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I. INTRODUCTION

cluded when referring to Eastem Europe in
the forthcoming paragraphs.)

The climate for private business in Eastem
Europe and the Soviet Union over the next
It has almost become a cliche in the last
few years will be immensely dependent upon few months that economists ere working in
the actions of the governments undertaking the dark in the present situation in Eastem
economic reforms. Atthough there is great in- Europe. Since no country has ever before
terest in investing in the region at present, It is made the trensition from planned economy to
perhaps true to say that there is more uncer· market capitalism, it is said that we must
tainty induced by the nature of govemment freshly build our understanding of the reform
policies and their effects on the economy than process. But that is no! quite true. There Is
in any other area of the world, at any time In an aocumulation of historical information that
the last few decades. The economies of that can be drawn lipon, especially from the ex·
region are entering into uncharted waters in perience of the few East European countries
attempting the transition from central planning that made tentative stabs at reform in the
to capitalism. Businesses searching for in· twenty years before the revolutions of 1989.
vestment opportunities are very much reliant In what follows, I use that historical informaupon the success of the governments' at· tion to provide a few clues about the likely out·
tempts to navigate safely. Hence, a crucial comes from the different reform scenarios that
eiement of information presently needed is the could be implemented over the coming
likely future outcomes of the different policy months and years.
options open to the East European govem·
ments over the next lew years. (For the sake
Because of their dramatic nature, the
of brevity, the Soviet Union is taken to be In- . present Polish policies - the so-called "big-
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bang" or shock· tactics -- have grabbed centerstage in current discussions on the optimal
locus of reforms in Eastern Europe. For now,
the agenda of debate has been set by that
Polish option of complete and immediate
decentralization of the state sector accompanied by draconian stabilization policy.
Thus, it is natural, when considering policy
options for Eastern Europe, to reflect upon the
advisability of implementing those shock-tactic policies in the rest of the region. The following, therefore, presents those facts that
seem most relevant in judging the likely outcome of the Polish experiment. In presenting
these facts, I implicitly argue that, as far as
can be judged in the light of history, a more
measured approach is advisable. Moreover,
such an approach will be much more beneficial for the private businesses, including
foreign corporations, that will be operating in
those countries in the near future.
In the following, I om~ discussion of what
should certainly be the first, and easiest, step
in any viable reform plan -- letting the private
sector function without let or hindrance, including giving multinational companies the
opportunity to undertake direct investment
with 100% ownership. Hence, I focus on what
is really the central issue of debate -- how to
handle the state sector in the immediate future. I hope to show that the policies undertaken for the state sector will crucially affect
the development of the private sector. Indeed, a major argument for going slow in the
state sector is to encourage the faster growth
of the private sector.
When discussing recent East European
economic history, ~ is important to keep clearly in mind three distinct types of economic
systems: the traditional centrally-planned
economy, the capitalist market economy,
(presumably the goal of reforms) and the
hybrid system, the market-socialist or
reformed socialist economy, in which free
markets playa large role, but in which there is
a dominant presence of state enterprises and

therefore rather limited capitalism. The most
immediate issue in the reform debate is
whether implementation of this decentralized
hybrid system is a productive step in the initial
phases of the reform process. Until this issue
is resolved, all other policy questions are
secondary. I begin addressing this issue by
first conSidering the economic performance of
the state sector in the unreformed Easl
European economies.
II. An Imminent CriSiS of Central Planning
or Simply Stagnation?
The performance of the traditional centrally-planned economies in the 1980s was not
such that we should characterize the situation
as one of imminent economic crisis, in the
sense that production or consumption was
declining or that macroeconomic disaster was
lurking. To be sure productiv~ increase had
declined, probably to zero, and one could
characterize the s~uation as one of stagnation. But for these economies, there was no
economic disaster threatening that would
demand sudden radical change_ Indeed, ~h
plans using the principle of 'from the achieved
level', the immense stability of central planning, was exactly the long-run problem, rather
than the threat of crisis.
In down-playing the poSSibility of economic
criSiS, one should not forget the growing longterm problem -- the lack of dynamism, as
evidenced in the fact that these countries palpably lagged behind their peers (East versus
West Germany, Czechoslovakia versus
Austria, etc.). Moreover, this difference in
dynamism seemed to be increasing with the
resurgence of capitalist Europe in the mid- to
late-1980s and the continuing stagnation in
Eastern Europe. But, still, that failure of the
centrally-planned economies certainly is not
the same as imminent threatening economic
crisis.
Since this point is bound to meet Objections, it is useful to be very explic~ about what

June 29, 1990

is being said. First, t am referring only to the
centrally-planned economies in their traditional, unreformed versions, not the reformed
socialist economies. Second, the differentiation between stagnation and crisis is most important in its Implications once there is a
general acceptance that epoch-making
economic reforms will occur_Crisis implies
that something drastic has to be done immediately and its absence means that there is
some breathing space to prepare reforms
adequately and to ensure that there is no
precipitate move In unwise directions. Third, I
emphasize that I am only talking about the
economic dimension of \he situation_ The
Eastern Europe regimes in the 1980s certainly
did face political crises, aSSociated with the
growing recognition of economic stagnation_
But the short-term effects of that crisis have
been largely solved by the installation of new
governments that are ready to begin preparations to introduce sweeping changes_ -
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policies, there will be a burgeoning private
sector thet can be expected to provide large
Increases in economic weHare almostlmmediately _ Hence, on purely economic grounds,
the case for risky economic emergency
surgery is weak_ Of course, the case for
movement to a different system Is assumed,
as is the case tor the removal of all restrictions
on the private sector_ But that is different from
immediate and perilous reform of the state
sector_
III. The Macroeconomic Stability
Planning

of Central

While these views might seem somewhat
dissonant with the current tenor of popular
discussion, I believe that they are not so controversial to those scholars who have studied
these systems over an extended period. For
example, Richard Ericson's views on the performance of the pre-reform Soviet economy in
the middle of the 1980s are typical: 'Despite
all [its] problems the Soviet economy is in no
imminent danger of collapse_ The predicament is not one of potential collapse but of
slowly increasing obsolescence of the
economic foundations of Soviet power. The
highly centralized system can easily maintain
current levels of output; enforce the achievement of major, measurable priorities; and
probably produce some expansion in the level
of economic activity.'

The centrally-planned systems have
demonstrated the capacity in the past to keep
monetary Imbalances under controt and to
reverse macroeconomic Imbalances that
showed the possibitity of becoming threatening_ During the period of classical central
planning, large Imbalances were not prevalent
phenomena_ The reverse was Indeed the
case_ As Gur Ofer has stated on reviewing
discussions of the classical Soviet monetary
and financial system: '_ ..most of the sources ___ indicate a high degree of SovIet
budgetary (and presumably credit) discipline
during the entire post-war period_' It Is Important to remember this point at the present
juncture In view of the fact that 'monetary
overhangS' and budget imbalances are on the
minds of many because of current developments in the Soviet Union_
But these
phenomena are not a product of central planning but rather a characteristic of a country
that is already decentralizing its state sector_
(As Mr_ Gorbachev has said, 'We have dismantled the old system, but we have not yet
put in place a working system, a new system. __ ;

The conclusion from the foregoing is that
the economies that still have the rudiments of
the central controls in place in the state sector
have a certain amount of time to prepare for
and to make changes. This Is especially the
case when one realizes that, with appropriate

The centrally-planned economies have
also shown the ability to reverse quickly the
macroeconomic effec:ts of past policy
decisions that have become ill-advised in the
light of new circumstance_ Perhaps, the best
example of this phenomenon occurred In the
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first half of the 19805. In response to the
world debt crisis, all East European countries
were forced to reconsider their stance on the
accumulation of foreign debt. Over a period
of four years, Bulgaria, Czechoslovakia and
East Germany all reduced their convertible·
currency debts to a remarkable extent without
reductions in per capita consumption, while
maintaining respectable growth rates of GNP
and while keeping internal monetary balances
in check. It is true, of course, that there was
an unfortunate side to these adjustments ••
the deterioration of the capital stock and the
environment that continued throughout the
19805. This deterioration was, of course, a
sign of the inability of the centrally·planned
economies to undertake the necessary adjust·
ments on the microeconomic level that cor·
responded
to
their
very
effective
macroeconomic adjustments.
Hence, one can conclude that ~ might be
particularly productive to use some of the
traditional instruments of central government
control of the state sector during the trans~ion
period. It should be emphasized that the
major reason for taking such control would be
to keep the macroeconomic environment as
healthy as possible for the nascent private
sector during the process of trans~ion.
Hence, central controls would be expected to
provide some level of stability (or perhaps a
little growth) in levels of state·sector produc·
tion, while ensuring that macro balances were
in order in the trans~ion to a private·enterprise
economy. Of course, the degree of central
control need not be as complete as in the
past. The most important feature would be to
produce ex ante plans for such important ele·
ments as the wage bill, credit, and the use of
foreign exchange, with the possibility of ex
post intervention, ~ events were to take an un·
expected and threatening turn.
IV. The Macroeconomic Instability of
Decentralized Socialist Economies
In contrast to the experience of the tradi·

tional centrally·planned economies, major ex·
amples of macroeconomic imbalance have
been primarily aSSociated with reformed
socialist economies and with the process of
decentralization itsen. For example, the flail:
Econ Report of May 7, 1987 clearly identified
the beginning of the set of circumstances that
have led to Bulgaria's current payments dif·
ficulties: •...the sharp deterioration in harckur·
rency trade balance and consequent dramatic
increase in Bulgaria's indebtedness in 1986,
and to some deg ree also in 1985, reftect
some of the changes in the Bulgarian
economic mechanism: Similarly, the largest
per cap~a foreign debts in Eastern Europe are
in the three economies wfth the most
decentralization •. Hungary, Yugoslavia, and
Poland. Moreover, ft is surely no coincidence
that Poland and Yugoslavia were the two
countries in which recenUy there was com·
plete loss of macroeconomic control, result·
ing in near hyperinflation. Such evidence is
consistent wfth the detailed study of a Polish
economist, Grzegorz Kolodko, who calculated
the monetary imbalances across the East
European economies during the period from
19n to 1984.
He found that the two
decentralized economies, Poland and Hun·
gary, exercised the least monetary control
and performed worse in this respect than the
five centralized economies. (yugoslavia was
not included in his study, but there is no doubt
that ft behaved as a typical decentralized
economy in this respect.)
Additionally, once the decentralized
socialist economies are in macroeconomic
imbalance, corrective measures seem to be
inordinately difficult. During the 1980s both
Yugoslavia and Hungary made austerity a fea·
ture of policy in order to reduce their hard·
currency debts. Despfte the implementation
of austerny, these policies have been com·
pletely unsucceSSful in Hungary to date and
had no effect in Yugoslavia from 1980 to
1967. Hungarian debt declined by less than
20% from fts peak level after four years of
austerity and then began climbing again,
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despite the fact that per capHa consumption
was hardly increasing. Yugoslav debl conlinued 10 Increase until 1987, even though per
capita consumption expenditures were conlinually decreasing.
Had one been wrHing in 1988, the conclusion would be simple - decentralized
socialist economies are simply incapable of
correcting macroeconomic Imbalances. However, there are now two counter examples,
which nevertheless cause only a slight
modification in the conclusion. In 1988 and
1989, Yugoslav debt was reduced rapidly, but
only in the face of massive decreases in real
incomes (16% in two years). Similarly, in
1990, Poland has generated a large trade
surplus, but only by imposing wage controls
of a most extreme kind and entering into a
huge recession. Hence, the conclusion must
be revised to say that the only cases of
reformed socialized countries getting themselves back Into balance are those that have
been willing to use draconian macroeconomiC
policy measures.
The foregoing reveals the central dilemma
of decentralizing reforms, which leave the
private and state sector to compete equally
within the same set of free-market arrangements during the process of transition. Because of the state sector's tendency toward
lack of financial discipline, there has to be
draconian macroeconomic policy. Without
such policy, there is a large risk of foreign indebtedness and hyperinflation. While such
policy is in place, however, the growth of the
private sector Is likely to be retarded. (There
is much evidence that the private sector has
suffered enormously in the last six months in
Poland. Moreover, since the austerity policy
was introduced, the Polish 'economy Is
reported to offer a less attractive environment
to foreign investors.) ThUS, decentralization of
the state sector might in fact be detrimental to
the single most important element In the
whole reform package - the encouragement
of the private sector.

PageS

Although reform discussions up to a few
months ago almost unanimously emphasized
immediate decentralization of the slate sector,
there is now a growing recognition that such
emphasis might be misplaced. 1\ is widely assumed that, If managers In the state sector
are allowed to act Independently, they will not
act responsibly In husbanding the state's
resources. To avoid these excesses, the slate
must either Impose central controls or
draconian macroeconomic policy. VllWld
from this perspective, then, central control is a
means of avoiding the extremes of freamarket macro-stabilizing measures, while
preserving the access of the private sector to
credH and foreign exchange. Thus, for example, Janos Kornai writes In his recent book
about protecting the private sector and, to that
end, advOcates the use of credit, wage, and
foreign exchange controls in the stall sector.
This is also why Vaelav Klaus, the Finance
Minister of Czechoslovakia, warns against the
"trap of decentralization·.

V. Are There Large Benefrts in
Decentralizing the State Sector?
The macroeconomic problems introduced
by decentraiizing the state sector would be
worth enduring, If such reforms were able to
deliver large real gains In efficiency and
dynamism. These gains might offset any
threat of foss of macroeconomic control. But,
in fact, past attempts at decentraiizing reforms
In the state sector have produoed few signifocant benefits In terms of improvements in
economic pertorrnance.
There are many theories explaining why
decentralizing reforms have failed to produce
significant increases in efficiency, growth, and
innovation. Here, I would tike to mention one
such theory, which has some significant support in the academic economics literature.
This particular theory Is worth considering because it contains perhaps the most profound
Implications for understanding appropriate
paths of transition and for predicting what is
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(
likely to happen
scenarios.

under

various

relorm

the state sector produced lew improvements
in economic performance.

There is a tendency to regard centrally
planned systems as rather irrational beasts
whose economic decisions are not driven by
any lundamental logic. It is natural to assume
that it is simply impossible to introduce
rationality into such a comple~ task as the
centralized planning of a modern economy.
Therefore, the purpose of market-socialist
reforms was to decentralize both decisionmaking and responsibility to those with the
best information, that is the managers or the
workers in the enterprises.

Hence, one must conclude that no great
gains are to be e~pected Irom a decentralized
state sector during the transition process. It is
not the issue 01 decentralization or centralization of the state sector that seems to matter in
terms of dynamism and efficiency. It is the
systemic constraints that have remained
under both centralization and decentralization
that seem all important.

Nevertheless, the view 01 fundamental irrationality of the centrally-planned systems
can be challenged. Instead, one might argue
that there is a fundamental internal logic to
these systems and that their major problems
arise Irom certain systemic constraints that
leaders have imposed, such as the banning of
private enterprise, the absence 01 enterprise
closures, etc. For e~ample, without the disciplining lorce 01 compet~ive private
enterprise, there is a logic to central coordination; with central coordination, there is reason
to have large production units; once there are
large production units, it is rational to concentrate on heavy industry and have a small
service sector, and so on. Following this
logic, and recognizing that these economic
systems survived lor many years and in earlier
decades prospered, one might conclude that
centrally-planned systems work as efficiently
as any system could within the bounds of
these systemic constraints.
Hence,
decentralization 01 the state sector within
these same systemic constraints might do little lor the performance 01 a socialist economy.
This conclusion certainly seems to be
refiected in the e~perience 01 the East
European countries that adopted marketsocialist relorms. For these countries, casual
inspection 01 the aggregate statistics and
detailed econometric studies 01 resource allocation both indicate that decentralization 01

In understanding which changes are most
necessary in relorming the East European
economies, one must appreciate the systemic
constraints that have impeded performance
over the last lorty years. The almost total absence 01 private enterprise is 01 course the
most distinctive feature 01 these economies,
but 01 more importance for the period 01 transition are the following (which are closely related, in fact, to the lack of private enterprise):

VI. What Have Socialist Economies
Lacked?

• there has been very little foreign direct investment and until recently no majorityowned affiliates of foreign corporations
were permitted.
• in order to maintain employment security,
there was virtually no closing of existing
enterprises.
• very few new enterprises were created.
Put most starkly these economies simply
lacked the entry and ex~ behavior of
capitalism -- the process of creative destruction.
Of course, once these features are fisted,
they come as no surprise. H is, however,
when one examines the differences vis-a-vis
these features between capitalist and East
European economies that one really under-
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stands the full extent 01 the changes that must
be wrought by relorms. When such comparisons are made, there remains no mystery
as to why the state sector in Eastern Europe,
whether centralized or decentralized, performed very poorly. For example, In Bulgaria,
it seems that virtually no plant closed lis doors
between 1965 and 1985. (And in this respect,
there are no reasons to believe that Bulgaria is
different from any 01 its neighbors.) In contrast, SO% of large older plants in the U.S.
would have closed during the same time
period. (This Is a conservative comparison.
Large older plants are the ones that have the
most stable existence.) Similarly, every year
in the U.S. manufacturing sector, 11% of existing employment positions are lost (and
replaced with others), while the corresponding
figure for the Soviet Union is only 0.5%.
To see how sluggish has been the entry of
new firms in socialist countries, one can examine time periods when the creation of new
firms was a high priority. In Hungary during
the early 19BOs, there were 'organizational
changes of epoch-making importance', according to one Hungarian scholar. At that
time, the rate of entry of new plants reached
one thirteenth of the U.S. rate. During the
1980s, Bulgaria introduced new procedures
for the establishment of enterprises In order to
encourage enterprise formation. Buf after
eight years, truly new enterprises employed
only one-haft of one percent of the labor force.
In contrast, in U.S. manufacturing, over two
percent of the manufacturing labor force every
year takes up employment in new plants.
Hence, in a normal year in the U.S., entry behavior affects thirty-two times as many
workers as in an extraordinary time In Bulgaria.
It Is not surprising to leam that the amount
of foreign capital in \he socialist countries has
been small, buf in this respect what most
needs emphasizing is the importance of multinational corporations in the affairs of the
capitalist counterparts 01 the socialist
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countries. For example, in the early 1980s,
26% of all Austrian manufacturing employment was in the affiliates of foreign corporations, over SO% of sales of Spanish
manufacturing Industry emanated from
domestic brancheS of foreign corporations,
and 70% of Irish exports were by foreignowned affiliates. These figures are repeated
in different pattems. but In much the same
magnitudes, across Western Europe. The
multinational presence In Eastem Europe is
derisory in contrast. For example, In \he first
two years In which foreign capital was aI10wed
to participate in \he Soviet economy, lass
foreign capital was committed \han was
placed in \he new European Disneyland by
\he minority American partners In that venture.
Hence, what really distinguishes the East
European economies from their capitalist
counterparts is the lack Of a spontaneous
process of destruction and creation of
economic Institutions that Is so typical of
capitalist market economies. Moreover, \hey
have missed that specific piece of Institutional
creation that is becoming ever more Important
- \he setting up of affiliates Of forelgrHlWlled
corporations. Until this process Of creative
destruction oocurs, one might conclude, With
some exaggerafion, that no amount of increase In Inoentives or deoenlralizafion of
decision-making will slgnlficantiy Improve the
performance
of the
East
European
economies.

If this conclusion is correct, then II has
profound implications for the workability of the
different types of reform schemes. The major
benefits of reforms will come from the entry of
new firms - which, of course, will be in the
private sector of the economy - and from exit
of old ones - which means the closing down
of Inefficient state enterprises.
Reform
schemes must concentrate on how to accelerate this process of entry and exil. Any •
scheme that relies upon increases In efficiency from a stable existing stock of institutions
by simply decentralizing the state sector will
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be doomed to failure.
VII. On the Speed of Privatization
The leading candidate to establish the
process of entry and exit on an economy·wide
scale has been the privatization of the state
sector. Of course, such privatization is to be
hoped for. But it now seems likely that both
the possible scale and the possible speed of
privatization of state sector enterprises have
been exaggerated. Innumerable difficulties in
rapid privatization are now being emphasized.
The fundamental existence of these difficulties
is, of course, underscored by the slow pace of
privatization in those countries that place
speed of reform as the highest goal. For ex·
ample, in Poland ~ seems that only about 50
enterprises will be privatized in 1990, out of a
total of 8,000.

come. Any policy for transition that does not
deal squarely with this fact is sure to fail. Indeed, that might be the central problem in the
present Polish strategy. Polish reformers as·
sumed that structural changes _. including
rapid privatization .. would follow decentraliza·
tion very quickly. Now we see that this Is not
a good assumption on which to hang the
central elements of a reform policy.
VII. On the Scope of Privatization
There are many reasons to believe that, in
the final analysis, the scope of privatization
will be rather less significant than is being as·
sumed- at present. Consider the following
simple facts:
First, because there has been little closure
of enterprises in the past, many of the East
European enterprises would be due for
closure anyway in the normal process of the
aging of technologies and organizations, at
least n one takes the experience of capHalist
countries as a guide.

Apart from the sheer complexity of the task
of privatization, which implies slowness, the
difficulties arise from a number of sources.
First, there are the inherent problems in the
rapid redistribution of wealth that will occur
when assets are sold in a rapidly changing en·
vironment or simply given away.
These
problems, which would be difficun in any
society, are compounded by the fact that
Eastern Europe has had a long history of
egalitarian promises by politicians. Moreover,
there is the belief, probably justified, that
private wealth is disproportionately held either
by the old nomenklatura or by black market
dealers, neither of which should be given easy
title to the new private sector. Second, there
is the inherent ignorance (uncertainty is too
weak a term here) of the value of firms in circumstances that are likely to be economically
and politically volatile for a number of years.
(Consider just one small detail .. the shape of
environmental legislation that will appear in
the coming decade.)

Third, judging by comparisons wHh
capitalist countries at an analogous level of
development, there is a huge structural shift to
be made from industry to services. Such a
shift will require the closing of capacity. If one
compares the size of industry in an average
East European economy to that in even the
poorer West European countries, then the
over-production of industrial goods is probab·
Iy between 25% and 33%.

Hence one must conclude that state
enterprises are likely to be a feature of the
East European landscape for many years to

Fourth, wHhin the Industrial sector there are
speCific industries that will have to shrink a
great deal·· industries such as metallurgy and

Second, the capHai stock in centrallyplanned enterprises has been retired after
much longer periods of service than in
capitalist countries. Hence, a larger propor·
tion of enterprises have obsolete capHal
equipment than would be appropriate for a
private sector economy.
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machinery. Many 01 these will need to close
In the movement to an industrial structure that
is consistent with the level 01 development 01
these countries.
Filth, there are the factories that produce
low-quality products unsalable on all but
CMEA markets.
Sixth, there are the factories whose environmental pollution Is so great that they will
need to be closed for health reasons.
Seventh, there are the factories that are Just
too large lor the type of activity lor which they
have been designated. On the basis of very
rudimentary calculations, I estimate that fully
one-haH of the enterprises In manutacturing
might have to close because of inefficient
scale. In individual industries, such as textiles, the figure could be as large as 70%.
01 course, all of these are overlapping
categories. Moreover, there might be some
factors that mute some 01 these effects (for
example, the ability to keep on exporting the
products 01 the bloated industrial sector, or
the ability to use new technology to control
pollution in existing factories.) But In contrast
to the case of Western companies with old
cap~al, there are few profitable trademarks to
be bought, and organizational structure and
labor relations are likely to be poor. Thus, H is
hard to believe that in the next decade even a
majority of existing organizations will be
privatized, rather then simply go out of existence. To subscribe to the myth that the whole
economy can be privatized is to Inme disaster
by tying up new capHaI formation in the wasteful undertaking of saving the old rather than
creating the new. (It might seem to some thaI
the policy of gradually shutting down many
plants is a very extreme one. But, in fact, Implementing that policy Is simply part 01 \he
process of creating a market economy. In the
Un~ed States in any ten-year period, over 50%
of plants close through the normal operation
01 market processes.)
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IX. Encouraging the Growth of the Private
Sector
Given the above discussion, H Is obvious
that successful reforms will be those that are
able to ensure that an adequate supply of
capHai flows to the private sector. Hence, It
will be crucial for the goverrvnent to extrect a
large surplus from the atate productive sector
and channel It through the banking system to
\he private sector. Deoentralization of the
state productive sector will be totally inconsislent with such an objective. The managers of
state enterprises have in the past proved
themselves to be investment hungry. They
are no! likely to pass surplus funds Into the
banking system. Hence, yet again, one _s
a conftict between the growth of the private
sector and \he decentralization 01 the atale
sector. H the goal is to speed the growth 01
the private sector, then a govemment would
be best advised to keep control of the atate
enterprises In order to ensure that these
enterprises do not use \heir profHs to undertake proftigate investments, as they have
done under previOUS market socialisl regimes.

X. The Response of Enterprises to
Change and Austerity
As argued above, \he Immediate creation
01 free markets in the state sector requires \he
simuHaneous imposition of macroeconomic
austerity. State productive enterprises, ther.
fore, lace two radical changes In \heir operating environment H \he "shock-tactic" policies
are implemented. First, there Is the drastic
shift in the way in which they Interact with
other economic agents - from a bureaucratic
shortage economy to an excess-supply
market economy. Second, there is the extremely adverse change in their financial
stalus, which means that pr~ behavior Is
untenable. It Is a cardinal assumption of the
shock-tactic policies, and perhaps of
mainstream economics in general, thet organizationS will be able to adjust costlessly to
the new environment. It Is assumed that,
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There is an enormous leap of faith within
this standard assumption concerning the
response of organizations to change and adversity. Using the image of the rational wellinformed
individual
economic
agent,
postulates are made concerning the behavior
of large complex organizations. While the
image of the rational calculating individual
might be acceptable at an approximation, the
extension to large organizations is inconsistent with all that we know about bureaucratic
behavior. Organizations are complexes of
inter-linked agreements, which are contingent
on some semblance of environmental
stability. Organizational structure and the
division of labor are tuned to specific environments.
Specialized languages develop,
whose meaning is. contingent on stable
modes of operation. When the environment
changes radically and old modes of operation
are rendered infeasible, all these things must
be created anew. The complicated truce between groups of workers and management
will need to be renegotiated -- a process that
is likely to be very traumatic when each group
must face large declines in welfare. One just
cannot assume that these changes will happen easily, quickly, or costlessly. In fact, we
cannot assume that these changes will happen at all. The productivity of existing organizations might drop enormously in the
intervening period when the environment is
new and the behavior is still conditioned to the
old. And this might be exactly what is happening in Poland at the present, where labor
productivity in industry has fallen by over 25%
within the last year and by much more in
some branches of industry.
The factors noted in the previous paragraph are not considerations that economists
usually take into account. But these would be
slandard fare for scholars conversant with the
behavior of organizations. Failure and rigidity
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ganizational routines is ruled
assumption should be that the competence of
the organization goes down dramatically in
the face of radical changes in the environment. Those advocating such changes for
the enterprises of tha state sector must therefore take into account the fact that productivity
in the state sector might decline radically in
the transition. The implications for tha level of
national weKare during transition are
transparent. This might be what we are observing in Poland at tha moment.
The conclusion here is that slowness of
transition might be a virtue. Even H an old environment (central intervention and control) is
not the best from the point of view of the long
run, it might be the best one' for the existing
organizations that have adaptad themselves
to that environment over tha last forty years.
Giving those organizations time to change or
even allowing them to function as usual until
they can be replaced by private sector
equivalents, might be the transition policy that
maximizes the flow of national income over
the transition period.

(

XI.The Risks of Designing Macroeconomic Policy In a Brave New World
Economists and policy-makers have had
no experience observing societies that have
transformed themselves overnight from
central-planning to free markets and have
simuitaneously implemented macroeconomic
austerity. As the above makes clear, there is
little knowledge of the lineaments of the behavior of organizations that are under enormous pressure to adapt to new environments.
Our knowledge 01 supply and demand
responses is sparse, at best. Those designing macroeconomic policy for such a transition are taking great leaps into the dark, where
they might find the abyss of dysfunctional and
perverse responses by enterprises that can

(
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hardly be relied upon to act like the rational
profrt maximizers 01 economic theory. Hence.
there are greater than normal risks in imposing draconian macroeconomic measures in
Eastern Europe than in corresponding
capitalist economies.
The necessary
knowledge lor the choice 01 those measures
is missing -- not uncertain. missing. Hence.
there is value in a period 01 learning in which
changes occur slowly and in which perverse
responses are likely to be less common. Perhaps. the need is for a sector-by-sector move
from central planning to the market. Or
maybe. there is simply a need for slowness.
But what is certain is that the risks ollhe bigbang approach are enormous.

The discussion above can be summarized
rather simply. Any immediate decentralization
01 the state sector will. 01 necessity. have to
be combined with draconian macroeconomic
policy. Such decentralization therefore contains two problems for the private sector.
First. the austerity measures will directly inhibit
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private sector grOW1h. (And given the Nkely
slow speed of structural reform. the austerity
policy might be necessary for a number of
years.) Second. thera Is large risk from the
possibility that policies win go awry. because
they are being implemented In a totally new
environment. Moreover. while these coats of
decentralization are very evident. economic
history tells us that we should not expect any
large benefits from decentralization of tha
state sector. Indeed. If tha decentralization
rapidly changes the environment. then the
productivity of state enterprises might fall a
great deal. Hence. in the forthcoming years of
the East European economk: transition. the
most secure environment for business investment will be In those economies that take a
more measured approach to economic
reform 01 the state sector. especially in those
economies in which state enterprises are kept
firmly under central control. pending either
closure or privatization. In observing future
government policies vis-a-vis the atate
enterprise sector in Eastern Europe. caution
should not be interpreted as timidity. Nor
should speed be equated with progress.

