  ggeeoommeettrriicc  aavveerraaggee))    

    --..1155  --..1155      --..1133  --..1166  

SShhaaddooww  eeccoonnoommyy  aass  aa  %%  ooff  GGDDPP  iinn  11999944            --..0022  --..0022  --..0011  --..0022  
AAddjjuusstteedd  RR22,,  %%  6677  6699  8800  8800  7722  7733  8822  8811  

  
aaCCuummuullaattiivvee  mmeeaassuurree  ooff  ddiissttoorrttiioonnss  aass  aa  %%  ooff  GGDDPP  eeqquuaall  ttoo  tthhee  ssuumm  ooff  ddeeffeennssee  eexxppeennddiittuurree  ((mmiinnuuss  33%%  rreeggaarrddeedd  aass  tthhee  ''nnoorrmmaall''  lleevveell)),,  ddeevviiaattiioonnss  
iinn  iinndduussttrriiaall  ssttrruuccttuurree  aanndd  ttrraaddee  ooppeennnneessss  ffrroomm  tthhee  ''nnoorrmmaall''  lleevveell,,  tthhee  sshhaarree  ooff  hheeaavviillyy  ddiissttoorrtteedd  ttrraaddee  ((aammoonngg  tthhee  FFSSUU  rreeppuubblliiccss))  aanndd  lliigghhttllyy  
ddiissttoorrtteedd  ttrraaddee  ((wwiitthh  ssoocciiaalliisstt  ccoouunnttrriieess))  ttaakkeenn  wwiitthh  aa  3333%%  wweeiigghhtt  ((sseeee  AAppppeennddiixx  ffoorr  ddeettaaiillss))..  
bbEEqquuaallss  11  ffoorr  AArrmmeenniiaa,,  AAzzeerrbbaaiijjaann,,  CCrrooaattiiaa,,  GGeeoorrggiiaa,,  MMaacceeddoonniiaa,,  aanndd  TTaajjiikkiissttaann  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  
ccSSiiggnniiffiiccaanntt  aatt  88%%  lleevveell..  



Best performance: low distortions, strong institutions 
Worst performance: high distortions, weak institutions 

INITIAL CONDITIONS (DISTORTIONS) AND INSTITUTIONS –
CLASSIFICATION OF COUNTRIES

                                  DISTORTIONS
INSTITUTIONAL
 CAPACITY

LOW HIGH

HIGH CHINA,
VIETNAM

EASTERN
EUROPE

LOW ALBANIA,
MONGOLIA

FSU



Empirical evidence: 
Table 1. Typology of democracies and autocracies (in brackets – former communist
countries)
LAW AND ORDER //
DEMOCRACY

WEAK LAW AND ORDER STRONG LAW AND ORDER

MORE  DEMOCRATIC WEAK (ILLIBERAL)
 DEMOCRACIES:
Sub-Sahara Africa, South
Asia, Latin America (most
CIS, Mongolia, Balkans)

STRONG (LIBERAL)
 DEMOCRACIES:
OECD countries, S. Korea, Taiwan,
Philippines, Argentina, Brazil, Mexico,
Uruguay  (Central Europe, Baltics)

LESS  DEMOCRATIC WEAK (ILLIBERAL)
AUTOCRACIES:
MENA (Central Asia,
Azerbaijan, Belarus)

STRONG (LIBERAL)
  AUTOCRACIES:
XIX century Europe, East Asia before
the 1990s (China, Vietnam)

The growth rates of GDP per capita in 1960-2000: 
• 2.5% in industrialized (OECD) countries,  
• 4.5% in East Asia,  
• 1.7% in MENA,  
• 1.6% in LA,  
• 1.8% in South Asia,  
• 0.3% in SSA.  



Strong authoritarian regimes (China, Vietnam), 
weak authoritarian regimes (Central Asia, Azerbaijan, Belarus),  
strong democratic regimes (Central European countries),  
weak democratic regimes (most FSU and Balkan states)  

Fig. 14. Indices of the rule of law and political rights (democracy), 0-10 scale, higher 
value represent stronger rule of law and democracy
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Democratization without strong rule of law 
usually leads to the collapse of output  

Fig. 15. Ratio of the rule of law to democracy index and output change
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Nearly 80%of all variations in output can be explained by only three factors –  
pre-transition distortions, inflation, and rule-of-law-to-democracy index  
TTaabbllee  77..  RReeggrreessssiioonn  ooff  cchhaannggee  iinn  GGDDPP  iinn  11998899--9966  oonn  iinniittiiaall  ccoonnddiittiioonnss,,  ppoolliiccyy  ffaaccttoorrss,,  aanndd    
rruullee  ooff  llaaww  aanndd  ddeemmooccrraaccyy  iinnddiicceess  ((aallll  ccooeeffffiicciieennttss  aarree  ssiiggnniiffiiccaanntt  aatt  99%%  lleevveell  eexxcceepptt  tthhoossee  iinn  
bbrraacckkeettss))  
DDeeppeennddeenntt  vvaarriiaabbllee  ==  lloogg  ((11999966  GGDDPP  aass  aa  %%  ooff  11998899  GGDDPP))  
FFoorr  CChhiinnaa  --  aallll  iinnddiiccaattoorrss  aarree  ffoorr  tthhee  ppeerriioodd  ooff  11998899--9966  oorr  ssiimmiillaarr  
EEqquuaattiioonnss,,  NNuummbbeerr  ooff    
OObbsseerrvvaattiioonnss  //  VVaarriiaabblleess  

11,,  
NN==2288  

22,,  
NN==2288  

33,,  
NN==2288  

44,,  
NN==2288  

55,,  
NN==2288  

66,,  
NN==2288  

CCoonnssttaanntt  55..3333  55..2266  55..2266  55..4400  55..4411  55..5500  
DDiissttoorrttiioonnss,,  %%  ooff  GGDDPPaa  --..000044  --..000044  ((--..000033))  --..000066  --..000077  --..000077  
11998877  PPPPPP  GGDDPP  ppeerr  ccaappiittaa,,  %%  ooff  tthhee  UUSS  
lleevveell  

      --..000077  --..000099  --..000088  

WWaarr  dduummmmyybb        --..1199  --..3366  --..3377  
DDeecclliinnee  iinn  ggoovveerrnnmmeenntt  rreevveennuueess  aass  aa  %%  ooff  
GGDDPP  ffrroomm  11998899--9911  ttoo  11999933--9966  

        --..001111  --..001111  

LLiibbeerraalliizzaattiioonn  iinnddeexx      ((..001155))      ((--..001188))  
LLoogg  ((IInnffllaattiioonn,,  %%  aa  yyeeaarr,,  11999900--9955,,  
  GGeeoommeettrriicc  aavveerraaggee))    

--..1199  --..2200  --..2200  --..1177  --..1133  --..1144  

RRuullee  ooff  llaaww  iinnddeexx,,    aavveerraaggee  ffoorr  11998899--9977,,  %%  ..((000077))cc            
DDeemmooccrraaccyy  iinnddeexx,,  aavveerraaggee  ffoorr  11999900--9988,,  %%    --..000077            
RRaattiioo  ooff  tthhee  rruullee  ooff  llaaww  ttoo  ddeemmooccrraaccyy  iinnddeexx    ..008888  ..009900  ..006600  ..004488  ..004466  
AAddjjuusstteedd  RR22,,  %%  7766  7799  7799  8822  8888  8877  
aaCCuummuullaattiivvee  mmeeaassuurree  ooff  ddiissttoorrttiioonnss  aass  aa  %%  ooff  GGDDPP  eeqquuaall  ttoo  tthhee  ssuumm  ooff  ddeeffeennssee  eexxppeennddiittuurree  ((mmiinnuuss  33%%  rreeggaarrddeedd  aass  tthhee  ''nnoorrmmaall''  lleevveell)),,  ddeevviiaattiioonnss  
iinn  iinndduussttrriiaall  ssttrruuccttuurree  aanndd  ttrraaddee  ooppeennnneessss  ffrroomm  tthhee  ''nnoorrmmaall''  lleevveell,,  tthhee  sshhaarree  ooff  hheeaavviillyy  ddiissttoorrtteedd  ttrraaddee  ((aammoonngg  tthhee  FFSSUU  rreeppuubblliiccss))  aanndd  lliigghhttllyy  
ddiissttoorrtteedd  ttrraaddee  ((wwiitthh  ssoocciiaalliisstt  ccoouunnttrriieess))  ttaakkeenn  wwiitthh  aa  3333%%  wweeiigghhtt  ((sseeee  AAppppeennddiixx  ffoorr  ddeettaaiillss))..  
bbEEqquuaallss  11  ffoorr  AArrmmeenniiaa,,  AAzzeerrbbaaiijjaann,,  CCrrooaattiiaa,,  GGeeoorrggiiaa,,  MMaacceeddoonniiaa,,  aanndd  TTaajjiikkiissttaann  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  
cc  SSiiggnniiffiiccaanntt  aatt  1144%%  lleevveell..  



Explaining the magnitude of recession: conclusion 
•  Differences in performance during transition 

depend strongly on the initial conditions:  

•  The higher the distortions (militarization, over-
industrialization, "under-openness" of the 
economy and the share of perverted trade 
flows), the worse is the performance 

•  The higher was GDP per capita before 
transition, the greater were distortions 
embodied in fixed capital stock, the more 
difficult it was to overcome these distortions to 
achieve growth  



Explaining the magnitude of recession: conclusion 

•  Changes in the institutional capacities of 
the state have dramatic impact on 
performance  

•  Macroeconomic stability matters a great 
deal for economic performance 

•  Liberalization index does not appear to be 
important  



Democracy and growth reconsidered:  
why economic performance of new 

democracies is not encouraging   
 

•  Democracy is widely regarded as one of the 
goals of development and reforms  

•  But the performance of the “third wave” 
democracies – countries that democratized since 
1974 – is disappointing 

•  It appears that the impact of changes in 
democracy on economic and social development 
is different for developed and developing 
countries  

•  Especially when the strength of the rule of law is taken into 
account 



Description statistics for new democracies 
Countries All new 

democracies  
(62) 

Transition 
countries 

(20) 

Developing 
countries 

(42) 

All except 
new 

democracies 
(148) 

All 
countries 

(210) 

Improvement of the index of political rights 
from 1972-75 to 1999-2002 

3,31 3,98 3,00 -0,20 0,98 

ICRG risk rating, 2000 65,104 66,017 64,591 68,918 67,417 
Ratio of investment climate to increase of 
democracy index, % 

9,013 8,279 9,425 20,184 15,786 

PPP GDP per capita in 1999 5510 6900 4885 9588 8059 
Increase in life expectancy from 1970-75 to 
1995-2000 

5,749 1,958 7,550 7,022 6,574 

Annual average growth of GDP per capita in 
1975-99 

0,818 0,296 0,876 1,410 1,225 

Index of government effectiveness in 2001  -0,193 -0,162 -0,210 0,088542 -0,007 
Unofficial economy, 1st estimate 35,1 28,2 40,5 21,8 28,2 

Unofficial economy, 2nd  estimate 33,6 24,8 40,4 23,3 28,3 
Share of central government revenues in GDP 
in  1995-99 as a % of 1971-75 

132 56 136 164,9652 154 

Average annual budget deficit, 1975-99, % of 
GDP 

-4,49 -3,26 -5,01 -3,94308 -4,13 

Average annual inflation, 1975-99, % 30,3 16,6 31,1 13,23991 18,8 
Average FOREX, months of imports, 1970-99 3,12 2,62 3,35 3,358422 3,27 
Increase in FOREX, months of imports, from 
1980 to 1999 

1,53 3,14 0,81 0,446896 0,84 

Ratio of prices of energy to prices of clothing in 
1993, % (US=107%) 

101,0 48,9 145,1 117,619 110,9 

Source: World Bank, 2001; World Development Institute (WDI, 2001); Freedom House; UNDP (2002); Friedman, Johnson, Kaufmann, Zoido-
Lobaton (1999).  



For developing countries with poor rule of law 
greater democratization in 1975-99 was associated 

with lower growth rates 

Fig. 1. Change in democracy (political rights) index, points, and 
GDP per capita annual average growth rates in 1975-99, %
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For developing countries with poor rule of law 
greater democratization in 1975-99 was associated 

with lower growth rates  

Fig. 2. Ratio of investment climate to increase of democracy index, 
%, and GDP per capita annual average growth rates in 1975-99, %
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Changes in the life expectancy, years, and 
in democracy index, points,  in 1970-2000 

R2 = 0.002

R2 = 0.0595
R2 = 0.1439
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Changes in the life expectancy, years, and the 
ratio of investment climate to increase of 

democracy index, %,  in 1970-2000 

R2 = 0.0048

R2 = 0.1877

R2 = 0.217
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For developing countries with poor rule of law greater 
democratization in 1975-99 was associated with lower growth rates  

Factors explaining the average growth rate of GDP per capita in 1975-99  
– cross country OLS regression results  

Dependent variable Average growth rate of GDP per capita in 1975-99 
Number of observations 85 85 85 85 85 85 
PPP GDP per capita in 1975 -.0005 

*** 
-.0005 
*** 

-.0005 
*** 

-.0005 
*** 

  

2000 investment climate index, ICRG .11*** .10*** .11*** .11*** .10*** .10*** 
Average investment/GDP ratio in 1975-
99 

.11*** .12*** .10*** .12*** .11*** .12*** 

Average population growth rate in 
1975-99 

-.58 
*** 

-.53 
*** 

-.73 
*** 

-.84 
*** 

-.69*** -.83*** 

Level of democracy in 1972-75 (lower 
values mean more democracy)   

 -.19**     

Increase in democracy index in 1970-
2000 (positive values mean 
democratization) 

  -.20 
*** 

-.18**   

Ratio of the rule of law (ICRG inv. 
Index) to democratization in 1975-
2000 

    .04** .04** 

Transition economies dummy    -1.03 (Tstat 
=-1.25) 

 -1.29 (Tstat 
=-1.59) 

Constant  -6.81 
*** 

-5.60 
*** 

-5.90 
*** 

-5.60*** -6.38 
*** 

-5.91 
*** 

Adjusted R2 54 56 57 57 56 57 

*, **, *** - Significant at 10%, 5% and 1% level respectively. 



Threshold regressions  
Table 2. Factors explaining the average growth rate of GDP per capita in 1975-99 
(democratization and the rule of law) – cross country OLS regression results (T-statistics – 
in brackets) 

Dependent variable Average growth rate of GDP per capita in 1975-99 
Number of observations 84 97 84 45 45 

2000 investment climate index, ICRG 
(ranges from 0 to 100%, higher values –
better climate) 

0.1*** 
(4.18) 

 0.07*** 
(3.40) 

  

PPP GDP per capita in 1975    -.0008*** 
(-4.99) 

-.0006*** 
(-4.80) 

Log PPP GDP per capita in 1975 -3.27*** 
(-6.22) 

-2.43*** 
(-5.37) 

-3.03*** 
(-6.44) 

  

Average investment/GDP ratio in 1975-99, 
% 

 0.12*** 
(4.89) 

0.12*** 
(4.44) 

  

Average population growth rate in 1975-
99, % 

-0.45** 
(-2.23) 

-0.33* 
(-1.85) 

-0.45*** 
(-2.51) 

-1.45*** 
(-4.27) 

-1.18*** 
(5.26) 

Increase in democracy index in 1970-
2000 (positive values mean 
democratization) 

-0.13* 
(-1.65) 

-0.11 
(-1.56) 

-0.13* 
(-1.83) 

-0.49*** 
(-4.12) 

-0.42*** 
(-4.91) 

Interaction term = Rule of law index 
*Democratization in 1975-2000 

0.19*** 
(3.15) 

0.31*** 
(6.85) 

0.18*** 
(3.41) 

  

Interaction term = Corruption perception 
index in 1980-85*Democratization in 
1975-2000 

   0.07*** 
(3.84) 

0.05*** 
(3.50) 

Constant  6.52*** 
(3.09) 

7.33*** 
(4.09) 

4.71** 
(2.46) 

7.79*** 
(6.13) 

2.10** 
(1.90) 

Adjusted R2 53 56 63 46 73 

*, **, *** - Significant at 10%, 5% and 1% level respectively. Robust estimates for T-statistics and standard errors to 
control for heteroscedasticity.  



Threshold regressions reorganized 
•  Equation 3 in the previous table can be reorganized as: 

GROWTH= CONST. + CONTR.VAR. + D*(0.18RofL – 0.13),  
where D – democratization (change in democracy  
index in 1970-2000),  RofL – rule of law index. 
 
The critical level of the rule of law index is 0.72  

•  more than in Czech, Jordan, Malta, Uruguay; but less than in Cyprus, Estonia, 
Hungary, Slovenia, Tunisia  

•  if the index is higher, democratization has a positive effect on growth, if it is 
lower, the impact is negative 

•  The forth equation in table is:  

GROWTH = CONST + CONTR. VAR. + D*(0.0729CORR – 0.485),  
where CORR is the corruption perception index.  
The critical level of corruption index is 6.65 

•  approximate level of corruption in Chile, Malaysia, Spain in the early 1980s), 
democratization  

•  if the index is higher, democratization has  positive impact on growth. If it is 
lower, democratization has significant negative impact on growth.  



Mechanism of such influence: hypotheses 

•  Democratization under poor rule of law leads to the 
decay of state institutional capacity  

•  because it undermines the effectiveness of the government 
regulations, including tax regulations (leads to the expansion of 
the shadow economy) and limits the growth of government 
revenues  

•  Democratization under poor rule of law makes it 
difficult to carry out prudent macroeconomic policy 
and export oriented industrial strategy 

•   because the state becomes the hostage of industrial lobbies 
and populist groups 



Government effectiveness index (WB, 2001)  and the ratio of 
investment climate to democratization, 1972-99 

R2 = 0.0373R2 = 0.1063
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ECONOMIC AND SOCIAL COSTS OF ILLIBERAL DEMOCRACIES 
 

 

 

 

 

 

   

 

 

 

 

 

 

 

ILLIBERAL 
DEMOCRACY 
           = 
Demoratization 
          + 
Poor rule of law 
 
 (Poor 
protection of 
civil rights, 
including 
investors’ 
rights, such as 
contract and 
property rights) 

Decline in the effectiveness 
of the government  
 

 
Poor tax compliance 
Expansion of the shadow 
economy  
Difficulties in tax collection 
Slow growth of government 
revenues and expenditure 

POOR MACRO & 
INDUSTRIAL POLICY 
Lack of consensus 
Government budget deficit  
Inflation 
Debt accumulation  
Slow FOREX accumulation 
Overvalued exchange rate 
(Dutch disease) 
Price controls for resources 
(low domestic energy prices) 

 
Lower investment 
 
Slower economic growth 
 
 
 

WEAK INSTITUTIONS 
Government failure to 
provide needed public goods 
(law and order, health care, 
protection of investor’s 
rights, etc.) 

Government failure to 
redistribute openly in favor 
of the poor social groups  
Inability to subsidize 
openly inefficient industries 
and enterprises 

Higher income 
inequalities 
 
Higher crime rates 
 
Lower life expectancy 

High income 
inequalities 
 
Differences in 
efficiency & 
between sectors 
of the economy  

Resource 
abundance 



Factors explaining government effectiveness in 2001 
Dependent variable Government effectiveness in 2001 Difference between the 

government effectiveness and rule 
of law indices 

Number of observations 155 131 154 45 113 101 87 
PPP GDP per capita in1975      .00003 

*** 
-.00005 
*** 

Log GDP per capita in 1975    .93***    
1999 GDP per capita  .00001*   -.00002**   
2000 investment climate 
index, ICRG 

    .01**  .007* 

Rule of law index (WDI, 
2001) 

.92*** .83*** .41***     

Transparency and accoun-
tability index (WDI, 2001)  

  .09*     

Political stability index (WDI, 
2001) 

  .11**     

Control of corruption index 
(WDI, 2001)  

  .25***     

Quality of regulations index 
(WDI, 2001) 

  .18***     

Increase in democracy index 
in 1970-2000 (positive values 
mean democratization) 

-.03** -.03* -.06*** 0.10 
** 

-.04** -.04** -.04* 

Interaction term = 
democratization*corruption 
perception index in 1980-85 

   0.03 
*** 

   

Constant  0.13* .04 .28*** 2.78 
*** 

-.63** .14*** -.31 

Adjusted R2 86 87 90 70 7 7 10 

*, **, *** - Significant at 10%, 5% and 1% level respectively. Robust estimates for T-statistics and standard errors to 
control for heteroscedasticity.  



Factors explaining increase in government revenues in 1975-99 
and the share of shadow economy in GDP in the 1990s  

Share of the shadow economy in GDP in the 
1990s 

Dependent variable Share of central gov. 
revenues in GDP in  
1995-99 as a % of 
1971-75 1st  estimate 2nd 

estimate 

Number of observations 66 56 47 47 47 33 47 
PPP GDP per capita in 1975      0.002 

** 
 

Log GDP per capita in 1975 .80*** .80*** -37.9 
*** 

-36.8 
*** 

-29.5 
*** 

 -33.5*** 

2000 investment climate index, 
ICRG 

    -.58 
** 

  

Share of central government 
revenues in GDP in 1971-75, % 

-10.80 
*** 

-13.10 
*** 

     

Level of democracy in 1972-75 
(lower values mean more 
democracy)   

67.71 
*** 

73.01 
*** 

     

Increase in democracy index in 
1970-2000 (positive values mean 
democratization) 

-34.08**    2.00* 3.74***  

Ratio of the rule of law (ICRG inv. 
index) to democratization in 1975-
2000 

 7.70** -.77** -.94 
*** 

  -.79** 

Interaction term = 
democratization*corruption 
perception index in 1980-85 

     -.86***  

Transition economies dummy    -9.5 
(Tst = 
-1.2) 

-13.3 
(Tst = 
-1.6) 

-
22.7*** 

-14.0* 

Constant  73.0 -218.3 
* 

171.4 
*** 

170.8
*** 

163.3
*** 

37.50 
*** 

159.0*** 

Adjusted R2 64 69 58 59 60 78 58 

*, **, *** - Significant at 10%, 5% and 1% level respectively. Robust estimates for T-statistics and standard errors to 
control for heteroscedasticity.  



Impact on investment and growth of government revenues in 
1975-99 and the share of shadow economy in GDP in the 1990s  

Dependent variable Average invest-
ment/GDP ratio in 

1975-99 

Average growth rate of GDP per capita in 1975-
99 

Number of observations 56 51 62 62 47 47 
PPP GDP per capita in 1975 -.001*** -.001*** -.0002* -.0003**   
Log PPP GDP per capita in 1975     -4.97*** -4.99*** 
2000 investment climate index, 
ICRG 

.32*** .21***   .15*** .16*** 

Average population growth rate in 
1975-99 

  -.93*** -1.08***   

Share of central gov. rev. in GDP in 
1971-75, % 

.15** .14*  .05(Tst= 
1.62) 

  

Share of central gov. rev. in GDP 
in  1995-99 as a % of 1971-75 

.011*** .05** .011* .014*   

Share of the shadow economy in 
GDP in the 1990s, 1st  estimate 

    -.044***  

Share of the shadow economy in 
GDP in the 1990s, 2nd estimate 

     -.044*** 

Log of annual average inflation in 
1975-99 

 -1.51**     

Transit. economies dummy    -3.82*   
Constant  -.21 5.62 2.61** 1.88 9.31*** 8.49*** 
Adjusted R2 32 34 12 16 61 59 

*, **, *** - Significant at 10%, 5% and 1% level respectively. 



Factors explaining inflation, budget deficit and accumulation of 
foreign exchange reserves (FOREX) in 1975-99  

Dependent variable Logarithm of 
average annual 
inflation in 1975-
99, % (GDP 
deflator) 

Average 
annual budget 
surplus as a % 
of GDP in 
1975-99 

Policy-induced 
change in 
FOREX/GDP 
ratio in 1970-99, 
p.p. 

Average ratio 
of FOREX to 
import in 
1970-99, 
months  

Number of observations 87 83 115 122 122 123 
Log PPP GDP per capita in 1975  .66**     
2000 investment climate index, 
ICRG 

-.05*** -.07*** .25*** .23***   

Share of central government 
revenues in GDP in 1971-75, % 

      

Level of democracy in 1972-75 
(lower values mean more 
democracy)   

-.15** -.11 
(Tst = 
1.59) 

.55**    

Increase in democracy index in 
1970-2000 (positive values mean 
democratization) 

.19*** .19***  -.92**   

Ratio of the rule of law (ICRG inv. 
Index) to democratization in 1975-
2000 

    .51*** .08*** 

Constant  6.5*** 5.1*** -23.6*** 10.0 7.3*** 2.1*** 
Adjusted R2 30 32 16 8 35 17 

*, **, *** - Significant at 10%, 5% and 1% level respectively. 



Factors explaining ratio of domestic to international prices  

Dependent variable Average ratio of domestic to the 
US prices in 1975-99, % 

Ratio of relative (as a % of the 
US) domestic energy prices to 
relative clothing prices 

Number of observations 149 102 105 68 68 
PPP GDP per capita in 1975  .004*** .003***   
Log PPP GDP per capita in 1999    -13.2*** -11.9*** 
2000 investment climate index, 
ICRG 

     

Average ratio of trade to PPP GDP in 
1980-99 

.37*** .34*** .31***   

Net fuel imports as a % of total 
import, average 1960-99  

-.46***  -.40*** .73* .87** 

Interaction term = (change in 
democracy index)*(ratio of fuel 
exports to fuel imports) 

 .07**    

Level of democracy in 1972-75 
(lower values mean more 
democracy)   

-7.28***  -4.18*** 9.54* 15.4*** 

Increase in democracy index in 
1970-2000 (positive values mean 
democratization) 

2.43**  1.45 (Tst= 
1.0) 

-11.9** -3.94 (Tst=-0.74) 

Transition economies dummy     -109*** 
Constant  62.5*** 36.1*** 51.6*** 194*** 144*** 
Adjusted R2 52 48 55 18 35 

*, **, *** - Significant at 10%, 5% and 1% level respectively. 



Democracy and growth reconsidered: 
conclusions 

•  Two reasons why research on the link between 
democracy and growth may produce conflicting 
results:  

•  Not only the level of democracy, but also changes in this 
level (democratization) matter 

•  Distinction between the rule of law (liberalism or civil rights) 
and democracy (political rights) should be made 

•  In illiberal democracies - countries with poor 
tradition of the rule of law undergoing rapid 
democratization – there was a deterioration of 
institutions that had an adverse effect on 
economic growth  

•  The weakening of the state institutional capacities occurred 
due to slow growth of government revenues and expenditure, 
as well as due to poor enforcement of government 
regulations (larger shadow economy)  



Democracy and growth reconsidered: 
conclusions 

•  Illiberal democracies were not able to 
carry out reasonable macroeconomic and 
industrial policies 

•  There is a trade-off between 
democratization in poor-rule-of-law 
countries and other developmental goals. 

•   Early transition to electoral democracies in 
countries with weak rule of law is detrimental to 
growth and inflicts high economic and social costs 



Growth theory and transformational recession 

Annual average growth rates of GDP per capita: 
 
•  OECD –  2.5% 
•  East Asia – 4.5% 
•  South Asia – 1.8% 
•  MENA –  1.7% 
•  Latin America – 1.6% 
•  Sub-Sahara Africa – 0.3% 



GROWTH  PERFOMANCE IN 
1960-90, % PER ANNUM 

                             Annual average growth rates of   
 
REGIONS 

GDP Labor (# of 
workers) 

Human capital 
(labor quality) 

Physical 
capital  

TFP (Total factor 
productivity) 

East Asia 7.46 2.75 1.33 10.89 0.63 – 1.00 
Latin America 3.27 2.42 0.98 4.51 -0.58 – 0.46  
MENA 5.14 2.43 1.36 6.43 0.22 – 0.42  
South Asia 4.10 2.08 1.51 5.38 -0.96 –  -0.50  
Sub-Sahara Africa 3.42 2.61 0.77 3.64 -0.28 – 0.15  
OECD 3.56 1.17 0.63 4.62 0.60 – 1.27 
 



Growth theory and transformational recession: if 
growth accounting is applied to the period of 

transformational recession, the results are very odd 

•  Large sample of countries: 
•  Barro (1991): 
•  Per capita GDP growth = 0.03 - 0.008Yo + 0.03PRIM + 0.03SECOND  - 0.12 GOV 

•  Levine and Renelt (1992): 
•  Per capita GDP growth = - 0.83 -0.35Yo - 0.38POP +3.17SECOND + 17.5INV 
•  R2 >50% 

•  25 transition economies: 
•  Barro (1991): 
•  Per capita GDP growth = - 6.6 + 0.0007Yo + 0.04PRIM - 0.07SECOND  + 0.16 GOV 
•  R2 = 0.026 

•  Levine and Renelt (1992): 
•  Per capita GDP growth = - 2.1 + 0.01Yo + 1.8POP - 0.12SECOND – 0.17.5INV 
•  R2 = 0.039 



From recession to recovery:  
at the recovery stage there is a positive relationship 

between liberalization and performance 
Fig. 2. Liberalization index by 1995 and performance in 1994-98
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From recession to recovery: By the end of the 1990s many 
countries were already recovering from recession 

TTaabbllee  66..  RReeggrreessssiioonn  ooff  cchhaannggee  iinn  GGDDPP  iinn  11999944--9988  oonn  nnoonn--ppoolliiccyy  aanndd  ppoolliiccyy--rreellaatteedd  ffaaccttoorrss  
((aallll  ccooeeffffiicciieennttss  aarree  ssiiggnniiffiiccaanntt  aatt  1155%%  lleevveell  eexxcceepptt  tthhoossee  iinn  bbrraacckkeettss))  
DDeeppeennddeenntt  vvaarriiaabbllee  ==  lloogg  ((11999988  GGDDPP  aass  aa  %%  ooff  11999944  GGDDPP))  
FFoorr  CChhiinnaa  --  aallll  iinnddiiccaattoorrss  aarree  ffoorr  tthhee  ppeerriioodd  ooff  11998844--8888  oorr  ssiimmiillaarr  
EEqquuaattiioonnss,,  NNuummbbeerr  ooff    
OObbsseerrvvaattiioonnss  //  VVaarriiaabblleess  

11,,  
NN==2288  

22,,  
NN==2288  

33,,  
NN==2288  

44,,  
NN==2288  

55,,  
NN==2288  

CCoonnssttaanntt  44..5511  44..2255  44..5566  44..3322  44..6600  
DDiissttoorrttiioonnss,,  %%  ooff  GGDDPPaa    ..000044  ..000055  ..000033  ..000033  
11998877  PPPPPP  GGDDPP  ppeerr  ccaappiittaa,,  %%  ooff  tthhee  UUSS  lleevveell            
WWaarr  dduummmmyybb      ..1155      
DDeecclliinnee  iinn  ggoovveerrnnmmeenntt  rreevveennuueess  aass  aa  %%  ooff  
GGDDPP  ffrroomm  11998899--9911  ttoo  11999933--9966  

      --..000033  cc  --..000044  

LLiibbeerraalliizzaattiioonn  iinnddeexx  ..0077  ..1122  ..0099  ..1100  ..0077  
LLoogg  ((IInnffllaattiioonn,,  %%  aa  yyeeaarr,,  11999900--9955,,  
  GGeeoommeettrriicc  aavveerraaggee))    

    --..0066    ..0044  

AAddjjuusstteedd  RR22,,  %%  2211  2277  3377  2299  3333  
aaCCuummuullaattiivvee  mmeeaassuurree  ooff  ddiissttoorrttiioonnss  aass  aa  %%  ooff  GGDDPP  eeqquuaall  ttoo  tthhee  ssuumm  ooff  ddeeffeennssee  eexxppeennddiittuurree  ((mmiinnuuss  33%%  rreeggaarrddeedd  aass  tthhee  ''nnoorrmmaall''  lleevveell)),,  ddeevviiaattiioonnss  
iinn  iinndduussttrriiaall  ssttrruuccttuurree  aanndd  ttrraaddee  ooppeennnneessss  ffrroomm  tthhee  ''nnoorrmmaall''  lleevveell,,  tthhee  sshhaarree  ooff  hheeaavviillyy  ddiissttoorrtteedd  ttrraaddee  ((aammoonngg  tthhee  FFSSUU  rreeppuubblliiccss))  aanndd  lliigghhttllyy  
ddiissttoorrtteedd  ttrraaddee  ((wwiitthh  ssoocciiaalliisstt  ccoouunnttrriieess))  ttaakkeenn  wwiitthh  aa  3333%%  wweeiigghhtt  ((sseeee  AAppppeennddiixx  ffoorr  ddeettaaiillss))..  
bbEEqquuaallss  11  ffoorr  AArrmmeenniiaa,,  AAzzeerrbbaaiijjaann,,  CCrrooaattiiaa,,  GGeeoorrggiiaa,,  MMaacceeddoonniiaa,,  aanndd  TTaajjiikkiissttaann  aanndd  00  ffoorr  aallll  ootthheerr  ccoouunnttrriieess..  
c Significant at 21% level. 



Speed and extent of liberalization 
may be endogenous 

Fig. 3. Liberalization indices and distortions in 
industrial structure and trade patterns
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Economic liberalization and 
democratization go hand in hand 

Fig. 4. Democracy index (1990-98, average) and economic 
liberalization index by 1995 
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GDP during transition, GDP per capita before transition, 
liberalization index, inflation, democracy and rule of law indices 

CCOOUUNNTTRRYY  
  

11998877--8888  PPPPPP  
GGDDPP  ppeerr  

ccaappiittaa,,  %%  ooff  tthhee  
UUSS  lleevveell  

11999966  GGDDPP  
aass  aa        %%  ooff  
11998899  GGDDPP  

11999988  GGDDPP  
aass  aa  %%  ooff  

11998899  
GGDDPP******  

11999988  GGDDPP  
aass  aa  %%  ooff  

11999944  
GGDDPP  

CCuummuullaattiivvee  
WWBB  lliibbeerraa--

lliizzaattiioonn  iinnddeexx  
bbyy  11999955  

IInnffllaattiioonn,,  iinn  
11999900--9955,,  ggeeoo--

mmeettrriicc  aavveerraaggee,,  
%%  aa  yyeeaarr  

DDeemmooccrraaccyy  
((ppoolliittiiccaall  

rriigghhttss))  iinnddeexx,,  
aavveerraaggee  ffoorr  

11999900--9988,,  %%**  

RRuullee  ooff  llaaww  
iinnddeexx,,  

aavveerraaggee  ffoorr  
11998899--9977  oorr  

ssiimmiillaarr  
ppeerriioodd**  

AAllbbaanniiaa  66..88  8877  8888  112222  22..33  7766..44  5522  6611  
BBeellaarruuss  2255..11  6633  7755  110077  11..0077  887788..88  3333  4422  
BBuullggaarriiaa  2233..55  6688  6666  8899  22..9966  8811..22  8822  7788  
CChhiinnaa****  55..88  118899  222255  114400  22  44  1177  5500  
CCzzeecchh  RReeppuubblliicc  4444..11  8899  9988  111199  33..6611  1188..33  8833  7766  
EEssttoonniiaa  2299..99  6699  7777  112200  22..9933  115511..44  7788  7733  
HHuunnggaarryy  2288..99  8866  9955  111133  44..1111  2222..33  9955  8866  
KKaazzaakkhhssttaann  2244..22  4455  6633  110022  11..3311  880055..55  2222  3388  
KKyyrrgghhyyzzssttaann  1133..55  5522  6600  111133  11..8811  333377..33  4433  4400  
LLaattvviiaa  2244..11  5522  5588  111122  22..3399  114499..11  7766  7799  
LLiitthhuuaanniiaa  3333..88  4422  6633  115577  22..6622  224411..44  8899  7755  
MMoollddoovvaa  2222..44  3355  3344  8877  11..6622  335555  5500  3388  
MMoonnggoolliiaa  55  8833  8888  110066  22..2277  112266..77  7788  5555  
PPoollaanndd  2211..44  110044  111188  112277  44..1144  3344..99  9911  8844  
  



GDP during transition, GDP per capita before transition, liberalization 
index, inflation, democracy and rule of law indices (continued) 

CCOOUUNNTTRRYY  
  

11998877--8888  PPPPPP  
  GGDDPP  ppeerr  
ccaappiittaa,,  %%  ooff  tthhee  
UUSS  lleevveell  

11999966  GGDDPP  
aass  aa        %%  ooff  
11998899  GGDDPP  

11999988  GGDDPP  
aass  aa  %%  ooff  
11998899    
GGDDPP******  

11999988  GGDDPP  
aass  aa  %%  ooff  
11999944    
GGDDPP  

CCuummuullaattiivvee  
WWBB  lliibbeerraa--
lliizzaattiioonn  iinnddeexx  
bbyy  11999955  

IInnffllaattiioonn,,  iinn  
11999900--9955,,  ggeeoo--
mmeettrriicc  aavveerraaggee,,  
%%  aa  yyeeaarr  

DDeemmooccrraaccyy  
((ppoolliittiiccaall  
rriigghhttss))  iinnddeexx,,  
aavveerraaggee  ffoorr  
11999900--9988,,  %%**  

  RRuullee  ooff  llaaww  
iinnddeexx,,  
aavveerraaggee  ffoorr  
11998899--9977  oorr  
ssiimmiillaarr  
ppeerriioodd**  

RRoommaanniiaa  2222..77  8888  7788  110000  22..3355  115588..44  5522  6622  
RRuussssiiaa  3300..66  5577  5555  8899  11..9922  551177  6611  6644  

SSlloovvaakkiiaa  3333..00******  9900  110000  112233  33..5533  1166  8822  8855  
SSlloovveenniiaa  3333..33  9966  110033  111166  44..1166  6622..11  8899  8888  

TTuurrkkmmeenniissttaann  1188..77  5577  4444  6677  00..6633  11116677  66  3355  
UUkkrraaiinnee  2200..44  4422  3377  8822  00..88  11004400..55  6611  4422  

UUzzbbeekkiissttaann  1122..55  8844  8888  110044  11..1111  662288..44  77  4422  
VViieettnnaamm  22..00******  115566  117777  112266  33..7722  2266..33  00  6677  
AArrmmeenniiaa  2266..55  3399  4400  112255  11..4444  889966..66  4466  3300  

AAzzeerrbbaaiijjaann  2211..77  3388  4422  110000  11..0033  774477..66  2222  3366  
CCrrooaattiiaa  3300..00******  7700  8800  112211  44..0022  332288  5522  3377  

GGeeoorrggiiaa  2266..55******  3311  3355  112255  11..3322  22228800..22  4455  3355  
MMaacceeddoonniiaa  FFYYRR  2255..00******  5566  5599  110077  33..9922  339977..99  5500  3366  

TTaajjiikkiissttaann  1122..11  3377  4411  9911  00..9955  339999..11  1177  3355  
**  TThhee  ddeemmooccrraaccyy  iinnddeexx  iiss  ttaakkeenn  ffrroomm  FFrreeeeddoomm  HHoouussee  ((hhttttpp::////wwwwww..ffrreeeeddoommhhoouussee..oorrgg//rraannkkiinnggss..ppddff)),,  bbuutt  iinnvveerrtteedd  aanndd  ccaalliibbrraatteedd,,  ssoo  tthhaatt  ccoommpplleettee  
ddeemmooccrraaccyy  ccooiinncciiddeess  wwiitthh  110000%%,,  wwhheerreeaass  ccoommpplleettee  aauutthhoorriittaarriiaanniissmm  wwiitthh  00%%..  TThhee  rruullee  ooff  llaaww  iinnddeexx  iiss  ttaakkeenn  ffrroomm  ((CCaammppooss,,  11999999bb))  aanndd  ffoorr  
CChhiinnaa,,  VViieettnnaamm  aanndd  MMoonnggoolliiaa  ––  ffrroomm  IInntteerrnnaattiioonnaall  CCoouunnttrryy  RRiisskk  GGuuiiddee,,  11998844  ttoo  11999988,,  aanndd  ccaalliibbrraatteedd,,  ssoo  tthhaatt  110000%%  ccoorrrreessppoonnddss  ttoo  tthhee  hhiigghheesstt  
ppoossssiibbllee  rruullee  ooff  llaaww..  
****  FFoorr  CChhiinnaa  --  aallll  iinnddiiccaattoorrss  aarree  ffoorr  tthhee  ppeerriioodd  1100  yyeeaarrss  eeaarrlliieerr..  
******EEssttiimmaattee..  



From recession to recovery 

See next PPP and the 2006 paper: 
Shock Therapy versus Gradualism Reconsidered: 

Lessons from Transition Economies after 15 
Years of Reforms. TIGER Working paper No. 
82, 2006 

 http://www.tiger.edu.pl/publikacje/TWPNo82.pdf 
 



Political economy of transition 

•  Gain from reforms - $10 billions for 10 people 
•  Loses – 1 billion for 100 people 

This reform will not be supported at the polls, if 
there are no guarantees of redistribution of 
gains 



Political economy of transition 

               
Income inequalities 

 

Median voter’s income is below average 

Redistribution (taxes, gov. spending) 

Incentives are undermined => slowdown of economic growth 

? 

? 



Political economy of transition 
Income inequalities 

•  Price controls 
•  Inflationary financing of the government budget deficit 
•  Debt financing of the government budget deficit  
•  Redistribution via overvalued real exchange rate 
•  Redistribution via arrears 

Pressure to  
redistribute 

Poor institutional  
capacity 

Inability to  
redistribute openly 


