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Abstract

In the light of new institutional economics and the history of
transformation, the nature of social change becomes an issue of primary
importance. To explain this phenomenon, the new institutional economics has
turned to the theory of interaction between formal and informal institutions. In
this article the thesis functions as a tool for interpreting political and economic
changes in the countries of Central Europe, the Balkan countries, the Former
Soviet Union and in China. Analysis of the Democracy Scores published by
Freedom House seems to confirm the dominant presupposition saying that
democracy, clarity and observance of social cooperation rules, a high level of
social trust, and high moral standards of individuals favour economic growth.

But case of the China transformation shows that institutions that have
proved successful in the West does not necessarily provide the best solutions for
underdeveloped countries. An optimal transformation policy depends on a given
cultural background and political situation. However, despite important
differences, some similarities between the transformation processes taking place
in different regions and countries are discernible. The common feature of all
transformation processes is greed and a lack of responsibility on the part of the
ruling elites, which pose the greatest threat to reforms and economic
development in the long run.
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1. Introduction

The transformation from a planned economy into aketaeconomy was
initially considered by both political and econoreiperts as a closed process of
economic change instigated by radical politicalnges, a short-term process
controlled by the state. Such a closed procesgansfiormation from a planned
into a market economy implies the eventual outcofmgolitical transformation
and is known asx ante(Selinger 2002, p. 39; Smith 1998, p. 362). Theirdd
effect is said to depend on state-driven impleniemtaof a new set of rules of
the game, including private property, strict budtyetitation, an unregulated
pricing system and freedom of business activityis lassumed that these new
rules should automatically trigger processes thit boost the economy’s
production capacity to nearly its maximum valuectga “technical” approach
to transformation can be derived from neoclasscahomics; its result was the
so-called Washington Consensus or a transitiorcypdiased on stabilization,
liberalization and privatization. In the light ofhi$ interpretation of
transformation, it is sloppiness in the implemeotatof the new rules,
incompetent politicians and unjustified politicatepsure on specific policy
directions that underlie the failure and diversifion of political changes
currently observed in Eastern Europe.

That such an approach to transformation is incoiras been indicated by
enthusiasts of the new institutional economics {(NIPopularity of neo-
institutionalist economics can be attributed te geaceful collapse of central
planning in the Soviet Union and to the failuregodwth policy in postsocialist
countries. New institutionalists underline the impace of the historical and
cultural conditioning of economic processes. Théso alaim that the post-
socialist countries suffer from the lack of an iigitonal framework that would
condition the development of efficient economic gatitical markets. The NIE
perspective clearly indicates that transformat®m ilong-term process and its
outcome is neither to be predicted nor planned.o®rggchanges may be as
much spontaneous as centrally controlled, and thpnd transformation the
country’s state structure is undergoing only matkesgs more complex. The
conviction that the implementation of formal rulesncerning property rights
and freedom in business will result in a thrivingriket economy in a few years’
time is unjustified, based as it is on the falssuagption that individuals always
act rationally (in the sense that they aspire ® mheximization of material
wealth, and that the rules of the capitalist gameytare playing and the
consequences of the game do not confront theinalre systems).
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In the light of NIE and the history of transfornmatj the nature of social
transformation becomes an issue of primary impoganTo explain this
phenomenon, the new institutional economics hasetlrto the theory of
interaction between formal and informal institugorin this article the thesis
functions as a tool for interpreting political amtonomic changes in the
countries of Central Europe, the Balkan countties,Former Soviet Union and
in China. The outline of institutional transfornmats in post-socialist countries
presented here is based on the democracy scorelgudwFreedom House

2. Institutions, transaction costs and transformaitbn

Created and developed in a historical processititiehs are norms of
social cooperation that help to overcome conflmftanterests emerging from
shortage of natural resources or human intellecturl moral imperfection.
Some of these norms are manifest in formal orgépizs, others remain but
informal rules of behaviour. Formal institutionsedegal systems governing
political and economic relations: from a constintito the internal rules of
a company or an association (North 1990, pp. 3,H&jgson 2004, pp. 424-
425). The pillars of a society's institutional econc framework are property
rights and contract law. Though formal institutiare enforced by the judiciary
and the police, the efficiency of the whole formad institutional system
depends on informal institutions, i.e., rules ohddour set by moral codes,
customs, religious beliefs and the mentality ofvidlals.

It is often maintained that the social purposenstitutions is to govern
individual behaviour. While such a teleological eggrh may suggest that
institutions are deliberately and intentionally atexl by people, there is no
agreement on the origins of social institutionsm8csay social institutions are
the results of intentional human activity, othemnp out that social processes
are spontaneous by nature and that developingutistis according to some
premeditated plan is an extremely difficult tagke$pective of how institutions
come into being, there is no doubt that they govkenbehaviour of individuals
and make it more predictable, thus reducing theedainty associated with the
fact that an individual is dependent on the behavid others.

Institutions owe their significance to the fact tthle quality of social
cooperation and learning processes, as well asaction costs, all depend on
them. The concept of “transaction costs” as costated to the market
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mechanism was coined by Ronald Coase1937, but has always given rise to
controversy. There are still many doubts as to howdefine and measure
transaction costs, and the significance of the gphbas remained obscure. For
some people the term “transaction cost” is hardpecify and its uses are few;
others consider it as a scientific breakthroughnesally speaking, transaction
costs are social coordination costs or the costisahse due to the existence of
an economic system. They can be divided into tileviing three categories:
managerial costs incurred in companies, markes#etion costs and political
transaction costs - in other words, the costs gdlaib the development,
maintenance and transformation of institutions.®ase recognized market
costs and managerial costs as terms that may lfal useexplaining the co-
existence of the market and firms as alternativen$oof coordination. If the
market mechanism did not generate any costs, twerdd be no firms; if
running a firm was free, there would be no marKdtis conclusion can be
drawn from Coase’s concept introduced in 1937.

With regard to transaction costs, the differencéawben a market
economy and a centrally planned economy is anakdgouthe difference
between a market-like coordination mechanism ahdieearchical coordination
mechanism in a firm. Approaching the matter frors therspective, political
transformation is tantamount to a transition from mstitutional system
dominated by a hierarchical organization (whiclygcal of firms) to a system
dominated by market relations (Zhang 2000, p. 28pgcific transaction costs
arise due to such a transition; these costs deperitbw deep the institutional
transformation is. The purer the form of a givearnpled economy, the higher the
costs incurred due to the institutional transition.

The political transformation associated with layitige foundations of
a market economy generates specific transactiots ¢bat cannot be avoided,
including the costs related to making people awafethe necessity of
institutional reconstruction, the costs relatearteating a new legal system and
judiciary, the costs related to persuading peoplth® fact that a legal system
should be based on the principle of the rule of. |lapart from all these, there
are also transformation transaction costs, whiehaaoidable to a significant

" This is how Coase comments on his discovery: ,Is wee purpose of my article ofhe
Nature of Firmto provide a rationale for the firm and to indicatbat determines the range of
activities it undertakes. (...) In order to explaihyfirms exist and what activities they undertake,
| fund it necessary to introduce a concept whitdrmed in that article ,the cost of using the eric
mechanism”, ,the costs of carrying out a transackip means of an exchange on the open market
or simply ,marketing costs”. To express the saneaith my article onThe Problem of Social
Cost, | used the phrase” the costs of market transagtiorhese have come to be known in the
economic literature as “transaction costs” (Cd8®0, p. 6).
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degree; these include the costs arising from frejcieganges in the legal system,
from the lack of both security and clarity of praperights and from weak
legitimization of the new law and ruling coalitiofiBejovich 1997, p. 244).
Moreover, an institutional transition generatesteassulting from the inability
of many individuals and social groups to adapt theies to new living
conditions. The introduction of freedom of businassvity and competitiveness
is usually believed to trigger economic and promuncbpportunities that have
never been seen before. It is nevertheless true aloamgside this positive
phenomenon, transformation results in former skilisl experiences becoming
outdated. New formal rules and the demand strucprexipitated by the
introduction of market rules make some skills aagabilities obsolete, with the
result that some social groups devote their engggustaining the status quo
instead of adapting themselves to the new econoim@umstances. Retirement,
establishing security funds and compensation schdaneentire professions are
examples of transaction costs related to institatieransformation.

From the institutional economics perspective, palttransaction costs
cannot be treated as undesirable side effectdiegsare a natural consequence
of transformation. This, however, does not sette tquestion of which
transformation model should be followed, and at wbace with respect to
starting conditions, since the total political santion cost depends on how deep
institutional transformation goes and how much tintekes to complete.

3. Thesis on interaction between formal and informkinstitutions

The thesis on interaction between formal and in&@rimstitutions and
their influence on the quality of cooperation andial trust — and on economic
efficiency as an effect — has played a major nolthe process of explaining the
evolution of economic systems. The interaction itheays that “when changes
in formal rules are | harmony with the prevailimgarmal rules, the incentives
they create will tend to reduce transaction cost} &nd clear up resources for
the production of wealth. When new formal rules féohwith the prevailing
informal rules, the interaction of their incentivesill tend to raise transaction
costs and reduce the production of wealth in th@monity” (Pejovich1999,
p. 171). To put it in other words, harmony betwda®s new rules and the old
ethos makes transaction costs fall and human ermgrggto the production of
goods and services. On the other hand, if the nawblemented formal rules
compromise the prevailing ethos, the costs incudadng transition are high
due to the necessity of taking action to enforaséhrules against the dominant
tradition. Growing social conflicts and an overalkterioration of social
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cooperation are indicative of the latter case. &amnergy is mainly devoted to
proper profit redistribution, and the effort madencrease production of goods
and services becomes smaller and smaller.

North’s theory underlining the importance of therespondence between
formal institutions and cultural legacies has békistrated with examples of
development discrepancies between the countri&ooth and North America.
In the United States, adopting a constitution thdtnot compromise the settlers’
cultural heritage paved the way for the instituibframework to evolve into
political stabilization and the development of fem®mnomic markets, and at the
same time helped to lay the foundations of a spdiett would look to and
glady benefit from technological progress. In Soudimerica, however,
constitutions inspired by the U.S. Constitution aadopted all across the
continent turned out to be completely foreign te firevailing ethos, and as
a result, central bureaucratic control typical paBish and Portuguese models
was imposed once again. Further consequences @ttlsiibbornly persistent
economic backwardness (North 2004, p. 101).

The theory of interaction between formal and infafrmstitutions has
been successfully applied as a tool to explainptteeesses of transformation
from a planned to a market economy. In post-Cometwountries reaction to
the new formal rules and the reforms implementesl ieen influenced by the
way individuals perceive and judge the new rulebehaviour; this in turn is
defined by the prevailing culture. Thus, the outesnof transformation may
differ from one country to another, as each couwaym be characterized by
a slightly different dominant ethos. It can alsodrgued that the differences in
transformation derive from different dominant wagfsthinking, customs and
codes of behaviour, not all of them leaving eqoaln for an individualistic way
of life. The point is that an economy based on fiee market and private
property is not just an alternative method of alirey financial resources, but
has become a way of life within which everybodyh&ld responsible for the
decisions they make and has to suffer the consegaandividually (Pejovich
2003, pp. 13-14). The more a post-Communist socdetynclined towards
collectivism and egalitarianism, and the more peaxts paternalistic care from
the state, the longer and harder the road to atitapta the rules of the capitalist
game.

The historical paradox is that the eventually fhiltempt to shape the
societies of Central and Eastern Europe in a cectstist way - an attempt
inspired by Marxist ideology - has almost triggetbd necessity for a further
constructivist approach to social reforms with awito introducing market
stabilization. Such an approach could be charaetiby an initial definition of
the target economic model and an assumption sayiag the central rules
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underlying this very model should be introduced cqasckly as possible.
Choosing a market economy means that laws andatégns defining the right
to private property, economic freedom, competitemmd the extent of state
interference in the economy needed to be establigbassing a new package of
bills as formal rules defining the new economic esrdcan be arranged in
a matter of weeks. The problem remains, howevet, fitr a social system to
function efficiently, its formal rules need to cespond to the informal ones
prevailing in a given society. To change the fatidkes much more time. Since
informal institutions lie at the very foundation$ the legitimization of law,
social transformations are hardly ever as rapid deep as their enthusiasts
would like them to be. “The implication is thatrsderring the formal political
and economic rules of successful Western marketicoms to third-world and
Eastern European economies is not a sufficient itondfor good economic
performance. Privatization is not a panacea forisgl poor economic
performance” (North 1994, p. 366).

4. Freedom House indices as representations of lévef progress
in transformation

Since 1994Freedom Houséhas carried out systematic research in the
field of political transformation processes in ttwintries of Central and Eastern
Europe. Results have been publishedNiations in Transitan annual study.
Indices and ratings presented Wyreedom Houseare meant to render
institutional changes taking place in transformatmpuntries in a synthetic,
guantitative form. By making application of quaatite methods in studies on
institutional conditioning for economic processesgble, these indices enhance
the opportunity to elaborate on the institutionaigpective on economics.

The research methods applied Byeedom Houseand the form of
presentation of research results have undergondisamt changes. From 1989
to 1997 the scores published Bygeedom Houseepresented levels of political
liberalization progress. In 1998 the progress initipal and economic
transformation in transforming countries was evidaand measurements were
made for each field separateMgtions in Transit 2000 From 1999 to 2002
three different measurement methods were appliederaocratization index
(DEM), a rule of law index (ROL), and an economigetalization index. In
2003, Freedom Houseatings were limited to DEM and ROL indices. The
democratization index (DEM) was an average of gatirior the following
categories of social phenomena: the electoral peyaavil society, independent
media, and democratic governance. At the samethimeule of law index
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Table 1. Ratings and Democracy Scores 2007, and GRBO6 in transition countries

Country Ep | sc | ™M | Neov | Lcov | JFI | co | ps Gg';’)if:r
Slovenia 150| 2,00 2,04 2,00 150 130 20b51,82 | 18443
Estonia 150| 2,00 1,50 2,25 2550 150 2,501,96 | 12007
Latvia 2,00 | 1,75| 150 2,00 250 1,765 340207 | 8781
Hungary 175| 150 250 225 2,25 1,15 3,002,14 | 11134
Slovakia 150 150 229 2725 2,000 235 3p5214 | 10221
Czech Republic| 1,75 154 226 3,00 1,78 200  3|5@25 | 13863
Lithuania 175| 1,75| 1,78 250 250 1,45 400229 | 8592
Poland 2,00| 150 225 3,25 2,25 245 300236 | 8801
New EU
Members 1,72 | 169| 200 244 216| 184 306 213 -
Average
Bulgaria 175| 250| 350 3,00 300 2715 375289 | 3956
Romania 275 225 373 3,50 3,00 3,05 4pm29 | 5647
Serbia 325| 2,75 3,50 3,75 3,75 435 450368 | 4828
Croatia 325| 275 40d 350 3,75 435 453,75 | 9271
Albania 400| 300 375 425 225|  4do0 500382 | 2929
Iﬂi\és d%fma 325 | 325| 425 375 375| 375 475382 | 3096
Montenegro 350 3,00 350 4,50 325 405 5B®B93 | 3745
E'Zf;‘ézg\:‘lﬂ a 3,00 | 350| 4,000 475 475| 400 425404 | 2885
Kosovo 475| 425 550 575 550 575 600536 | 1402
ZC;ESL"""”S 328 | 302| 386 408 367| 408 472 384 -
Ukraine 300| 275 379 475 525 490 515425 | 2287
Georgia 450 3,50 4.0d 5,50 550 4,15 500468 | 1746
,\Rﬂif’(;‘é’\i: of 375 | 375| 5,25 5,75 575| 450 6,d04,96 876
Armenia 575| 350 575 525 550 5do 575521 | 2128
Kyrgyzstan 575| 450 5,75 6,00 6,25| 550 6,005,68 536
E:j::;: on 6,50 | 525| 6,25 6,00 575| 526 600586 | 6877
Tajikistan 6,50| 500 6259 625 575 515 625596 424
Azerbaijan 6,50| 525 6,25 6,00 6,000 515 605600 | 2362
Kazakhstan 650 579 675 675 6,25 6,05 656,39 | 5043
Belarus 700| 650 6,75 7,00 6,50 6,15 605,82 | 3792
Uzbekistan 6,75 7,00 7,00 7,00 6,79 675 65082 598
Turkmenistan 700 70d 7.0 7,00 700 7,00 67%96 | 1327
Non-Baltic
Former Soviet | 579 | 498| 590 6,10 602| 566 608 579 -
States Average
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The Democracy Score®¥§) is an average of ratings for Electoral ProcdsB);( Civil Society
(C9), Independent MedialNl ); National Democratic GovernancBlGOV); Local Democratic
Governance; Judicial Framework and Independedfeg:(and CorruptionCO).

Source: Authors’ research based dations in Transit2007. Ratings and Democracy Score
SummaryWorld Bank. Quick References Tables.

(ROL) combined two indicators of the quality of md@nd political life: judicial
framework and independence and human and minagkysr protection on the
one hand, and corruption on the othgatjons in Transit 2003p. xiv—xviii). In
2004 the two indices were replaced with one syith#gmocratization index
(New DEM). In 2005 national and local governanceenseparated for the sake
of the research. As a result of all these changedfemocracy Score currently
applied byFreedom Houses an average of ratings for the following seven
categories of social phenomena: the electoral psyarvil society, independent
media, national democratic governance, local deatimcigovernance, judicial
framework and independence, and corruption. Rele@sults rely on partial
indices based on a scale from 1 to 7. The finallresthe democracy score — is
an arithmetical average of partial indices; it sséd on a scale from 1 (the
highest level of democratic progress) to 7 (thedstMevel, no symptoms of
democracy, full authoritarianism).

Table 1 shows the democracy scores and GNI petacapl9 transition
countries. The diversity of the democracy scotggests three different groups
of transformation progress. The general outlinetto§ diversity has been
presented in the form of arithmetical average Ivartc 1. Table 2 shows
coefficients of the correlation between the demogiscores and GNI per capita
in 2006.



114 Janina Godtoéw-Legtz, Tomasz Legidz

6
5,5
5,41
5 | 531
4,5
4,L6
4
418 4,02 £03
' 3,95 : .
3,5 392 385 34
3
2,5
| T ——————"
212 211 208 204 01 203 204 213
1,5
1
Q > ) ] D ) o A
N O O o S N Q
R S R R R S
o
NJ == Average DS for countries that joined UE in 2004

Average DS for Balkan countries

=—d— Average DS Non-Baltic Former Soviet States

Chart 1. Average Democracy Scores 2007 by Region

Source: Authors’ research based dtations in Transit 2007Democracy Score. Year to Year
Summaries by Region.



Interaction between Formal and Informal Insitutions 115

Table 2. Coefficients of the correlation between theemocratization indices 2007 and GDP
per capita in 2006 in transition countries

Ratings and Democracy GDP per capita

Scores

DEM -0,75

EP -0,67

Cs -0,64

IM -0,72
NGOV -0,77
LGOV -0,77

JFI -0,78

(6{0) -0,81

Source: Authors’ research based on table 1.
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5. Conclusions drawn from the analysis of Freedom élise
Democracy Scores

The highestFreedom Houseatings reflecting the whole research period
have been given to those countries that joinedEim®pean Union on May 1,
2004. During 1999-2000 the Democracy Score (DSJfose countries ranged
from 1.58 for Poland to 2.71 for Slovakia, and 002 from 1.82 for Slovenia to
2.36 for Poland. During the period 1999-2004 therage DS for this group of
countries decreased from 2.12 to 2.01; in subséqyears, however, it
increased, hardly noticeably at first, then sigaifitly (2.13 in 2007). This
unfavourable change has mainly resulted from tlauation of transformation
progress in Poland. According Eveedom HousePoland was ranked wuntil
2004, although the first symptoms of deterioratisere observed as early as in
2002. During 2001 — 2007 the Democracy Score feéariRbincreased from 1.58
to 2.36 and in 2007 Poland found itself at the drotiof the Freedom House
table with respect to the group of countries urtiszussion. Poland, however, is
not the only country whose ratings have droppedomparison to 1999, higher,
i.e., worse, democracy scores were given to thelCRepublic and Hungary.
Furthermore, although Slovenia has occupied fitate in the ranking since
2005, its Democracy Scores also deteriorated $fighiring 2006-2007. Taking
all the results into account, one might be temptecthake the optimistic view
that the democratization progress taking placehis group of countries is
proceeding quite smoothly when compared to allsfiaimation countries. Yet it
has by now become clear that changes do not ahgay®n the direction
expected. It seems that some pattern could berdmstén the way the countries
that showed the greatest progress at first are faming more and more
difficulties (Poland, the Czech Republic, Hungary).

The second group is constituted by the Balkan cmmtThe democracy
scores for the Balkans are significantly higherjohindicates a lower level of
progress in institutional change. A major decreasdhe value of indices,
however, exhibits a clear tendency to narrow thelggtween this region and the
Western model. With respect to the research petimdaverage DS decreased
from 4.46 to 3.84; the transformation process wkplace in the Balkan
countries is very diverse, though, and the levalieérsity has not changed over
the past few years. During 1999-2000 the DS sclaethis group of countries
ranged from 3.58 for Bulgaria to 5.67 for Yugoségvand in 2007 from 2.89 for
Bulgaria to 5.36 for Kosovo. Their joining the Epean Union on January 1,
2007 gave proof that Romania and Bulgaria have beeergoing a successful
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transition and that the situation in those coustt@s been changing for the
better.

The third group includes the non-Baltic former febgtates. High ratings
were given here and the average democracy scoreased from 5.31 (1999-
2000) to 5.79 (2007). As far as the democratizatwacess and creating
conditions for economic growth are concerned, tfast is indicative of
unfavourable institutional changes. The lowest esowere given to such
countries as Azerbaijan, Kazakhstan, Belarus, Uskek and Turkmenistan
(from 6.00 to 6.68), while the greatest deteriamrativas exhibited by Russia (the
DS score falling from 4.58 to 5.86). The only cayrdmong all other former
Soviet states which showed some improvement waaihkn(4.63 during 1999-
2000; 4.25 in 2007). In the countries that emergkdr the splintering of the
Soviet Union, authoritarian political systems haskown a tendency to
strengthen, except for Ukraine and the Baltic coest where transformation
policy and their effects have resembled those oti@EEurope.

It is also worth mentioning that the partial indicen which the synthetic
democratization index is based are most diversé Y¥¢gard to all the groups of
countries distinguished above, the lowest ratingsewgiven for the level of
corruption, national democratic governance, andicjadd framework and
independence (JFI). In the case of most counthigher ratings were provided
for the electoral process and civil society. Ingmah such ratings imply a higher
level of transformation progress in the areas dinatdirectly affected by newly-
introduced democratic procedures, and a lower lev&lansformation progress
in the areas associated with the principle of the of law. What is most typical
of the transformation countries is that of allmgs provided byrreedom House
the poorest ones were given for the level of cdromp In the most recent
research (2007) the average corruption index fortrd@sformation countries
amounted to 4.79, the highest of all indices camogrthe remaining research
areas. The average corruption index for the grdumontries that became EU
member states on May 1, 2004 was equal t0®3r0B007. The corruption index
shows clearly that corruption presents the mososerand expanding threat to
all those countries.

Both the diversity of transformation progress ande tlevel of
democratization progress being higher than thel lef/g@rogress in the areas
most influenced by the introduction of the rule t#w supports the
institutionalist theory that informal institutionare particularly important.
Transformation processes proceed more smoothly evber new formal
institutions can find roots in the local culturadikground. The democratization

8 Having allowed for Bulgaria and Romania, the aver@meuption index is increased to 3.23.
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progress is greater because democratic philosophyniore in common with the
ethos prevailing in the post-socialist societiemnthonfidentiality limitations and
observance of rules governing politics and otheasiof social life have.

The importance of institutional arrangements fooregnic processes
appears to be confirmed by analysis of the coioglatbetween the
democratization indices and the level of GNI pagitza(table 2). What seems to
be most striking is that the strongest negativeretation can be observed
between GNI per capita and the corruption index8¢p As far as the
institutionalist analysis of transformation proesss concerned, the corruption
indices deserve special attention, as corruptionlatreated as a measure of
moral disposition, thus representing certain chaeratics of informal
institutions. It can be a tool for measuring dig@ancies between the newly
established formal institutions and the prevailiethos. An outbreak of
corruption often results from the fact that the rlegal rules and regulations do
not sprout from historically developed moral prples, customs or the mentality
of the people. Therefore the level of corruptiomstdutes a significant factor
that needs to be taken into account when evaludtiegefficiency of the
principle of the rule of law. The coefficient of rcelation between the JFI
indices and the level of GNI per capita (0.78) rabyo be argued to confirm the
specific significance of those institutional cham@ehich are associated with the
rule of law. The conclusion can be drawn here #pglication of two different
indices (DEM and ROL) was more justifiable than thew synthetic index
introduced in 2004.

Analysis of theFreedom Houséndices and their relation to the level of
GNI per capita supports the thesis that institigionatters. Moreover, the
analysis seems to confirm the dominant presupposgaying that democracy,
clarity and observance of social cooperation rudekjgh level of social trust,
and high moral standards of individuals favour eroitc growth. Finally, the
conclusion can be drawn from the analysis thatctbser the institutions are to
the Western market economy model, the more effi@eanomic growth is.

6. The case of the People’s Republic of China

The research carried out byreedom House with research results
published inNations in Transitdoes not cover the People’s Republic of China,
whose economy has undergone regular transformatime 1978. Although it
has proceeded under the Communist regime, thefdoramstion in China has
resulted in impressive economic growth. The coofdhe transformation of the
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Chinese economy does not support the dominantstlilest economic reforms
and democratization are interdependent. From 1908-2he Chinese economy
was developing at a most impressive pace; the geesianual per capita GNP
growth has been estimated at almost 10%. Accoridirtge 2006 UN database,
GNP per capita was nine times higher than the freareforms began [UNSD
2007]. Acknowledging the poverty limit set by theo¥M Bank, the number of
people living on less than a dollar a day decreasedhina by over 200 min
during the time of the reforms [Qian 2003, p. 298je progress made by China
is also marked by an increase in the human developimdex HDI — from
0.557 in 1980 to 0.777 in 2005 [HDR 2007]. At theme time, China has
remained a country ruled by a single party, witiicstimitations still imposed
on political and civil rights. According to a ranig made byFreedom in the
World, the citizens of China have no political rightsatdover (index 7) and
hardly any civil liberties (index 8)

The significance of the Chinese transformationas only proved by its
spectacular results, but also by the enormous ptiope of the Chinese
economy. After all, in 2006 the population of Chida3 billion of people) was
three times higher than the combined populatioaliothe other transformation
countries (412 min of people). In 2006, Gross Natlolncome in China
amounted to US$ 2,6 trillion and exceeded the coetbi GNI of the
transformation countries in Europe and Central Asliase to US$ 2 trilliorlf.

The history of China's transformation differs froimat of the countries of
Central Europe with respect to both the time befarel after the great
breakthrough of 1989. Firstly, contrary to Poland Kungary, where the
economic reforms attempted under the Communistnrediurned out to be
failures, China, despite its single-party systeegnss to have stepped onto the
right path to transforming its planned economy gedlg into an economy based
on market mechanisms. Secondly, the Chinese tnanafion has proceeded
against the transformation model developed by tleshgton Consensus, i.e.,

® Kang Xiaogung, however, draws our attention to féet that the transformation of the
Chinese planned economy into a market economy wasnganied by some essential political
changes. A totalitarian policy was replaced with arthoritarian one. The private sphere of
a Chinese citizen’s life was partially liberalizethere were a number of significant changes
introduced into the social structure. The econoanid intellectual elite’s importance grew, while
the labourers’ and peasants’ status degraded. &hepolicy of the Communist Party of China
was aimed at sustaining the status quo on indilsduaving no political rights, whereas domestic
economic activity was promoted and an ideologicalsensus established among the Party and the
intellectual elite of the country (Xiaogung 2002 9.

19 GNI, Atlas Method (current US$). The World Bank &lzse A World Free of Poverty
http://devdata.worldbank.org.
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it has proceeded without China joining the fullelilization, deregulation and
privatization processes.

Table 3. Population, human development index and natnal income of China and post-
Communist countries

b= ey
> 2 o | 8| 8 |
c < o %) 2 > 5
° & e | § =] &) ¢
2006 2006| 1990| 2004 2006 2006 2006 1991~
2006
China 1311,8 72 0,634 0,777 26416 20[l0 7740 ,2 10
Selected UE countries
Czech Republic 10.2 76 0.845 0.891  129(5 12 680 47p1| 1.7
Estonia 13 73 0.813 0.86D 15.3 11400 17 540 310
Poland 38.1 75 0.806 0.870 312.p 8190 14830 3.7
Selected Balkan countries
Croatia 4.4 76 0.812 0.850 41.4 9330 13680 1J0
Romania 215 72 0.77Y 0.813 1044 4 850 9820 13
Selected CIS countries
Kyrgyzstan 5.2 68 0.69¢ 2.5 490 1990 4.
Russian Federation 142 4 64 0.815 0.802 822.4 5 [r&aL 630 0.1
Tajikistan 6.6 64 0.703 0.678 2.6 390 1410 -1.8
Ukraine 46.6 68 0.809 0.788 90.6 1950 7 5p0 -2{0
Uzbekistan 26.5 67 0.704 0.702 1602 61D 2 250 2|13

* in accordance witlexchangecurrency rates

** hy purchasing power parity

Source: Authors’ research on the basisvdarld Development Indicators databas®orld Bank
2007;Human Development Report 2007-2008

The case of the Chinese transformation gives argtsrte critics of the
Washington Consensus because it confirms thedtisti@alist view that not only
institutions are important but also that institnsahat have proved successful in
the West does not necessarily provide the bestieotifor underdeveloped
countries. The idea behind the transformation m®daking place in China is
that underdeveloped countries need specific ingdrtal frameworks. And these
include a two-way liberalization process, businasBvity based on municipal
and district property, a decentralized contractyatem of public finance, and
anonymous transactions and bank deposits.
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A two-way approach towards the liberalization ofcps translated into
the simultaneous application of planned and mapketluction mechanisms.
Companies were obliged to complete specific pradoctplans and sell
produced goods at centrally defined prices, whileyt became entitled to
produce and sell surplus goods at free market qrice1979 this system was
first adopted in agriculture, then in the oil secto 1981, and finally in the
whole of industry in 1984. An opinion often to beuhd in the literature has it
that this two-way liberalization created conditiomssociated with the market
mechanism for enhancing efficiency, and the apfitinaof a plan as a proved
institution, at the same time. In addition, it ¢ezha security system for existent
business activity, thus protecting great numbers pebple against the
transformation process. Two-way liberalization maat§usting the pace of
economic changes to political limitations possilsigpported activities based on
existent institutions and established transitostiintions. [Qian 2003, p. 297,
Roland, p. 132].

Decentralization in public finance and combining\pncial expenditure
with local income generation created high motivatior regional authorities to
take actions enhancing production and employmerawilr. Moreover,
anonymous transactions available through the lagaifoval of cash transactions
and anonymous bank deposits prevented the cenithbrties, despite their
unlimited political powers, from imposing restrigi tax regulations, as the
government did not possess any knowledge about tizerts income.
Anonymous transactions are interpreted as anditistit limiting the government
in cases where there is no rule of law [Bai 199anQ@003, p. 318]

Interpreting the Chinese transformation calls foe durther remark: on
the one hand, specific Chinese arrangements wdr@npeded by the central
authorities; in fact, the Party gave its consertheam. On the other hand, it was
a grass-roots initiative more than anything else.hdld on to their power, the
leaders of the Communist Party of China thougbetter to limit the number of
restrictions rather than to add new ones. Takingaaihge of this newly
emerging sphere of economic freedom, Chinese pesasaith the help of local
authorities, disbanded rural communes spontaneosslyplanting them with
a household responsibility system. The first cowartg district enterprises were
established in a similar way. The pragmatic Chinpetétical leaders were
convinced solutions which proved successful localtpuld be adopted in the
whole country.
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7. Conclusions

The case of China proves that there is no univendal defining the
proper sequence of economic and political refomos the proper pace at which
such reforms should be introduced. An optimal fi@msation policy depends
on a given cultural background and political sikmat The cultural background
in Central Europe and in the Baltic countries did obstruct the introduction of
market reforms at a relatively fast pace, and thtee Chinese model, of
undertaking economic reforms without fundamentditipal changes, was out
of the question. In China, however, economic re®rmaeded no radical change
in the political system due to the level of socahsciousness and the fact that a
market transformation corresponded to the inter&fdtse political elite.

The course of transformation processes confirms ttiesis on the
interaction between formal and informal institugoiit seems that in the case of
China and the countries which joined the Europeamio economic
transformation has proceeded quite smoothly owirtdpé fact that the solutions
and political instruments employed have not esalyticompromised the
dominant informal institutions which are rootedthe history and culture of
a given country. Russia and the other post-Sowenties, however, present
a different challenge; the main problem is that tiesv arrangements are not
suitable for the informal institutional background.

Despite important differences, some similarities twaen the
transformation processes taking place in diffenagions and countries are
discernible. Irrespective of the level of the podit transformation progress, the
permanence of the newly introduced changes is gtesd primarily by
establishing institutions that perform the follogiitwo functions: they increase
productivity by means of using new economic factarsl lead to effects
corresponding to the interests of political and eyimg economic elites. In most
countries reforms merely boost the economic opp@in of the ruling elites.
Even the leaders of Communist and post-Communidiepaare inclined to
favour private property when they realize that mearkransformation may
function as a tool to strengthen their economic gaidical power [Smith 1998].

Summing up, the common feature of all transfornmagpicocesses is greed
and a lack of responsibility on the part of theimylelites, which pose the
greatest threat to reforms and economic developinghe long run. This fact is
reflected by the level of corruption growing in a@sh all transformation
countries. Political stabilization has also beapgrdized by increasing income
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inequalities. These inequalities have been inangasot only in countries where
more radical liberalization strategies have beempleyed, but also in China,
though the two-way liberalization process embradbdre was allegedly
supposed to protect great numbers of people adabia their fortunes during
the transformation process.
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