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Abstract

Successful, less successful and unsuccessful examples of sy-
stem transformation processes leading to or trying to lead to sta-
ble democratic market economies are plentiful.

These developments pose a challenge to economics and politi-
cal science to develop theoretical concepts that can explain the
dynamics of these system transformation processes and that can
suggest strategies for a successful management transition and en-
sure stability. We propose to take the first steps towards develo-
ping such a conceptual framework by interpreting elements of re-
levgnt economic and political theory. We shall do this by first ta-
king a critical look at relevant theoretical concepts in political
science and economics before, in part Iil outlining in a rather
tentative and general way one proposal for an integrated ap-
proach.

We are currently witnessing a series of most remarkable political
system transformations in many parts of the world. Developments in
Eastern Europe and in the former Soviet Union are probably the
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most dramatic. The disintegration of the Soviet Union and the decli-
ne of its influence on Eastern European nations where new leader-
ship, committed to the establishment of market economies and de-
moqratic systems of government, have assumed responsibility, dra-
matically illustrate the wave of fundamental change that is presently
sweeping Europe and which has its —probably less successful coun-
terparts— in other parts of the world, particularly in Latin-America
and South-Africa. These developments are fundamentally changing
the world order that has existed since the Second World War where
the super powers allowed direct confrontations only in far away and
often irrelevant places (Vietnam, Afghanistan and Angola) but were
able to avoid a frontal collision.
, The violent conflict in what used to be Yugoslavia, the more or
Iansd peaceful «divorce» in Czechoslovakia, the latent crises in Po-
viet iaJnc} the complex problems in the Republics of the former So-
ceuses nion illustrate clearly that these system transformation pro-
ofs for t;.and can be the source of new types and kinds of confli-
tical and ich thel_‘e wn}l be no easy solution. Unfortunately, the poli-
ve the g economic sciences individually and collectively do not ha-
come yu ecessary theoretical e‘md methodological instrumentarium to
gies ofpctv‘v ith clear and precise recommenda@ions as to what strate-
lead o theange could make this transformation process s?able and
with a maﬂfoﬂlmon goal, the establishment of a democratic system
economie fhononomy where social justice prevails. Political and
revolution eory has bﬁeen more concerned with explaining, .elther
stems, ng ior heVOIutl_onary change of political and economic Sy-
one hand, a rasd. appening today is a combination of both: on the
in Eastern-Euro ical change of the economic and political paradigm
cal democracy I:ldtummg from SOC{allsm to the principles of politi-
cess of transformin n:]l'ket economies; on the o?h.er hand, the pro-
system requires thegdeVeIaSPeCtS of the social, political and economic
of new decision proces opment of new institutions, the devc?l(?pment
task which cannot be ses and t'he developn:lent of new policies — a
requires a truly evoluti accomplished _overmght, a challenge yvhlch
The i“adequacy offonal'y process in bqtp theory and practice.
the developments in Eaetconom,c and political theory to deal with
ner (1991).! He argues St;’m Europe has been demonstrated by Wag-
subdivided in subsystemn at S.0c1egal systems can be catego.rl.zed and
the socio- cultural Systei;; pn':a“ly the economic, the political and
one of these subsystems and that crisis in the legitimacy in any
will create a crisis of the total system.

28




Striving to be member of the club

Eastern Europe is faced with a fundamental crisis of the economic
and the political system and the re-emergence of old social, cultural,
ethnic, religious and national identities. Between the subsystems,
spillover effects, reinforcement and feed-back effects can lead to an
intensification of the crisis of the whole system and endanger the
stability of the transformation process. Consequently, these systems
in transition are faced with the difficult task of managing system
change in such a way that the inevitable instability of the transfor-
mation process can be kept at a minimum and not allowed to en-
danger its success. The question of how to manage a stable trans-
formation process in subsystems and in the system as a whole is the
major issue we intend to focus our attention on this investigation.

Wagner suggests that two fundamental questions have to be ans-
wered in this context:

— What were the factors that caused the change of the system and
how can they be explained?

— What is the dynamic process of subsystem interdependency i.e.
the dynamics of system change?

We are primarily concerned about the second question and there-
fore emphasize the factors that have contributed to stable transfor-
mation processes in some societies leading to new stable equilibria
in and between subsystems.

Successful, less successful and unsuccessful examples of system
transformation processes leading to or trying to lead to stable demo-
cratic market economies are plentiful. After the death of Franco,
Spain? managed to cautiously but consistently convert political insti-
tutions that were already existing during the Franco regime to typi-
cally democratic institutions. It was not a radical revolution but an
evolutionary change to democratic processes and institutions that
went hand in hand with other substantive changes in the social, po-
litical and economic subsystem. Despite several attempts by the mi-
litary to reverse this process, it was the strong support which the
King and the vast majority of the population gave to this process of
transformation that made it a success.

Similar developments have taken place in Portugal and in several
Latin American countries®. There are also several examples where
the transformation process has not been successful, where political
systems have not been able to manage the transformation process in
such a way that a new stable system and subsystems would emerge.
Turkey is an example but also some countries in Latin America®. In
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the case of South Africa the verdict is not in yet5. And of course
also in Eastern Europe, despite some hopeful beginnings, it is too
early to render final judgement. .

These developments pose a challenge to economics and political
science to develop theoretical concepts that can explain the dyna-
mics of these system transformation processes and that can suggest
strategies for a successful management transition and ensure stabili-
ty. We propose to take the first steps towards developing such a
conceptual framework by interpreting elements of relevant economic
and political theory. We shall do this by first taking a critical look
at relevant theoretical concepts in political science and economics
before, in part III, outlining in a rather tentative and general way
one proposal for an integrated approach.

Part I: The Concept of the Political System
and the Policy Approach

The inadequacy of current political theory to explain stable trans-
formation processes and to suggest strategies for a successful mana-
gement of change, can be illustrated by first looking at policy theo-
Ty and systems theory in political science. Traditional approaches to
this study of political systems treated public policies, the outcomes
of the political decision processes, as the major dependent variable
with socio-economic development conditions and characteristics of
the Political system as intervening variable. In a very simplified
Way this concept can be described as follows:

(Input) (Transformation) (Outpuy)

Socio-Economic Characteristics of
Development —> |the Political —> | Policy Outcomes
Variables System

Graph 1

Clearly this model is
used

rally

oversimplified and political scientists have
much more complex concepts (see Fig. 2), but they have gene-
proceeded under the assumption that certain inputs (demands
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and supports) and characteristics of social and economic development
are transformed by the political system into policy outputs or public
policies. For political scientists the interesting question was whether
differences in political system characteristics (transformation pro-
cess) could explain differences in policy outcomes i.e. the old que-
stion whether «politics matters».5

The basic elements of this «simple» model are still the same as
in Figure 1. There are the inputs, the conversion or transformation
mechanisms and the outputs. Added to it are impact or effects. By
simply differentiating each of these four categories — for instance,
differentiating inputs between system characteristics, political chara-
cteristics and problem characteristics, in the political system bet-
ween policy formation process and structure, and policy implemen-
tation process and structure — the complexity is significantly in-
creased. By introducing a differentiation in outputs between target
reaction and system reaction which will lead to the eventual outco-
mes, complexity is further increased. Finally, by specifying the feed-
back loop, the policy-making system looks, at least on first sight,
rather confusing. In this conception, relationships have been desi-
gnated by arrows, they are not quantified — only their general dire-
ction is given. If these would be additionally included, the picture
would become almost incomprehensible.

A vast literature developed on this subject matter since the 1960s
in the social sciences but particularly in political science. Ever new
variables, and ever new measures were used to analyze the relation-
ship between social economic development variables, the characteri-
stics of the political systems and policy outputs or outcomes.’

Three issues in this literature are of significance for our concern.
They represent a major preoccupation of scholars who worked in
this area. They are:

— An analysis of the policy process itself, i.e. how policies are ma-
de and at a later stage also how they are applied and implemented.

— The development of a typology of the major types of policies that
modern states use;

— The examination of the instruments which are used to achieve the
objectives of public policies.

Prior to taking a brief look at the theoretical concepts used in
these three areas of policy analysis, it may be worthwhile to think
briefly about what «policy» actually means. The often quoted phra-
se from Harry Eckstein «In political science the safe bet usually is,
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that even widely used concepts are not widely understood in a uni-
form, unambiguous manner» applies here.® .
Among the dozens of definitions that can be found in this body
of literature the most useful for our purposes is that of HQCIO who
defines policy as «something ‘bigger’ than particular decisions, but
‘smaller’ than general social movements... at its core, policy s a
course of action intended to accomplish some end».® This definition
of policy suggests two important dimensions. First, policy is more
than smalt individual political decisions, secondly, that it is 2 pro-
* gram of actions that tries to accomplish certain social, Ro_h;:cal or
economic objectives. Although this definition maybe criticized or
maybe unsatisfactory to some, it suffices for our purpose to narrow
down our concern and specify the general field of our concerns.

L1. The Policy Process

Focussing on policy and the process of policy-making marked 1n
political science a turnaway from the prevalent legalistic and institu-
tional orientation. Viewing politics as an intricate process of intera-
ct10n§ between individuals and groups brought a new dynamic dl};
mension to political analysis. The key concern were no longer Suc
concepts as state, parliament, executive, parties, but rather actors
and decision-makers who worked in a particular institutional context
Wwhich channeled their actions and activities, but whose personal ro-
le and ?ntefaCtions with other actors were more important than t_he
formal institutional context. Institutions were not looked upon as 1n-
Stitutions, but as elements in the policy process according to the

ctions they played in this process. o
hts S orientation in political science certainly brought new insig-

» but it also lead to new problems. The first problem encount'ered
Wwas the differentiation between the policy process and the environ-
ment (social, economic, political) in which it took place and to de-
fine this relationship. The concept «political system» was used to
gescnbe the general context in which policy processes took place.
o utlwilere ‘Wwould one have to draw the borders of this system, par-

‘ewary with respect to the «social» and «economic» system? Were
«social» and «economic» actors, i.e. interest groups, associations,
large enterprises, part of the political system or were they part of
the environment in which the «political» policy process was taking
Place. The lines between the environment and the policy system
proved to be very difficult to draw both theoretically and much mo-
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re difficult operationally. Moreover, it was realized that a great num-
ber of actors played different roles in different situations; they had
to be counted as part of the system in certain aspects of their a-
ctions and as part of the environment in others. Conceptualizing the
policy process in general terms as it was done by Easton and in our
own little graph on page 5, above, was relatively easy. Trying to
define it, and operationalize it for research purposes proved much
more difficult, and unfortunately, many scholars circumvented the
problem by using —easily available- highly aggregated data and by
treating the political system as a black box which transformed— so-
mehow miraculously «input» into «output». This approach offered
researchers two advantages: first, they could avoid facing the insti-
tutional issue —after all «institutions» had come out of fashion— and
second, it enabled them to apply advanced statistical methods and
thus gave their work the appearance of being truly «scientific».

Efforts to develop more adequate concepts of the policy proces-
ses inevitably led to a very complex reconstruction of an even more
complex social process. Over time concepts of the policy process
became ever more detailed and ever more complex. Figure 3 shows
what the author called a «simple model» of the policy process.

Starting at the top of the cycle we begin with the policy deve-
lopment stage. In this stage the European Commission develops a
proposal for a Legal Act. Let us say in this case, a directive. It is
followed by a policy decision; in our case the Council decides to
pass —usually a changed version of- this proposal. The output is a
directive. In the next stage Member Stages are obliged to- transpose
the directive into the law of their countries, i.e., transpose it into
national law. This will be controlled by the Commission. A feed-
back loop shows that according to Article 169 (EC Treaty) the
Commission has to check whether the transposition has been timely
and adequate. After full legal transposition Member States have to
pass secondary regulations in order to make the directive applicable
in practice. The Commission should —and in most cases does— check
this stage in accordance with Art. 169 (also called infringement pro-
cedure). National Courts can also check the legality of the applica-
tion process. The Commission also is supposed to monitor the ap-
plication of national laws and evaluate this process. If problems ari-
se, the Commission —often on requests from Member States— pos-
sibly will begin to redesign and update policy which will result in a
new policy proposal to the Council and a new, or an amended dire-
ctive.
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Ctioﬁr:nblergsomm distinction in these conceptualizations is the distin-
I cen POllc}f formulation and policy implementation. In the
emi.y phase of the literature the focus was primarily the process of
g:tcl:z t{?;tm“]atlo'n, i.e. the way political decisions were made, the
put of the W(;re involved, the influence they had and what the out-
not be ﬁlllpo icy system was. If was }ater realized that policy coulfi
oy decisioy }Txplamed without mclu.dmg also the stage after a poli-
mented N;l ad been made, when it had to be applied and imple-
tation n.ew oreff"el'» 1t !)ecame clear that in the process of implemen-
finished « podlcy choices hzgd to be faced and that policy was not 2
go and w(Pro uct» but that it was something that experienced chan-
of implerzs sub-“'eCt to pressures and counter-pressures in the process
eptatlon as well.10

cult?;l e.l{:h;y _process literature was confronted with another diffi-
quence of eas“’ structures of the concepts were linear. It was 2 S¢
Yet, polic c\;entls that were captured in the conceptual framework.
tical deci;;o carly was a continuous, dynamic process. Tod_ay’s poli-
necessity tons are implemented tomorrow and will give rise to the
the day afte “;ake a new decision or adjust the previous decision
the conceptuzl %mormw' This dynamic aspect was not captured in
feedback loops; amework. Although there were always references t0
ry these feecl;b;(:]rcl ?Ims of operatio-nalization and in terms of theo-
seriously. ines were drawn into the graphs but not taken

E .. .
ted tzﬂt);ni:n;zilzf the simplistic policy approach already had poin-
policy cycle Whm. TPC Obvu.n}s solution was the concept of the
were not viéwedere policy decision and implementation processes
but as a cycle wl?'sha lme?r sequence with possible feedback lines
policy cycle place:ithfed into itself.'2 In its most simple form the
mentation process ; e major phases of the policy decision imple-
Policy decision mi,a cycle where one stage leads 1'nto the otl;en
evaluation, to policy l:;% lqads to pollcy. implementation, to pohcy
sion (Fig. 3 gives esign and to policy reformulation or redeci-

The major de an example for such a cycle).
Stem Chal'aCterizel:iertl)dem variable is a stable democratic market sy-
institutions, y stable, economic, political and socio-cultural

How thi )

this democratic system evolves and whether it evolves de-

pends on a set of v :
pes of variables, ery complex interactions between three major ty-
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— The existing system ecology composed of economic factors such
as GDP per capita, infrastructure, political factors such as party
system, the quality and competence of the existing administration
and socio-cultural factors such as the social security system, edu-
cation, religion, etc.

— the characteristics of the system in transition, composed of eco-
nomic, political and socio-cultural factors and

— policy output choices, key policy choices in the economic, politi-
cal and socio-cultural areas.

It is our argument that the most important determinant of whe-
ther and what kind of stable democratic system will emerge de-
pends on the kind of policy choices that are the result of existing
system ecology primarily and the characteristics of the political sy-
stem in transition. How these factors interact, their relevance and
importance, their weight and their consequences can only be answe-
red through empirical research.

This dynamic concept provides a more systematic perspective of
the policy process linking the various elements and forcing resear-
chers to include a greater number of variables in their examinations.
Policy cycles are different for different policy areas, different policy
fields and different political systems. The model pictured in Fig. 3
has been designed to capture the process of European environmental
policy. It shows many crucial linkages between different actors on
different levels of governments.

The policy analysis literature in political science has been a revi-
talizing and refreshing innovation to traditional political analysis. As
part of the behavioral movement, it brought new ideas, new con-
cepts and, above all, a new concern with empirical research. It saw
itself in strong contrast with the disciplines’ traditional focus on
institutions and legal aspects. It is understandable therefore, that it
ignored the linkages between the policy process and political institu-
tions and underestimated the importance and the restraining force of
political institutional structures. Nonetheless, it provided a concep-
tual framework for a large number of very interesting empirical
inquiries of high scientific quality. Comparative policy analysis
moreover, suggested that there were significant differences between
policy processes in different political systems and also with respect
to different policy areas. It was necessary therefore, to develop a ty-

pology of policy areas from the perspective of a policy process
point of view.
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1.2. Typologies of Policy Area

By far the most simple typology is that based on the C.omenlto of
a policy. One can speak therefore of social policy, economic p © lgi
employment policy, etc. But this simple division is not very use
from an analytical point of view, because policy analysis 1S trylrl;g
to find commonalties and significant differences across Fhese > r:
stantive policy areas. The key question is not to dlfferentlate ?)C(t:oto
ding to every possible designation of substantive policy areas but. .
find categories that characterize certain types of policies, that poin
to significant differences between social policies and economic po-
licies, etc. less

Most efforts to arrive at such a typology have been more o hes
inspired by Theodore Lowi’s typology. Principally, Low1 dl'stmgulssti_
only between four types of policies: distributive, regulative, ?m:'on
tuent and redistributive.!3 Lowi uses the likelihood of the uuhzl? lme
of coercion in the application of policy. The classical theory SC ©
1s represented in Figure 4.

The primary concern of Lowi was to relate policies to the WIZZ
they are made and applied. In a sense, he was interested In the re >
tionship between policy and politics, whereby politics for him ¥
the dependent variable. :

What has fascinated scholars with Lowi’s classification scheme
is not this initial concern but rather the use of this typology as a

simple descriptive classification of policies. Indeed, it seemed logi-
cal to speak of

~ distributive policies, where things are being given away;

~ regulative policies, where restrictions, rules of conduct and san-
Cthns are stipulated;

~ redistributive policies, where resources are taken from one group
of people and given to another

~ constituent policies as general rules about how decisions are ma-
de, rules about the political system itself, rules about power and
how it is handled.

. Moreover, some of these terms have been used in other fields of

Inquiry, like economics which suggested that there were indeed

fundamental differences between these types of policies with rqspect

to .the policy content and process. Unfortunately, the typology 1s la-

cking precision, it is rather general including a broad range of phe-

nomena in one category which makes it rather difficult to apply and

operationalize the typology in empirical research.
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Because of these difficulties, it is not surprising that others have
developed alternative typologies most of which are based on the
four-fold scheme of Lowi. The most interesting is that of Salisbury
and Heinz.'® The criteria for distinction are not any longer the use
of force or coercion, but the characteristics of the decisional system
and the demand pattern. Salisbury differentiated between integrated
or fragmented political decision system and demand pattern (see
Fig. 5). He arrives at the same four categories or types of policy,
whereby constitutional policies are considered only a special case of
regulative policies. In its place he uses a new type which he calls
«self-regulative policy» referring to policy areas where regulation is
left to those concerned themselves since the decision system is frag-
mented and not capable of enforcing a redistributive policy in this
case. The further refinement can be found in the Salisbury/Heinz
publication of 1970 where the decisional system is replaced by the
concept of the «costs» involved in reaching decisions. It is not more
than an interesting variation to the same theme.

Also based on Lowi’s four-fold typology, Paul Sabatier tried to
move further away from it by focussing more on the very content
of different types of policies. He differentiates between policies
which provide or allocate goods and services and policies which re-
gulate behavior. The other dimension involves the benefits and costs
of policies where he distinguishes between zero-sum policies (where
clearly one group gains what another group loses) and non-zero-sum
policies (where both or all participants can gain from the policy).!s

It is only a small step from this typology to a typology which is
more concerned with instruments of policy, i.e. the kinds of measu-
res taken to realize certain objectives. A typology that stands some-
where between the Sabatier classification and a purely instrumental
one, is the one developed by Jann which includes both the Sabatier
type categories and adds typical policy instruments such as raising
taxes, introducing new «programs» or «spending programs», etc.

Prior to moving to the discussion of the instrument question, we
should keep in mind that particularly the Salisbury typology could
potentially be very useful in working or applying or developing
concepts and frameworks for analysis of political systems in transi-
tion, since one of his criteria is the nature of the political system,
whether it is integrated and fragmented, although the categories are
probably much too general to be directly applicable.

As interesting as these classificatory schemes of the substance of
policy are, they all avoid the crucial question of the consequences
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of policy content for the stabilization of political sy§tems. Trl(llesysgcz
not ask whether some type of policy is more condugnve ttcl?]\'zaob'ecti-
bilizing institutions and others are less likely to achieve ! 1 o _]V o
ve. Nonetheless, some of these categories may be usefu IT'c e
ping our own classificatory scheme of the substance of policy.

I.3. Instruments of Public Policy

ion of
Interestingly enough, one finds little reference to tl(lje q:?:tlv?/l}:ich
policy instruments in the American literature. It is 2 omn and in
was developed primarily in Europe, abovt‘: . Germ?t'a):ll of a
the Scandinavian countries. Perhaps, this is a result pac}: inythese
stronger influence of economic theory on policy resear e intensive
countries. Perhaps, it is also a consequence of the mor< rograms»
concern in the European policy literature with concrete ffo nmental
of public policy ranging from social programs, env}i racteristic
p;ogams to planning etc. This conlc_:;em is l]gartlcularly cha
of the implementation literature in Europe. ) : iff-
Although the literature is full of very detailed and f!] ‘g};lffr (:)lur-
erentiated classification schemes of policy instruments, for

. jation will be
poses, the most commonly used three-fold differentiation
sufficient:

— administrative instruments, that is rules and regulations enacted,
enforced and controlled by government; . r subsi-
— economic instruments, the use of taxes or 9ther levies oOr ¢
dies and incentives to achieve certain objectives; . vides
~ informational and consultative instruments, where policy pro

: .. ces, con-
guidance and support for citizens, e.g. employment offices,
sumer offices, etc.

Basically, this typology of policy instruments dl;tlngulsCIhqs b;aet_
ween the resources that are used in policy application and 1mp
mentation, i.e. power, ey, and information. . ’

These instrul:nents ;::nbg further refined and subdivided. Ecoﬂﬁ_
mists have developed a full array of economic instruments. In pbod'
tical science and in public administration a great number .of suvct-
visions have been developed with respect to POlitical'admlmStratwe
instruments and informational instruments, where also sociology has
made some contributions. . ‘o

In conclusion, it also should be emphasized that specific po licies
or political programs may employ a whole range of these instru-
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ments and their effectiveness and success often depends on a spe-
cific mix of political-administrative, economic and informational
policy instru-ments.

I.4. An Intermediate Conclusion

Policy analysis in political science is primarily concerned with
answering the question of how things are done, how policies are
made, how they are implemented, how they are applied. It has only
in a few exceptions focused on another important question, namely
on what is policy or what should policy be, i.e. the material dimen-
sion of policy. This was left by and large to the specialists from
other fields, to the economists, to the educational people, to the so-
cial policy people, etc. At the same time policy analysis would be
an ideal area where the process and the structure oriented scholars
would work together with those interested in the what question, the
material dimension.

Another weakness of the policy literature has been identified as
its failure to link up with institutions, with the structures in which -
policies take place, in which policies are decided and are implemen-
ted. It is also reflected in the very limited discussion of policy in-
struments, where particularly the relationship between material con-
tent, objectives and instruments, involving an economic, political
scientist and public management perspective, is virtually absent. If,
as we are trying to do, one wants to develop a conceptual frame-
work for political systems in transition, for systems in search of sta-
ble democratic institutions, we need to provide these linkages. We
need to integrate economic and political science theory, we need to
integrate the question of the substance of policy, its relationship to
policy process and the actors involved in it and to the institutions
that provide the framework for policy making and implementation.
In most stable systems these are given and analysts need not ask
these questions. Change is taking place slowly, institutional conse-
quences of policy choices and policy processes can be at best obser-
ved over long periods of time. In systems in transition the opposite
is the case; it is a crucial question and time is a scarce commodity.

This is particularly urgent when the timetable of accession to the
European Union dictates the agenda of domestic policy. In fact,
there is an umbrella effect, since even those states not now being
active candidates but preparing to become candidates, anticipate the
requirement to absorb the acquis communitaire. In addition, the um-
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brella also extends to their traditional trading partners who absorb
the acquis, more or less successfully, in order to be associated. Thf:
role of the Council of Europe in this should not be overlookefi el-
ther. Witness the recent decision of the Republic of Romania to
abolish the death penalty (April 2003).

Part II; The transition to a social market economy
and a democratic political institution
as an economic problem

The sudden demise of the state socialist economies in Eastern
Europe has caught most professional economists in the West by sur-
prise. Within months, however, a stream of literature began tf’ flow
and economists of all kinds of persuasions tried to apply their ana-
lytical tools to the new phenomenon. While the profession functio-
ned effectively in addressing a newly urgent problem, it did not 1n
Systematically building on the extant work on economic systems
that }lad accompanied the rise and development of the market eco-
homies for about the middle of this century.

Three instances highlight this point.

l. Jinos Kornai has certainly established himself as on¢ of the
leading authorities in the economics of transitions from oné
system to the other. In a nutshell, his The Road to a Free
Ecopomy (1990)!7 can be summarized in the sequence of steps
outlined in his pages 39-40: ' .

1. Freedom to establish a firm; free entry into the production
sphere.

2. Free prices, based on a free contract between the buyer and
the seller.

3. Unrestricted right to rent out privately owned assets, again on
the basis of a free contract between the lessor and the lessee.
Among other things, these transactions should include the free
renting out of privately owned apartments or real estate, with
the rental freely agreed upon between the lessor and the lessee.

4. Unrestricted right to employ people in all cases where the
employer belongs to the private sector household or privately
owned firm. The employer and the employee must be free to
agree on wages.
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5. Unrestricted right to accumulate, sell, or buy any article of
value (e.g., rare metal).

6. Unrestricted right to accumulate, sell, or buy foreign curren-
cy through transactions within the private sector and bet-
ween Hungarian and foreign citizens.

7. Unrestricted right to take out and bring in domestic and fo-
reign currencies.

8. Free foreign trade activity, in which the member of the pri-
vate sector has the unrestricted right to export and import.

9. Unrestricted right to lend money, with credit terms freely
agreed upon between the creditor and the debtor.

10. Freedom of financial investment in the private ventures of
other individuals.

11. Freedom to sell and buy, at free prices, any privately owned
apartment, real estate, or other asset.

For a mathematical proof, the sequence in which particular con-
ditions are ordered makes no difference. For a process of transition,
the sequence does indeed make a difference. It is obvious that the
sequence indicated by Kornai is by no means an intended sequence.
It is simply a random compilation of different conditions a particu-
lar system has to respond to. Alternatively, one could think of the
preconditions to be met for a market economy to evolve in a step-
wise manner.

There is still no generally agreed upon theory of the transformation
of economic systems from central planning in physical units to de-
central market coordination. Yet there is agreement that a number of
institutional prerequisites are necessary for the operation of a market
economy; and additional prerequisite institutions are needed if the
market economy towards which transformation is proceeding is to
be embedded into a social welfare state. Both political and econo-
mic considerations will determine the best possible path of the
transformation and, in particular, the sequence of institutional re-
form measures as they will have to be implemented one after and
building on the other. ~

The simplest and most basic transformation scenario might con-
sist of at least the following six steps:

1. Establish a property rights regime supported by the three basic
guarantees of private property, freedom of contract, and liability.

2. Define a transformation path in a politically binding way.

3. Facilitate the introduction of a free monetary system by granting
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citizens the freedom to choose whichever currency or other me-
dium of exchange they prefer for their own transactions.
Define in a legally binding way the assignment of property rights
in the economy and society in order to provide a starting point
for the transformation path. .
5. Establish a financially sound and independent system of social
security which is kept separate from the state budget; as a fun-
ding source, this system could receive the exclusive right to levy
a sales or value added tax.
- Stabilize the public finances.

This is an example of how a sequence could be developed that

b}l‘_ilils on the institutional preconditions to go from step n to step
n .

2. A second example may be drawn from an outstanding journal
oW primarily devoted to economic change in Eastern Europe.
Alfred Steinherr’s «Essential Ingredients for Reform In Eastern
Europey surprises the reader with statements like these: «Becau-
se fle:xible exchange rates generate too much instability and exert
too little constraint on domestic policies, the exchange rate must
be fixed (most usefully in terms of the ECU). Convertibility may
then remain limited to current account transactions (p-5)- And
again, «Radical reforms have the intuitive appeal of not rock.mgl
the boat and tackling problems measure for measure In 2 logica
order. Experience shows, however, that such a logical ordering 1S
not possible in that, during the transition from one system to
another, contradictions developed which may deteriorate perfor-
mance even further and reinforce conservative forces.» (p- 7 — 2
reference to the experience of partial price reform in Hungary
follows in order to collaborate the point). Note that his statement
n favor of the big bang approach rests on the unproved assum-
I:tt;on that there is no logical order to the sequence of reform
ps.
The third example is a bibliography kindly shared with me by an
official from the Deutsche Bundesbank in Frankfurt. The biblio-
grapl}y 15 entitled (in my translation): Transformation of the Eco-
nomic Order of the Former DDR: Economic restructuring in Ea-
stem’ Germany: a Guide to the Literature. The part super-scribed
«basic literature on the transformation of economic systems»
running from pages 13 through page 28 contains none of the -lea-
ding works in German language economic theory on the subject.
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Let me give a few hints to this literature in the second part of this

appendix.

1. Although the pre-Smithian Cameralist literature already esta-
blished a number of important criteria to be met by successful
plans for transforming agricultural into market economies (to
the benefit of the Cameralist’ state), the Smithian inquiry into
the nature and causes of the Wealth of Nations set of a new
wave on inquiry in the continental countries. They were faced
with different conditions, since sea faring trade and the con-
quering of natural resources and the establishment of monopo-
lies of international trade were not at their disposal!8. In the
German language countries, the Smithian heritage had to be
translated into different institutional structures and consequently
into different political responses or programs. Most challenging
was the task met by the German professors in Russia, since
here, they were unable to use fairly stressing reform instru-
ments while facing a particularly underdeveloped economy.
This clash of high-powered knowledge with arcane economic
processees may serve as a backdrop for our contemporarily
political and academic challenge!®. The leading authority in
this group is obviously Heinrich von Storch, who combined
his economic reform strategy, taken up from Smith, but adap-
ted it to the Russian circumstances with a theory of civiliza-
tion, or a theory of the political circumstances under which,
under the conditions of his Russian environment, a market
economy might have a chance to evolve.

2. The second great classic in the theory of transitions from sy-
stem to system is the man who actually introduced the term
«economic systems» into the discipline of economics. Werner
Sombart in his monumental Modern Capitalism?° carefully
traced the development from precapitalism to early capitalism,
mature capitalism, high capitalism and late (regulated) capita-
lism by indicating precisely the institutional conditions at the
path leading from system to the other. However, he did not
systematically introduce the political element; following Pare-
to’s advise, it seems he shied back from a systematic integra-
tion of the political element, which he left to his friend Max
Weber. Pareto, on the other hand, in his «Les Systemes Socia-
listes» and later in his «Trattato di Sociologia generale» gives
a number of conditions for successful transitions from one sy-
stem to the other.

43



Jiirgen G. Backhaus, Giinther F. Schaefer

3. The archetypal researcher into transition processes from one
economic system to the other was, of course, Gustav.Schmol-
ler, whose concept of economics involved the emphasis on the
socio-economic conditions for particular economic 'systems to
develop. He did not shy away from designing poli.tlcal econo-
mic systems (such as the Modern Welfare State with the three
pillars of social insurance) if he could, by way of historical or
comparative research, establish viable institutions th'fit had
served similar purposes in similar societies. His Grundriss der
Allgemeinen Volkswirtschafislehre is replete with catalogues of
conditions for the various steps of transition paths from one
stage of socio-economic deve-lopment to the other.

Conclusion

Our hypothesis is that the substance of specific social aqd eco-
nomic policies will shape if not determine the type of new institu-
tions in the three subsystems that will evolve in a transformation
process. We are assuming that there are some policies that are f<be§-
te» than others in helping in the establishment of democratic insti-
tutions, of course depending on crucial existing conditions 1n the sy-
stem (system ecology). If it is possible to identify «successful» poli-
cies and how they are related to institutional change in the df{Slfed
direction, it should be possible to develop a strategy for managing 2
Stable system transformation. The elements for such a conceptual
framework are presented —again highly oversimplified— in graph 6.

The major shortcoming of graph 6 lies in the fact that the.g.rapl1
does not help in elucidating the dynamic structure of the transmopal
Process. As we emphasized earlier, the main weakness of the naive
literature on transitional processes lies in the fact that conditions are
listed without giving the logical sequence of their introduction. We
correct this weakness by indicating one conceivable scenario by
way of example. The scenario indicated is shocking and baffling to
most practitioners, because it flies in the face of textbook wisdom.
Yet, th.ls textbook wisdom is irrelevant, as it does not address sy-

stems in transition. E.g. one of the participants in the conference in
Bad Homburg, where the papers combined in this volume were di-
scussed, was upset by the proposal to fund the social security sy-
stem with the proceeds of a sales tax and thereby wresting this po-
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werful tax from government, probably with the result of reducing
the government’s ability to lay a credible claim on resources in that
economy.

Every transitional process that we have so far studied not only
shows us that the textbook conditions were never met even in the
most successful cases. The most important results not addressed in
the literature we have so far been able to survey is the fact that
transitional processes need transitional institutions which will be
created and then disappear. The Treuhand Anstalt is just one and
very specific an example for such a transitional institution. More
specifically, we hypothesize that a successful transformation strategy
will involve the sequential creation of institutions which by their
own design can not survive.

The basic rational of this hypothesis is by no means new. A pro-
totype can be found in Friedrich List’s?! Developmental Strategy of
Industrialization. The often-misunderstood argument for a protective
tariff was carefully drafted in such a way, that the tariff would have
to be revoked in the case of both possible outcomes. If the prote-
cted industry did not develop according to plans, the tariff had to
be revoked as it was too expensive in terms of tariff expenditures
or revenue lost. In case it succeeded, the tariff would have to be re-
pealed by virtue of its insignificance from a revenue point of view,
and most likely also because it would prove to be a political liabili-
ty. This variant of constitutional political economy, which emphasi-
zes the design of self-enforcing institutions which as their best stra-
tegy have an incentive to complete the task assigned and then de-
volve, has not been emphasized much after List pioneered it. It is
here where much more work will remain to be done, once enough
reliable information is available about successful transformation
processes.
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