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Doo we not owe the growth of wine
Too the dry shabby crooked vine?
Which,, while its shoots neglected stood,
Chok'dd other plants, and ran to wood;
Butt blest us with its noble fruit,
Ass soon as it was ty'd and cut:
Soo vice is beneficial found,
Whenn it's by justice lopp'd and bound

Bernardd Mandeville: The fable of the bees (1705)

Commercee and manufactures can seldom flourish long in any state which does not enjoy a
regularr administration of justice, in which the people do not feel themselves secure in
possessionn of their property, in which the faith of contracts is not supported by law, and in
whichh the authority of the state is not supposed to be regularly employed in enforcing the
paymentt of debts from all those who are able to pay

Adamm Smith: The wealth of nations (1776)
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Sincee the fell of the Berlin Wall, in 1989, the countries of Central and Eastern Europe (CEE)
andd the former Soviet Union (FSU) have been engaged in a historic transition process from
centrally-plannedd to market economies. Economic performance among these countries has
widelyy differed in the years since the start of the transition. So have economic policies. Of
course,, although the transition countries all came from a central-planning background, initial
conditionss also differed. Nevertheless, beyond the millions of affected lives, for the economist
thiss is a unique 'natural experiment', giving useful data from which to distill lessons about the
policiess that have worked and those that have not. These may have broader significance than
'just'' for the transition countries. They may also be relevant for developing countries in
general,, where similar issues play a role.
Thiss thesis investigates how important differences in the quality of institutions have
beenn as an explanation for differences in economic performance since the start of transition in
thee countries of CEE and the FSU, relative to other factors. Institutions are loosely defined as
thee rules of the (economic) game, encompassing both 'rule of law' (enforced by the state, for
examplee property rights), or 'formal' institutions, and 'civil society' (enforced by convention,
forr example trust), or 'informal' institutions. Among other things, transition involves moving
fromfrom plan to market institutions. It is fair to say that, at the start of transition, few economists
recognizedd institutional factors as crucially important.1 Most stress was given on the quick
achievementt of macroeconomic

stabilization and liberalization (privatization, price

liberalizationn etcetera).
Chapterss 1 and 2 are the only chapters in this thesis that are mainly theoretical. Chapter
11 focuses on the output collapse that all transition countries experienced on their way from a
centrally-plannedd to a market economy. This transitional output collapse was much worse than
initiallyy expected. However, as central planning yielded an allocation far inside the production
possibilityy frontier, the question may be asked why output needed to decline at all during the
11

However, the 'founder' of the modem economics profession, Adam Smith (1776), and even earlier Bernard

Mandevillee (1705), the first to celebrate the virtues of the market economy in their writings, at the same time
wouldd have recognized this, as the quotations on p xii make clear.
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transitionn process. Chapter 1 reviews the most important theoretical explanations that have
beenn offered in reply to this question, and makes a case for an explanation along institutional
lines.. Chapter 2 is connected to chapter 1 in that, among other things, it shows how
transitionall output collapse can be more specifically explained as an occasion of coordination
collapsee in institutional change, using some standard game theory. More generally, chapter 2
aimss to illustrate in which ways the understanding of institutional change in economic
transitionn can be aided by the notion of coordination games. It explains how institutions can be
interpretedd as ways of coping with coordination problems, and may help reaching an efficient
insteadd of inefficient equilibrium. This also sheds light on the debate between the advocates of
'shockk therapy' and those of 'gradualism' in reforming the transition economies. Relatively
littlee formal theoretical modeling has been done so far in the spirit of the descriptive theoretical
conclusionss of chapters 1 and 2.
Thee rest of this thesis is mainly empirical, starting with chapters 3 and 4, which
investigatee how important the quality of institutions is for macroeconomic growth in transition
countries,, relative to other factors. As the transitional output collapse is of course part of their
growthh experience, some of the issues were already touched upon in chapters 1 and, to a
lesserr extent, 2. Chapter 3 surveys the most important empirical studies on the relationship
betweenn the quality of institutions and growth in general, and those that focus on the transition
countries.. Until recently, in particular the latter have been scarce. This has mainly been due to
aa lack of data concerning the quality of institutions, which is obviously hard to measure.
However,, increasingly, subjective measures of the quality of institutions, based on surveys of
itss perception by international analysts or local economic agents, have come into use. Chapter
33 identifies a need for more empirical studies of growth in transition countries using this kind
off institutional measures, and makes some recommendations as to what to pay particular
attentionn to. This leads to chapter 4, which contains an application of growth empirics with
institutionall measures for transition countries. Novel aspects of this chapter are fourfold. First,
itt uses some institutional data that has not been used before. Second, it includes a measure of
informall next to formal institutions. Third, it performs a relatively extensive sensitivity
analysis.. Fourth, it explicitly addresses the possibility of endogeneity in the relationship
betweenn the quality of institutions and growth in transition countries.
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Chapterss 5 and 6 investigate the potential determinants of enterprise performance in
thee Russian transition, again giving particular attention to the quality of institutions. As, in
orderr to achieve sustainable growth in transition countries, it is crucial that enterprise
performancee is improved, these chapters can be seen as a 'micro mirror' of chapters 3 and 4.
Also,, the methodology employed in both strands of the literature, and here as well, is basically
thee same. Russia is a particularly interesting case not only because it is the most important of
thee transition countries, but also because the performance of its enterprises since reform began
hass widely falsified expectations on the negative side. The groundwork is again laid with a
literaturee survey, in chapter 5. This again identifies a need for further empirical work using
institutionall measures. While appropriate (institutional) macro data can be found (see chapter
4),, it is much harder to find appropriate micro data on enterprise behavior in Russia. The
investigationn of the potential determinants of enterprise restructuring in Russia in chapter 6
thereforee uses data obtained by means of an own survey among Russian industrial enterprises,
whichh is a novel aspect of this chapter. The survey questions on the quality of institutions were
explicitlyy designed with the subjective institutional measures used in chapter 4 in mind.
Finally,, chapter 7 returns to (international) macroeconomics, investigating the potential
determinantss of capital flight from transition countries. For this purpose, to our knowledge,
thee first comprehensive data set on capital flight from transition countries is constructed. This
createss the novel aspect of this chapter. The link with the previous chapters lies in the fact that
capitall flight can be a mechanism preventing transition countries from achieving sustainable
growth,, and can potentially be influenced by changes in the perceived quality of institutions.
Chapterr 7 uses the same subjective institutional measures as chapter 4.
Thus,, the core of this thesis is in chapters 4, 6, and 7, as they contain some novel
contributions,, while the rest of the book is largely evaluating work by others. The seven
chapterss of which the book consists are separately-written papers, and can still be read as
such.. The first six were previously published as journal articles.2 Apart from editorial changes,
theyy have been included in largely unchanged form, with the exception of the extension of
chapterr 6 with one section (6.6). This implies that these chapters have digested the literature
roughlyy until their respective dates of journal publication, but not beyond that. Furthermore,
theree is some overlap in that chapter 4 uses parts of the literature survey in chapter 3.
22

See the acknowledgements, and the special footnotes to these chapters.
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Inn spite of their inclusion in the form of separately-written papers, the common
denominatorr of the separate chapters should be obvious from the above. All chapters have
contentt about the role of institutions. Their effect on economic performance, specifically
growth,, enterprise restructuring, and capital flight, is also researched in all chapters. Finally,
thee focus is always on the transition from centrally-planned to market economy. Hence the
titlee of this thesis: 'Institutions, Economic Performance and Transition'.

Chapterr 1
Fromm plan to market: why output collapse?*

1.11

Introduction

Sincee the start of the transition of the formerly centrally-planned economies into market
economiess important progress has been made, but its economic and social costs have been
muchh higher than anticipated.3 Probably the most important, or at any rate the most discussed
componentt of these costs has been the transitional output collapse. Rosati (1994, p 419) puts
itt this way: 'Most observers tend to agree that while the shift from central planning to a
markett system was bound to lead to economic recession, hardly anyone anticipated the
recessionn would be so long and massive'. Focusing on the first part of this statement,
however,, from a purely standard theoretical perspective, it may be even asked why output
'wass bound to' decline at all. Central planning yielded an allocation far inside the production
possibilityy frontier, so it should have been possible for transition to induce a move towards
thatt frontier with reallocations that made everybody better off.
Strippedd to its bones, the question thus really is: why did output collapse? This paper
willl review the most important explanations that have been offered for the transitional output
collapsee in Central and Eastern Europe (CEE) and the Former Soviet Union (FSU).4 Apart
fromfrom the theoretical interest, the policy interest would be clearly served by a correct
identificationn of its sources, since this is indispensable for preparing and designing appropriate
policiess aimed at sustainable growth. As a background, section 1.2 will give some stylized
factss concerning the behavior of output since the start of the transition. Some would prefer to
characterizee these much more as 'stylized' than as 'facts', because data problems for transition
** Previously published in Dutch as Moers (1999a).
33

See for example Ellman (1997) for an overview.
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CEE is exclusive of Former East Germany here. Also note that China is not referred to. Comparisons with

thesee countries can be instructive, but they are two very special cases (Former East Germany mainly because of
itss reunion with Former West Germany, and China mainly because of its maintenance of socialist state
control). .
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countriess are relatively large. Therefore, section 1.3 will discuss to what extent this indeed
justifiess viewing the output collapse as a statistical artifact, with an illustrative reference to the
casee of Russia. Apart from this statistical 'explanation', the debate in the literature has
centeredd on the domination of the output collapse by either demand or supply factors. The
formerr will be investigated in section 1.4, the latter in section 1.5, with a special iocus on the
moree recent variants, which have stressed institutional factors specific to the formerly
centrally-plannedd economies. Section 1.6 will conclude.

1.22

Stylized facts

AA short look at the data, both in time and over countries, can give a better feel for the nature
off the transitional output collapse.
Figuree 1.1 shows the growth rate of Gross Domestic Product (GDP) and its main
sectorall components in transition countries of CEE and the FSU in the period since the fall of
thee Berlin Wall, in 1989, until 1995.5 In the former year Poland was the first country to
embarkk on a fully-fledged transition. Though other countries started theirs at different times
andd with different intensity, in particular those of the FSU, which only became separate states
afterr the collapse of the Soviet Union at the end of 1991, figure 1.1 suffices to show a true
transitionall output collapse. The strongest decline was in 1992, when most of the FSU
countriess embarked on transition. Even by 1995 average growth had hardly turned positive
yet,, except in services. This under central planning most underdeveloped sector shows the
smallestt collapse; industry, the under central planning most overdeveloped sector, shows the
largestt collapse. More generally, as Kornai (1994) argues, roughly, the best performers are
small,, privately-owned and in services, while the worst performers are large, state-owned and
inn industry. Nevertheless, and most notably, all sectors collapsed for quite some time.

ss

Our source, World Bank (1997a), does not give this data for all countries for the full period. In the following,

inn case of missing data, the reported average is for a country/period subsample.
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Figuree 1.1 Growth (in %), averaged over CEE and FSU, 1989-95
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Source:: World Bank (1997a).

Figuree 1.2 illustrates the GDP-growth performance of the separate transition countries over
thee same period. Albania is the only country to show a positive figure. However, it did register
strongg output declines in 1991 and 1992 (of 24.8% and 3.3% respectively), at the beginning
of,, and even before its fully-fledged transition. The latter is also a most notable more general
stylizedd fact. Albanian GDP increases thereafter obviously were strong, but have proved
unsustainablee after 1995, with the collapse of the pyramid schemes.6 Furthermore, Poland had
aa growth rate of around zero over this period, but all other countries show a negative figure,
off mostly disastrous proportion. The average decline is more than 6% per year. Most of the
worst-performingg countries are the ones affected by war, but even leaving these out a true
outputt collapse would remain. Generally, the FSU performs much worse than CEE. Within the
FSUU the Baltics perform relatively well.7

66

See Bezemer (2001) for an interesting analysis of the Albanian case. Note furthermore that the Albanian

growthh figures used here were revised downward substantially later on, into negative territory (Bezemer (2001)
reportss a 1989-95 average growthfigureof-3.8%).
77

This also goes for Belarus and Uzbekistan, but their data is suspect because of political reasons.
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Figuree 1.2 GDP growth (in %) in CEE and FSU, averaged over 1989-95

Source:: World Bank (1997a).

1.33

Statistical artifact?

Thee transition needed also includes that of the statistical apparatus. Probably the simplest
'explanation'' of the output collapse builds on the well-known deficiencies of official statistics
inn transition countries. Mainly due to conceptual problems with price indices and, particularly,
inadequatee reporting, the real extent of the GDP decline may be smaller than that officially

Fromm plan to market: why output collapse?
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reported,, but the question is by how much. Revisions performed for the Russian case can give
ann illustration.
Pricess before transition were out of line with both costs and world prices, and goods
weree in any case often not available at those prices. As relative prices change during transition
andd resources move towards sectors of which prices have risen, output declines in base prices
aree overstated relative to declines measured at world or new prices. This point about price
indicess is related to the more general discussion about the welfare consequences of the
transition,, which is complicated and beyond the scope of this paper. Nevertheless, it may be
notedd that there are both factors that suggest a lesser welfare than output decline (for
example:: improvement of quality, disappearance of queuing, increase of political freedom) and
factorss that suggest the opposite (for example: increase of uncertainty, deterioration of health,
wideningg of income distribution).
Underr central planning, the statistical apparatus used the so-called 'Material Product
System'' (MPS). One of the main characteristics of the MPS was its reflection of the
communistt preoccupation with industrialization by excluding many services (in the so-called
'non-materiall sphere') from the measure of value added. Registering was mainly via the large
state-ownedd enterprises, as an integral part of the plan. Transition meant a gradual phasing-out
off the MPS, and adoption of the United Nations System of National Accounts (SNA) and the
replacementt of complete enumeration by survey-based methods of data collection. Problems in
doingg so implied that the statistical apparatus stayed too much geared towards registering
exactlyy those parts of the economy that the previous section showed to be performing worst
(large,, state-owned, industry) and too little towards those performing best (small, privatelyowned,, services). The resulting overstatement of the output decline was particularly due to
reportingg incentives being inversely related to output growth: growing enterprises
underreport,, to evade taxes, declining enterprises overreport, to claim subsidies. Furthermore,
aa lot of the activities in the 'shadow' economy are inherently not registered. Among these are
legall activities, for example goods and services production and consumption within
households,, as well as illegal activities, for example production by the Mafia.8 To be sure, the

** The current (1993) internationally adopted SNA actually recommends including the 'hidden' part of both
legall and illegal production in the GDP estimate. While this is understandable from a purely statistical or a

10 0

Chapterr 1

shadoww economy was already there under central planning, but it is fair to state that its share
off the total economy has increased during transition, contributing to the overstatement of the
outputt decline.9
Thee alternative way to argue that the output decline is overstated because of
inadequatee reporting seems less valid. It consists of pointing towards the incentives that
existedd for state enterprises under central planning to overreport plan fulfillment figures.
Resultingg in too high a base, subsequently registered growth figures will be too low. This
argumentt ignores the countervailing tendencies that existed to show lower production
capacitiess and hide reserves in order to negotiate the lowest possible production targets. As
Rosatii (1994, p 424) puts it: 'In other words, it may be misleading to describe the central
planningg system as one with a strong tendency to inflate the actual output levels and to ignore
ann equally strong tendency to understate the potential output levels'. Here, the net impact is
unclear. .
Onn balance, the output decline seems overstated indeed, but not to a large extent, so
thatt the term 'collapse' remains apt. Russia is an interesting case in point, because two serious
studiess exist which have tried to improve upon the GDP-growth figures for 1991-94, inspired
byy the idea that the output collapse in this most important transition country could not be quite
ass large as officially reported. The first was done by Gavrilenkov and Koen (1995). Noting
thatt consumption data showed much less decline than production data, they tried to reestimatee output from the demand side. As argued in the more comprehensive re-estimation by
thee World Bank and the Russian State Committee for Statistics, Goskomstat (1995), however,
ass a legacy of the MPS, the most dependable data still relate to the production side. Therefore,
Worldd Bank and Goskomstat (1995) worked from this side.
Nevertheless,, the two studies reach similar conclusions, as illustrated in table 1.1: the
cumulativee decline of Russian GDP over 1990-94 amounted to roughly one-third, as opposed

short-termm welfare point of view, the long-term growth potential of a country is probably negatively related to
thee size of its shadow economy, and certainly to the illegal part of it.
Off course, in as far as the official data has gradually improved for later years, the subsequent recovery is in
factt overstated, a point generally not made.

Fromm plan to market: why output collapse?

11 1

too the original official halving. Thus the output decline in Russia over this period may be
smallerr than originally reported, but it is still a true collapse, whether it is revised from the
demandd or the production side.11 It is notable that the discrepancies between the different
estimatess seem to get smaller over time. This is because, even before the 1995 recalculation,
Goskomstatt progressively introduced improvements in the coverage of the official data of
19933 and 1994, but not in those of 1991 and 1992. Also note that it is hard to see any
bottoming-outt for the Russian output collapse yet over this period. World Bank and
Goskomstatt (1995) strongly recommended that their revised GDP accounts replace the
originall Goskomstat series. Goskomstat accepted this recommendation and has implemented
it.12 2

Tablee 1.1 Alternative estimates of GDP growth (in %) in Russia, 1991-94
Originall Goskomstat
Gavrilenkovv and Koen (1995)
Worldd Bank and Goskomstat (1995)

1991 1
-12.8 8
-6.4 4
-5.0 0

1992 2
-19.2 2
-14.0 0
-14.5 5

1993 3
-12.0 0
-7.5 5
-8.7 7

1994 4 Cumulative e
-15.0 0
-47.3 3
-9.5 5
-32.6 6
-12.6 6
-35.2 2

Source:: Original studies.

Tablee 1.2 shows the revised estimates for Russia in more disaggregate view. The production
off goods has collapsed much more than that of services. Within the goods sector, especially
100

Another 're-estimation', which attracted some attention, was done by Dobozi and Pohl (1995). They

comparedd trends in electricity consumption with trends in output, between which one would a priori expect a
highh degree of positive correlation. Their conclusion was that the output decline over 1989-93 was less than
halff the official decline. However, it seems inappropriate to use a single subcomponent of demand as a measure
off macroeconomic development. Moreover, input-output coefficients and price elasticities have undergone
majorr changes during transition and are in feet unknown.
111

The European Bank for Reconstruction and Development (EBRD, 1994) performed an illustrative exercise

forfor the Czech Republic, Hungary and Poland. A 'compromise' GDP series is produced for 1990-93 by
adjustingg the production-based series to account fully for small-scale private activity, and combining it
thereafterr with available data on consumption, fixed investment and the foreign balance. Tentative results
suggestt that the sign of the revisions to annual GDP growth is not even always positive. Only in the case of the
Czechh Republic did the revised series point to a consistently stronger annual output performance and thus a
weakerr cumulative output collapse.
122

They are also the ones on the World Bank (1997a) CD-ROM, referred to above.
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industryy and construction were severely hit. By 1994 only services were beginning to show a
bottoming-outt of the output collapse. These revised figures for Russia conform quite well still
too the general picture drawn for CEE and the FSU in figure 1.1.

Tablee 1.2 Revised estimates of GOP growth (in %) in Russia by origin, 1991-94
1991 1
1992 2
Goodss (total)
-6.1 1
-18.2 2
Industry y
-5.7 7
-18.0 0
Agriculture e
-3.7 7
-9.0 0
Forestry y
-4.0 0
-9.0 0
Construction n
-12.0 0
-33.0 0
Other r
-5.7 7
-15.0 0
Servicess (total)
-1.9 9
-6.7 7
Market t
-4.4 4
-6.5 5
Non-market t
2.3 3
-12.8 8
Mixed d
0.3 3
-5.6 6
Source:: World Bank an
dGoskomstat(1995).
9 .

1.44

1993 3
-12.1 1
-14.6 6
-4.0 0
-4.0 0
-8.0 0
-12.0 0
-3.4 4
-3.2 2
-8.4 4
-2.7 7

1994 4
-18.3 3
-20.6 6
-9.0 0
-9.0 0
-17.0 0
-20.9 9
-2.9 9
-3.0 0
-8.7 7
-0.9 9

Cumulative e
-44.8 8
-47.6 6
-23.4 4
-23.7 7
-55.0 0
-44.2 2
-14.1 1
-16.1 1
-25.4 4
-8.7 7

Demand driven?

Recognizingg the transitional output collapse as real, it has been argued that it has to be
explainedd primarily from the demand side by for example Rosati (1994). Focusing on the
earliestt transformer, Poland, as has been done in the debate in general, and checking the
behaviorr of domestic expenditure categories, he draws the broad lesson that the transitional
outputt collapse could have been smaller if stabilization policies would have been less
restrictive.. Rosati (1994) also sees a big role for the collapse of the Council for Mutual
Economicc Assistance (CMEA), in 1991, as a negative demand shock.
Duringg transition in general demand certainly fell, but it is questionable whether this
wass mainly the result of too restrictive stabilization policies, and whether it was the primary
causee of the output collapse, though it certainly contributed. Consumption fell under the
influencee of real wage decline. However, this was partly the result of increases of nominal
wagess being wiped out by increases of the Consumer Price Index (CPI), that is: not enough
stabilization.. The investment crisis seems the result of an increase of uncertainty, but

Fromm plan to market: why output collapse?

13 3

rnacroeconomicc stabilization actually contributes to a decrease of uncertainty.13 The most
obviouss direct negative demand effect of stabilization policies must be in government
expenditures.. The traditional link between government finances and inflation necessitated a
largee fall in government expenditures for the purpose of stabilization.14 Certainly in Poland,
whichh even registered a large and unintended government surplus in 1990, but also in other
transitionn countries, this must have been a big contribution to the output collapse. However, in
pursuingg macroeconomic stabilization, policy makers probably needed to err onn the safe side in
orderr to gain credibility. Another problem with explanations of the transitional output collapse
stressingg the demand side is in the accompanying persistence (or even acceleration) of
inflation,, as figure 1.3 illustrates. If too little demand were the primary cause of such a large
andd long output collapse, we would have expected inflation to come down more strongly.
Notee that a comparison with figure 1.2 shows quite a general negative correlation between
inflationn and growth performance. If demand (supply) shocks were the primary culprit of the
outputt collapse, in the longer run, a positive (negative) relationship between prices and output
wouldd have been expected, although it is admittedly hard to properly disentangle the separate
importancee of these shocks.15

133

Since lower inflation figures usually also mean less volatile inflation figures.

144

Given the feet that transition was also accompanied by a collapse of government revenues.

Ass testified by the continuing debate on the importance of demand and supply shocks for output behavior in
macroeconomicss in general.
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Figuree 1.3 Inflation (CPI increase, in %) in CEE and FSU, averaged over 1990-95
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Onn the external-demand side, as the primary explanation for the output decline the collapse of
thee CMEA suffers from the same counterargument. Moreover, among the transition countries
withh the lowest growth and highest inflation, roughly: the FSU, there are a lot of energy
exporters,, for which demand is quite inelastic. To a large extent the CMEA could be
characterizedd as an arrangement between centrally-planned economies under which the FSU
tradedd subsidized energy with CEE in exchange for inferior goods and and political and ideological
allegiancee and military security. An important reason for the collapse of the CMEA was the
losss of priority of the latter, which implied a much larger direct negative demand shock for
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CEE.. However, these countries, and certainly Poland, have also been quite successful in
quicklyy redirecting their exports, especially to Western Europe.

1.55

Supply driven?

Thoughh this does not disregard the role of demand decline, others have stressed the supply
sidee as the primary cause of the transitional output collapse. Widespread price liberalization
(includingg external liberalization and devaluation) rendered many activities highly unprofitable.
However,, in a purely standard theoretical setting it would make many other activities highly
profitable.. To explain the aggregate output collapse, at least, the pace of destruction needs to
bee higher than the pace of creation. This is intuitively plausible though, since creation typically
requiress new investment, which might be difficult to make under the existing imperfections in
transitionn countries. Different supply-side stories try to explain the transitional output collapse
fromm different imperfections from which purely standard theory abstracts, but some of them
cann be largely dismissed, as Schmieding (1993) shows.
Onee imperfection offered as an explanation for the output collapse is insufficient
mobilityy of production factors. If these cannot move instantly from the declined-value to the
increased-valuee activity (until marginal value productivities are once again equalized at full
employment)) total value added may decrease, even though the ultimate new equilibrium is
moree favorable. Schmieding (1993, p 222-223) argues that this argument does not apply to a
structurall adjustment at unchanged world market prices, but only for changes in external
relativerelative prices: 'Whatever the internal upheavals, total value added as measured at the
unchangedunchanged world market prices (italics added, LM) will remain unchanged if all factors of
productionn remain in their present activities and continue to produce the same physical output
withh the same technology as before. Even a total lack of responsiveness to price signals does
nott suffice to explain the occurrence of the transformation crisis'. This is of course correct,
althoughh in registration an output collapse is possible, because originally registration was not
att world market prices, but at distorted prices. This is not a supply-side argument however,
butt brings us back to a statistical argument as noted in section 1.3.
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Off course it may be that production factors do not accept as their new pay whatever
theirr genuine marginal value productivity happens to be at full employment. Particularly real
wagess may be inflexible downward (as they mostly are in full-grown market economies too).
Evenn if production factors are completely mobile this problem does not vanish and it can
explainn an output collapse. Schmieding (1993, p 224) argues against this explanation, because:
'Att least in the crucial first phase of the transition process, the major factor price, the real
wage,, has declined substantially without causing labor unrest on a grand scale, be it because
workerss lack powerful and credible organizations, be it because workers genuinely accept the
needd for belt-tightening or be it because they consider the fact that shopping queues and other
unpleasantt features of the socialist past have vanished to be adequate non-monetary
compensationn for their loss of monetary purchasing power'. However, Blanchard (1997)
arguess that while real wages have indeed declined if the CPI is used as a deflator, this is not
thee case if the GDP-deflator or the Producer Price Index (PPI) is used, and the latter is
relevantt for production. Looking at Bulgaria, the Czech Republic, the Slovak Republic,
Hungaryy and Poland, he shows that his working assumption of constant real production wages
iss not too bad an approximation to reality. Schmieding (1993) does not clearly state which
pricee index he uses as a deflator, but, in any case, his other counterargument remains totally
intact:: the fact that output initially declined in all sectors implies that real factor price rigidity
iss an unconvincing explanation.16
AA first supply-side explanation that can potentially go with such a uniform output
collapsee is provided by the credit-crunch hypothesis by Calvo and Coricelli (1993). In their
story,, a lack of availability of (short-term bank) credit reduces the possibilities of financing
workingg capital and thereby forces enterprises to reduce output, even otherwise viable ones.
Althoughh the credit market is surely one of the key underdeveloped markets in transition
economies,, Calvo and Coricelli (1993) do not clearly specify just why credit would not be
forthcoming.. Furthermore, their own data analysis for Bulgaria, the Czech Republic, Hungary,
Polandd and Romania only leads to the weak conclusion that the hypothesis that the output
collapsee may partly owe to a credit contraction cannot be ruled out. Calvo and Coricelli (1993,
pp 49) themselves even state: 'Strictly speaking, our econometric findings are confined to the
firstfirst stages of the Polish stabilization program'. Indeed, it is hard to see how a credit crunch
Incidentally,, this also goes against the previous explanation, based on insufficient factor mobility.
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cann be the primary cause of the transitional output collapse, if, as was mainly the case in the
FSU,, many enterprises have been kept afloat with soft credits (including arrears) for quite
somee time, while at the same time a uniform collapse was manifesting itself.
AA more general supply-side explanation of the transitional output collapse is stressed
byy for example Schmieding (1993) and Kornai (1994). In their view reforms have destroyed
thee existing formal institutions of central planning, which had their own logic, without
replacingg them with the required market institutions, leading to destruction outpacing creation,
andd initially even to coordination disruptions, causing uniform output collapse. Historically,
markett economies have been co-shaped by state authorities, for example shaping and
enforcingg the rule of law (or 'formal' institutions). However, evolutionary forces involving
longg series of recurring situations through which new conventions (or 'informal' institutions)
couldd be gradually established also played their role. Both things inherently take time.
Moree specific formal explanations of the above kind have hardly been developed yet,
butt will probably rely on political economy considerations, information asymmetries, negative
externalitiess and the like. Recently, Blanchard and Kremer (1997) and Roland and Verdier
(1997)) have provided two interesting examples. The former develop a model in which a state
enterprise,, which formerly got its inputs through the central planner, faces a bargaining
problemm with each of its suppliers under bilateral specificity after liberalization. The driving
forcee of the model is in the assumption that the state enterprise does not know which privatesectorr alternatives the suppliers have got under the new setting. Suppliers may bluff and ask
forr a high price for their inputs, the state enterprise in turn may refuse to pay (his restricted
informationn set leaves him no choice but to offer a given price and take the risk of not getting
inputs).. This can lead to a breakdown in production, in fact triggered by the improvement in
privatee opportunities.17 Roland and Verdier (1997), in a related model, base the output
collapsee on search frictions combined with relation-specific investments that take place only
afterr a new long-term partner is found. Liberalization means the freedom for enterprises to
searchh for new clients and suppliers, but search by many bad agents may reduce the quality of
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Note that Leijonhufvud's (2000, but written in December 1992) otherwise also very insightful brief

discussionn of the nature of the depression in the FSU, already contains the seeds for the model by Blanchard
andd Kremer (1997).
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overalll matches. If many enterprises prefer to keep searching at least one period, output can
M. .
Thiss kind of institutional explanations of the transitional output collapse can more fully
accountt for a number of its particular features, as Schmieding (1993) argues. They can be
classifiedd as supply-side explanations because they start from (institutional) supply-side
imperfections,, but at the same time acknowledge the role of indirect (resulting) demand
decline.. Unlike the other supply-side explanations, they can not only explain the uniform
naturee of the collapse, but also the fact that it generally started even before transition, with the
half-hearted,, inconsistent efforts to partially reform the institutions of central planning (for
examplee by Gorbachev). Better than the direct demand-side explanations, they can explain the
coincidencee of output collapse and persistent inflation. They also shed light on the influence of
thee collapse of the CMEA, which was dismissed as a direct demand-side explanation for the
transitionall output collapse in the previous section. It can be classified as a supply-side
explanationn on account of the change of the terms of trade implied, but only for the energy
importers,, certainly not for the energy exporters, which enjoyed a positive shock from this
perspective.. However, the collapse of the CMEA as an institution of central planning can be
interpretedd as the same sort of general explanation as the collapse of its internal institutions.
Thiss kind of explanations may also explain the fact that the collapse was generally stronger in
thee FSU than in CEE. Apart from some other worse initial conditions, the FSU had the most
'developed'' institutions of central planning and the least 'market-memory'. The exception here
iss with the Baltics, but this may actually strengthen the point, as their output collapse ended
relativelyy early, and they resumed growth before other FSU economies. Finally, better than
bothh the direct demand-side and the other supply-side explanations, this kind of explanations
cann explain the rise of the shadow economy as a logical consequence of the appearance of a
formall 'institutional vacuum'.

1.66

Conclusion

Thee transition has been accompanied by a uniform and real output collapse. Of course, it does
nott have one single common cause, and the intensity of the effects of the separate causes can
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varyy across countries and in time. Both demand and supply factors have a role in explaining
thee transitional output collapse. Nevertheless, it seems primarily an institutional supply-side
phenomenon,, as has been argued in the previous section. More generally, it has been gradually
recognizedd that standard economic theory is ill suited to explain transition. It is mainly static,
explainingg allocation, and implicitly assumes all the relevant institutions are there, exogenous
too the theory, while transition seems mainly a dynamic process of institutional change (for
examplee van Ees and Garretsen, 1994; Knaack, 1996). From a policy perspective this implies
thatt more stress could have been given to institution building, since, as Kornai (1994, p 49)
putss it: 'The development of market coordination takes time, which is one reason why the
recessionn is protracted in many fields, but the period of development can be shortened by
appropriatee legal regulation and state initiatives. The government has committed many sins of
omissionn in this respect'. The specific reasons for institutional coordination disruptions require
moree investigation. In agreement with Roland and Verdier (1997, p 18) it can be stated that
'Inn the current state of knowledge, we think it is important to generate a class of models
givingg explanations for the output fell which rely on features specific to the transition process'.

Chapterr 2
Institutionall change in economic transition as a coordination
problem* *

2.11

Introduction

AA distinctive feature of economic transition is its largely institutional character, as argued by
forr example Schmieding (1993). Following North (1990), institutions can be roughly defined
ass the rules of the (economic) game. They can be interpreted as ways of coping with
coordinationn problems. Thus, institutional change in economic transition is a logical place for
coordinationn problems to occur.
AA coordination problem in its 'purest' form is a game in which the players have no
preferencee for a particular action, ass long as the other players aim for the same action. Thus, it
doess not matter what exactly is coordinated on, as long as coordination takes place. This
makess the solutions to this kind of games somewhat arbitrary. There are some rough examples
thatt quickly come to the mind. Who calls back (when our connection is broken)? Which side
off the road do we drive on (when we meet an oncoming car)? It is also not hard to think of
somee rough examples in economics. Which product standard do we use? Which medium of
exchangee do we accept? In all these situations it potentially does not matter too much what we
do,, as long as we come to a coordination of actions, and we have to form an expectation of
thee action that the other will take. Institutions can help us doing so.
However,, it may happen that one coordination 'point' is clearly superior to the other.
Too stick to one of the economic examples above: our present form of money is clearly easier
too use than for example the one that once was in use on the Pacific island of Yap, stone wheels
upp to 12 feet in diameter carried around with a pole through a hole in their center, called
'fei\\

Yet, both forms of money have existed for a long period of time. The question then

becomess whether spontaneous coordination on the efficient equilibrium (fiat money) is
** Previously published in Dutch as Moers (2000a).
111
Seeforexample Mankiw (1997).
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ensured,, or the inefficient equilibrium (fei) may result as well. The 'right' institutions can help
reachingg the former equilibrium.
Thiss paper aims to illustrate in which ways the understanding of institutional change in
economicc transition can be aided by the notion of coordination games, with particular
referencee to the question just raised and to the debate on 'shock therapy' versus 'gradualism'.
Sectionn 2.2 will more extensively introduce coordination games and some relevant concepts.
Experimentall evidence on whether the efficient equilibrium will naturally result in coordination
gamess will be treated by way of a representative example in section 2.3. Section 2.4 will
similarlyy treat historical evidence. The specific focus on institutional change in economic
transitionn will begin in section 2.5. Section 2.6 will discuss some generalizations. A conclusion
willlfinish-offin section 2.7. .

2.22

Coordination games

Forr a coordination problem we need at least two players and two actions. The generic form of
aa 2 by 2 coordination game can be depicted as in table 2.1.

Tablee 2.1 Generic form of coordination game
AA BB
A A (y.y) ) (0,x) )
B B (x,0) ) (z>z) )
Thee payoff pairs (., .) denote the utility resulting from the several possible combinations of
actionss (A, B) for the row-player and the column-player respectively. Depending on the values
off x, y and z this game has one or two Nash equilibria. Vromen (1995, p 176-77) nicely
describess this central concept of game theory as follows: 'Informally stated, a set of actions is
inn Nash equilibrium if no individual can improve his or her situation by deviating from playing
hiss or her part in the equilibrium, given that the other individuals play their part in the
equilibrium.. This implies that if all individuals expect the others to play their part in the Nash
equilibrium,, they are all better off when they play their part in it'. The resulting Nash
equilibriumm may or may not be Pareto efficient. This central concept of welfare theory is
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definedd in Gravelle and Rees (1992, p 476) as: 'A Pareto efficient allocation has the property
thatt there is no other feasible allocation which makes some individual better off and no
individuall worse off.
Inn apttre coordination game all cells have the same payoff for each player, as in table
2.2,, that is: y > z > x = 0.

Tablee 2.2 Pure coordination game
AA BB
A A (2,2) ) (0,0) )
B B (0,0) ) (1.1) )
Thiss game has two Nash equilibria, (A, A) and (B, B). If y = z, both equilibria are Pareto
efficient.. However, if y > z, only (A, A) is Pareto efficient, as in the example above.
Particularlyy in the latter context, it is important to know which equilibrium will result, but, per
se,, the game does not contain sufficient information to infer this.
Inn his seminal work, Schelling (1960, p 57) has introduced the notion of a focal point
ass a source of suggestion for equilibrium selection: 'People can often concert their intentions
orr expectations with others if each knows the other is trying to do the same. Most situations
(...)) provide some clue for coordinating behavior, some focal point for each person's
expectationn of what the other expects him to expect to be expected to do'. Lewis (1969), the
otherr classic in this field, has introduced the related notion of a convention, roughly a system
off mutually consistent, self-enforcing expectations, which can result in one equilibrium
becomingg dominant in multi-person, repeated play of pure coordination games. He defines it
exactlyy as: C is a convention in P if: 1) everyone does C; 2) everyone expects others to do C;
3)) everyone prefers to conform to C on the condition that others do, where P is a coordination
problemm and C is an equilibrium.
However,, h remains the case that both Nash equilibria are self-enforcing once enacted,
soo that the game does not guarantee which convention will spontaneously arise, or whether it
willl be Pareto efficient. In essence, there are (positive) externalities (complementarities) to
coordinatingg actions per se.19 In multi-person, repeated play, pure coordination games thus
199

Katz and Shapiro (1985) have dubbed these network externalities. See Katz and Shapiro (1994) for a more

informall overview of the issues involved here. Diamond (1982) uses a modified version of the metaphor often
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exhibitt path dependence, the original starting point having a decisive influence on the long-run
outcome,, possibly resulting in lock-in in an inefficient equilibrium {coordination failure) and in

non-linearities.non-linearities. In the context of two exclusive technologies competing for dominance, Art
(1989,, p 119) more exactly defines the potential dynamic inefficiency, saying '... that the
processs is path efficient if at all times equal development (equal adoption) of the technology
thatt is behind in adoption would not have paid off better'.
AA pure coordination game has no conflict of interests between the players, contrary to
ann impure coordination game. The most well known type of the latter is the prisoners'
dilemmadilemma {cooperation game), where x > y > z > 0 , asin table 2.3.

Tablee 2.3 Impure coordination game: prisoners1 dilemma

AA BB
A A (2,2) ) (0,3) )
B B (3^0) ) (1,1) )
Thiss game has only one Nash equilibrium, and it is not Pareto efficient, (B, B). Both players
wouldd be better off to coordinate (cooperate) on (A, A), which is Pareto efficient, but this is
dominatedd by the individual incentive to defect (free riding), resulting in the inefficient Nash
equilibrium.. In this setting, individual rationality naturally leads to a collectively inefficient
outcome,, while in a pure coordination game that is 'only' a possibility.
Inn multi-person, repeated play a prisoners' dilemma thus has the following important
differencess with a pure coordination game: 1) initially there will be no random distribution
amongg the alternative strategies, but a strong incentive for players not to choose the
cooperativee strategy at all; 2) if a growing number of players should choose the cooperative
usedd in economics about Robinson Crusoe on his tropical island, which illustrates the basic idea. He describes
aa tropical island where islanders climb trees to collect coconuts. Because of a local taboo, islanders do not eat
coconutss that they have gathered; instead they search for another islander with a coconut in order to trade
beforee consuming. The amount of effort that an islander is willing to undertake in order to collect a coconut
(forr example how high a tree he is wilting to climb) depends upon how easily he will then find someone with
whomm to swap coconuts. This in turn depends upon how much effort other islanders undertake. The harder
everyonee else works, the bigger is the network of coconut traders (that is: the thicker is the market, the easier it
iss to find a trading partner), and so the harder any individual will work. Diamond (1982) is probably the
seminall work on network externalities in macroeconomics.
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strategy,, this, per se, would not imply that there is an increased incentive for other players also
too choose this strategy, but, on the contrary, this increases the prospective gains from
defecting;; 3) if a behavioral regularity always to cooperate should, for some reason, become
establishedd in a group, it cannot be assumed to be self-enforcing. In any case, it is clear from
theoryy that a Pareto (path) efficient equilibrium does not have to evolve spontaneously in a
puree coordination game, and certainly not in a prisoners' dilemma.

2.33

Experimental example

Sincee the resulting equilibrium of a coordination game crucially depends on players'
expectationss about the strategies selected by other players, a means of evaluating which
equilibriumm is likely to come about is by experiment. A representative experimental study that
hass attracted attention is Cooper, DeJong, Forsythe and Ross (1990).
Theyy study players' behavior in coordination games of the form in table 2.4, with
multiplee Nash equilibria which are Pareto-rankable.

Tablee 2.4 Representative experimental coordination game in Cooper, DeJong, Forsythe
andd Ross (1990)
AA
BB
CC
A A (350,, 350) (350,250) ) (700,0) )
B B (250,, 350) (550,, 550) (1000,0) )
C C (0,, 700)
(0,, 1000) (600,600) )
Thiss game has two Nash equilibria, (A, A) and (B, B), of which the latter is Pareto dominant.
However,, if the players could cooperate and thus jointly determine their strategies, the Pareto
efficientt outcome (C, C) could even be attained, but this cooperative strategy is dominated by
Nashh equilibrium (B,B) (on its own, this square in the bottom-right corner of table 4 is a
prisoners'' dilemma).
Cooper,, DeJong, Forsythe and Ross (1990) find that the observed pattern of play is
accuratelyy predicted by the Nash equilibrium concept. However, the Pareto dominant Nash
equilibriumm is not always the experimental outcome. This result is important in light of the
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argumentt often advanced that the Pareto dominant Nash equilibrium is a natural focal point.
Insteadd coordination failures can emerge in which the outcome is the Pareto inferior Nash
equilibrium. .

2.44

Historical example

Nextt to experimental economics, economic history also provides evidence on the existence of
coordinationn failures. The classic historical example is the dominant, but arguably inefficient
keyboardd layout for typing referred to as 'QWERTY', by the first six letters on its topmost
roww of letters, as discussed by David (1985).
QWERTYY first originated in typewriters and there, initially, it had a clear technological
reason.. QWERTY resulted from the typewriter developers' trial-and-error rearrangements of
thee alphabetical key ordering aimed at minimizing the frequency of typebar clashes and jams,
whichh were a particularly serious defect in the first typewriters. Subsequent technological
developmentss freed typewriters from these problems however. Moreover it was shown that
otherr keyboard designs could lead to much faster typing and that this increased efficiency
wouldd amortize the cost of retraining typists quite quickly. Nevertheless QWERTY was not
competedd away by more sensible keyboard layouts and it is still dominant even in this age of
computers,, while surely nothing in the engineering of computer terminals demands it.
Davidd (1985) essentially shows that QWERTY survived because it took its place as an
elementt of a larger, rather complex system of production that was technically interrelated, and
thuss requiring coordination, but really nobody's design. In addition to the manufacturers and
buyerss of typewriters, this system involves typewriter operators and the variety of
organizationss that undertake to train people in such skills. The need for coordination between
keyboardd 'hardware' and 'software', represented by a typist's memory of a particular
keyboardd layout, means that the expected value of a typewriter in production is dependent on
thee availability of compatible software created by typists' decisions as to the keyboard layout
theyy should learn. The more typists on QWERTY, the higher the expected value of a
typewriterr with this keyboard layout, and the higher the costs of individual deviation. Thus, a
networkk externality led to the lock-in of QWERTY, which had gained its original lead by the
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'historicall accident' of the initial problems with typebar clashes and jams. As David (1985, p
333)) eloquently states: 'The agents engaged in production and purchase decisions in today's
keyboardd market are not the prisoners of custom, conspiracy, or state control. But while they
are,, as we now say, perfectly "free to choose", their behavior, nevertheless, is held fast in the
gripp of events long forgotten and shaped by circumstances in which neither they nor their
interestss figured. Like the great men of whom Tolstoy wrote in War and Peace, "(e) very
actionn of theirs, that seems to them an act of their own free will, is in an historical sense not
freefree at all, but in bondage to the whole course of previous history..." (Bk. IX, ch. 1)'.
Inn fact then, this historical example illustrates how an equilibrium, which may have
beenn initially efficiënt, fails to be changed when new circumstances, out of those same
efficiencyy considerations, demand coordination on a different equilibrium.

2.55

Institutional change

Off course, the practical relevance of the above depends on just how important the setting of
coordinationn problems and the potential resulting inefficiencies are in reality, in the context of
thiss paper: the reality of economic transition. Here, as argued in the introduction, a prime field
wheree coordination problems seem to arise is that of institutional change.
Above,, the definition of institutions encompasses not only 'formal' institutions
(enforcedd by the state), but also 'informal' institutions (self-enforced by convention). In the
following,, to be clear, the definition given by for example van der Lecq (1996, p 397-98) will
bee used. Her survey nicely interprets conventions and institutions as ways of coping with
coordinationn problems: 'By way of introduction, conventions and institutions can roughly be
describedd as rules of behaviour in situations that call for coordination. Conventions are often
saidd to be self-enforcing, that is, once they are established, agents tend to conform to them.
Institutionss enforce compliance to a selected equilibrium by means of a sanction mechanism'.
Institutionss may thus prevent an inefficient convention from sustaining itself or from evolving
att all. An efficient institution in effect changes the payoff structure of the (coordination) game,
soo that it is driven towards the efficient equilibrium. For example, in table 2.2 and 2.3 (an
institution)) enforcing a sanction bigger than 1 on choosing B would do the job.
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AA major problem in economic transition is the feet that it inherently takes time to get in
placee well-functioning institutions and conventions needed for market coordination. At the
samee time, institutions of plan coordination have already been destroyed, while its conventions
disappearr much slower, often even have increased strength, and in many ways fill the
'institutionall vacuum'. The latter may alleviate short-term economic hardship, but threaten to
lockk the economy in to an inefficient equüibrium. In terms of the pure coordination problem in
tablee 2.2, at the start of economic transition the situation is much like the following. Plan
coordinationn fits with the inefficient equilibrium (B, B). Proper market coordination can
potentiallyy result in the efficient equilibrium (A, A). Since plan institutions have been
destroyed,, while well-functioning market institutions and conventions are not yet in place,
'collapse'' (A, B) and/or (B, A) frequently occurs. It is important to understand that this would
evenn be the case if the state could immediately enforce proper market institutions, since plan
conventionss would still only disappear slower. In the meantime they may help to prevent
collapse,, still aiming for (B, B), but threaten to leave the economy stuck there.
AA story like this for example seems to be able to go a long way towards explaining the
uniformm output collapse in the first stage of economic transition, particularly because of the
complex,, specialized, and highly interdependent nature of the plan economy. As Murrell
(1992,, p 41) puts h: 'Because the stock of existing routines, behavioral patterns, and
expectationss - organizational structure for short - is suited to the existing environment, it is
unlikelyy to be suitable for a new market environment. A radical change in the economic system
requiress large changes in organizational structure, which will induce much poorer economic
performancee during the lengthy and difficult process of changing organizational routines and
reallocatingg managerial personnel'. Roland and Verdier (1997) is one of the few studies so far
thatt formally model an explanation of this kind. They base the output collapse on search
frictionss combined with relation-specific investments that take place only after a new longtermm partner is found (a new convention results). Economic transition (liberalization) means
thee freedom for enterprises to search for new clients and suppliers, but search by many bad
agentss may reduce the quality of overall matches (outcomes (A, B) and/or (B, A) result).
Whilee many enterprises prefer to keep searching output collapses.
AA host of further stylized facts of economic transition linked to institutional change
seemm liable to be modeled as coordination problems. Most of these fall under the heading of
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thee previously noted persistence of plan conventions, which are often even feilen back on in
increasedd extent in a situation where neither plan nor market institutions properly function.
Oftenn the setting is more like a prisoners' dilemma than like a pure coordination problem,
sincee economic transition is both about efficiency and distribution.
Onee further example is the lack of tax payment discipline. Under the plan economy
mostt tax payments came straight from state enterprises, as an integral part of the plan, income
taxx was collected at source and value added tax did not exist. Thus, a convention to pay taxes
neverr properly evolved. During the transition from plan to market, this has come to the surface
ass one of the main factors contributing to a drop in government revenues. Schilling's (1960, p
92)) seminal words exactly fit here: 'It may be the same phenomenon that makes it possible to
collectt income tax in some countries and not in others: if appropriate mutual expectations
exist,, people will expect evasion to be on a scale small enough not to overwhelm the
authoritiess and may consequently pay up either out of a sense of reciprocated honesty or out
off fear of apprehension, thus together justifying their own expectations'.
Anotherr example is the frequent occurrence of large-scale inter-enterprise arrears. In
thee centrally-planned economy, an enterprise that could not serve its obligations anymore,
couldd always count on the state to bail it out. This convention persisted in the transition from
plann to market, which meant that tight macroeconomie policies often simply provoked
increasedd arrears, in the mutual expectation that bailout would come if things went wrong.
Thesee expectations were sometimes validated by the state, laying the basis for the next arrears
crisis.. Perotti (1998) offers a formal model of this kind, explaining 'opportunistic' arrears.
Furthermore,, the large economic effects of 'nomenklatura', corruption, Mafia,
'dollarizatkra',, home and allotment-garden products and services, and the 'shadow' economy
inn general, are all stylized facts of economic transition that fit into a similar scheme. Each was
alreadyy more or less a characteristic of the plan economy, but now thrives in the absence of
eitherr well-functioning plan or market institutions. Individual incentives to deviate often seem
insufficientt to prevent getting locked in to this inefficient state of affairs.
Thus,, there is a role for the state in enforcing market institutions as to help 'steering'
economicc transition towards an efficient equilibrium If neither plan nor market institutions
properlyy function conventions can 'take over', possibly getting the economy stuck in an
inefficientt equflibrium. If institutions and conventions are not coordinated to 'fit' collapse can
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occur.. Given that conventions can inherently only change relatively slowly, the above has also
beenn used as an argument in favor of gradualism in transitional reforms. In this view
gradualismm can limit coordination collapse between institutions and conventions, give the latter
thee extra time needed to adjust, and thus minimize the adjustment costs of economic
transition.. Murrell (1992, p 42, italics added) for example argues: 'Given a non-linear relation
betweenn organizational performance and degree of adversity, and given that declines in
performancee in one sector due to adversity will produce adversity in others, then it could well
bee that slow reform results in a larger sum of discounted national income over the relevant
timee period than does fast reform'.20 The italics are crucial here, and the next section will show
thee connected reason why the theoretical case for either shock therapy or gradualism is not
clear-cut. .

2.66

Some generalizations

Onee of the things the previous section, in essence, showed is that institutions and conventions
aree complementary. Some studies have analyzed the issue of complementarity in transitional
reformss in general. Informally, the point was first forcefully made by Lipton and Sachs (1990),
ass quoted by Gates, Milgrom and Roberts (1996, p 2): 'The transition process is a seamless
web.. Structural reforms cannot work without a working price system; a working price system
cannott be put in place without ending excess demand and creating a convertible currency; and
aa credit squeeze and tight macroeconomic policy cannot be sustained unless prices are
realistic,, so that there is a rational basis for deciding which firms should be allowed to close.
Att the same time, for real structural adjustment to take place under the pressures of this
demand,, the macroeconomic shock must be accompanied by other measures, including selling
offf state assets, freeing up the private sector, establishing procedures for bankruptcy,
preparingg a social safety net, and undertaking tax reform. Clearly, the reform process must be
comprehensive'.. Thus, the argument is that the payoff of transitional reforms packed together,
thatt is: coordinated, is bigger than the sum of the payoffs of just one or just the other.
200

Some of Murrell's (1992) arguments are formally modeled in Murrell and Wang (1993), focusing on

privatization. .
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Correspondingly,, each individual reform makes undertaking the others more attractive. Per se,
thiss can be used as an argument in favor of shock therapy.
Gates,, Milgrom and Roberts (1996) look how this works out formally at the level of
thee firm. Here, two natural complementary transitional reforms are for example the
implementationn of incentives for managers to generate profits and price liberalization. Their
analysiss shows that complementarity between different reforms is necessary for optimality of
shockk therapy, but not sufficient, because there are also adjustment costs, which are likely to
bee convex. One form of such adjustment costs is coordination collapse because conventions
cann inherently only change relatively slowly, as mentioned in the previous section (see the
italicss at its end). Therefore, complementarities between different reforms are only sufficient
forr optimality of shock therapy if they outweigh convex adjustment costs. The potential for
thiss is increased if complementarities of reform over time are added, under which gradualism
leadss to costly distortions such as dumping and hoarding, which shock therapy avoids. Gates,
Milgromm and Roberts (1996) stress that there is no reason to suppose that all reforms are
characterizedd by extensive complementarities. The outcome of the trade-off between
complementaritiess and convex adjustment costs is to a large degree determined by the details
off the circumstances at the start of transitional reforms.
Friedmann and Johnson (1996) more specifically go into the latter, using a model of
reformm with complementarities and convex adjustment costs combined. They show that the
optimall pace of reform is higher, first, the larger the initial crisis. This is intuitively obvious,
becausee if current payoffs are lower, the reformer will want to move away from this position
fester.fester. It is higher, second, the stronger pro-reform institutions and, third, the greater
immediatee potential entrepreneurship, both simply because they lower adjustment costs and
increasee the payoffs to reform.
Ann alternative view of convex adjustment costs in a model with complementarity of
reformss is given by Dewatripont and Roland (1996), in assuming that reversing one reform is
lesss costly than reversing more reforms. Their model combines this with a stress on the role of
uncertainty:: it acknowledges that the model of market economy towards which economic
transitionn should converge is not necessarily clear. In this setting gradualism is still more costly
thann shock therapy because of the complementarity of reforms, but less costly because it
allowss for an option value of early reversal after uncertainty resolution. If early reversal (one
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reform)) is less costly than full reversal (all reforms) and the first reform is informative for
uncertaintyy resolution, gradualism is preferable to shock therapy provided learning is fast
enoughh relative to the interim loss due to not taking advantage of complementarity of reforms.
Murphy,, Shleifer and Vishny (1992) show how complementarity can also be used as an
argumentt to oppose partial (not in all sectors/firms) compared to full (in all sectors/firms)
implementationn of one reform, presenting a surprisingly simple, but illustrative graphical
analysis.. They model a privatized and a state firm which compete for the same complementary
input,, but only the former is allowed to offer a liberalized price, whereas the latter is still
constrainedd by a regulated price. This partial price liberalization encourages the diversion of
inputt away from their traditional users toward the privatized firm, because it can offer better
dealss to the supplier, even when the state firm values this input more. This results in less
efficientt rationing, whereby the marginal valuation of input in the state firm is much higher
thann in the private firm, while full price liberalization would have equalized marginal valuations
leadingg to higher welfare. Murphy, Shleifer and Vishny (1992) do not model any adjustment
costss however, making their story a less balanced appraisal than the ones treated above.
Summarizing:: despite the fact that transitional reforms may require coordination,
generall a priori conclusions about their optimal speed do not seem justified, because of the
(uncertain)) trade-off between complementarities and convex adjustment costs involved.21 The
specificc circumstances of each individual case should be carefully evaluated before deciding on
(thee speed/sequencing of) reforms.

2.77

Conclusion

Coordinationn problems show path dependence and illustrate that lock-in in an inefficient
equilibriumm is a clear possibility. Both experimental and historical evidence confirm that
211

The trade-off may be complicated further by political economy considerations, as in Dewatripont and Roland

(1996),, who show that these can both strengthen the case for shock therapy (taking advantage of the 'window
off opportunity' to introduce reforms that are costly to reverse, thus reducing ex post political constraints) and
thee case for gradualism (reducing ex ante political constraints by creating irreversibility through correct
sequencing,, building constituencies for further reform).
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coordinationn Mures can emerge. For the reality of economic transition coordination problems
doo seem relevant, but applications are few so far. Coordination problems point to the
relevancee of institution building as to help steering economic transition towards an efficient
equilibriumm and to prevent coordination collapse in a situation where plan institutions have
alreadyy been destroyed, but well-functioning market institutions and conventions are not yet in
placee (an explanation for the transitional output collapse for example). Moreover, they
illustratee how falling back on the remaining plan conventions can lead economic transition to
lock-inn in an inefficient equilibrium (an explanation for the lack of tax payment discipline and
thee frequent occurrence of large-scale inter-enterprise arrears for example). Given that
conventionss can inherently only change relatively slowly, this, per se, is an argument in favor
off gradualism. Moreover, adjustment costs of transitional reform seem convex overall. This
makess that there is a trade-off with the need for coordination because of the complementarity
off transitional reforms in general, which, per se, is an argument in favor of shock therapy.
However,, given that in economic transition there is simply so much to reform, it is practically
impossiblee to do everything at once (or coordinated), which ensures that the issue of
sequencingg anyhow deserves attention.

Chapterr 3
Growthh empirics with institutional measures and its application
too transition countries: a survey4,

3.11 Introduction
Institutionss are strikingly absent from most economic theory, certainly from growth theory. In
standardd theory it is simply assumed that the needed institutional environment is there, within
whichh economic agents can make their optimizing decisions. At the same time, in descriptive
growthh studies, particularly in economic history and most infiuentiatty in North (1990), the
importancee of good institutional contract enforcement has long been emphasized. Good
institutionss guarantee property rights and minimize transaction costs, creating an environment
conducivee to economic growth. The considerable sunk costs of most investments create large
disincentivess against binding resources to projects in an uncertain institutional environment.
Untill recently, empirical studies measuring just how important institutions are for
growthh and investment have been scarce. This has mainly been due to a lack of data
concerningg the quality of institutions. It is obviously impossible to find data which totally
conformss to the most broad definition of institutions such as Schmieding's (1993, p 233),
statingg that they '... encompass not only bureaucracies and administrations but also, and more
importantly,, the entire body of formal laws, rules and regulations as well as the informal
conventionss and patterns of behavior that constitute the non-budget constraints under which
economicc agents can pursue their own individual ends'. Nevertheless, there has increasingly
beenn data around which at least describes specific aspects of this definition, which covers both
'rulee of law', or ''format' institutions (enforced by the state), and 'civil society', or "informal*
institutionss (enforced by convention). This data has been used to construct measures of the
qualityy of institutions, which have been applied in (cross-country) growth empirics. The initial
studiess have proxied the quality of institutions indirectly, using universally observable and thus

** Previously published in Dutch as Moers (1999b).
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'objective''objective' measures. Recently some studies have used more direct ways to try and capture the
qualityy of institutions, using surveys and thus 'subjective'' measures.
Inn this paper the most important empirical studies on the relationship between
institutionss and growth and investment, and the applications to transition countries, will be
surveyed.. A special focus on transition countries is considered justifiable, mainly because the
transitionn process seems to a large extent about institutional transformation, so it may be
expectedd that institutions 'matter' here in particular. In section 3.2 the main caveats in (crosscountry)) growth empirics will be treated, showing as an important aside which (economic)
variabless have been found to be robusth/ related to growth and investment. Section 3.3 and 3.4
willl judge the empirical relevance for growth and investment of respectively the objective and
subjectivee institutional measures that have been used in the literature. The to our knowledge
onlyy two studies to date that have, in this context, specifically looked at transition countries
willl be treated in section 3.5. Section 3.6 will conclude.

3.22

Main caveats

Inn modern (cross-country) growth empirics average per person growth is explicitly related to
potentiall determining factors proposed in the literature at large. Thus, the typical regression
equationn looks like:

YY = a + PJ + pcC + e

wheree Y is the average growth of gross domestic product (GDP) per person, I is a set of
variabless of interest, possibly institutional, C is a set of control variables, chosen from a pool
off explanatory variables identified as potentially important by prior studies, and e is the usual
randomm error. Many studies also use the average share of investment in GDP as Y,
recognizingg investment as a major determinant of growth. This approach has two main caveats
thatt are onh/ rarely adequately dealt with.
Thee first main caveat concerns the robustness of the estimated pi to variations in C. A
largee majority of studies does not report whether the estimated Pi depends on the particular
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specificationn used. Moreover, due to the lack of a consensus theoretical framework, in
differentt studies different variables have been used as I and C. In this way growth and
investmentt have been found to be significantly correlated with a very large number of variables
(forr example Barro and Sala-i-Martin, 1995).
Levinee and Renelt (1992) provide a sobering sensitivity analysis of the potential
determinantss of growth and investment. They formally test the robustness of the estimated p(
too variations in C, using a large number of variables from prior studies and even new ones.
Theyy consider the relationship between Y and a particular I to be robust if the estimated pi
remainss statistically significant and keeps the theoretically predicted sign under variations in C.
Thee important finding is that variations in C overturn almost all past results: they are not
robust,, but fragile. Thus, there is not a reliable independent statistical relationship between Y
andd a wide variety of variables previously found to have a significant effect.
Levinee and Renelt (1992) do find some robust results though. With regard to growth,
theyy find a robust positive correlation with investment, legitimizing the additional focus the
latterr gets in many studies. Further, they find a robust negative correlation with the initial
incomee level, as tong as the initial secondary school enrollment rate is also included. Thus they
findfind evidence of convergence, conditional on this measure of 'human capital'. With regard to
investment,, they find a robust positive correlation with the trade share, either measured as
exports,, imports or both. Note that this suggests a positive role of openness in general, not
justt of exports. Finally, and most interesting for this paper, they find a robust negative
correlationn between investment and the number of revolutions and coups per year, a variable
thatt is arguably negatively related to the quality of institutions.22
222

Recently, Sala-i-Martin (1997) has argued that the sensitivity analysis by Levine and Renelt (1992) is too

strict,, because it labels explanatory variables either as robust or non-robust (fragile), with no room in between.
Instead,, he develops a method to assign some level of confidence to the robustness. He classifies a particular
explanatoryy variable as important for growth if, under variations in C, 95 % of the density function for the
estimatedd ft lies to therightof zero. Thus, he naturally comes up with more relevant variables (22 out of 59,
includingg both objective and subjective institutional measures) than Levine and Renelt (1992) find robust (3
outt of 59). However, the explanatory variablesfoundrobust by Levine and Renelt (1992)forma subset of the
onessfoundimportant by Sala-i-Martin (1997). Since determining a cut-off level for robustness remains an
arbitraryy decision, for practical purposes, it may be better to err on the safe side and stick to the approach
followedfollowed by Levine and Renelt (1992).
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Thee second main caveat that is only rarely adequately dealt with concerns the
exogenehyy of explanatory variables. In a lot of cases, for example with institutional variables,
itt is not hard to imagine the causation to run the other way, leading to a simultaneity problem
inn ordinary least squares estimation (OLS).23 To check technically whether simultaneity is
indeedd a problem instrumental variable estimation (IV) should be used. In most studies,
however,, the potential simultaneity problem is not tackled at all. To a large extent this is due
too the difficulty of finding adequate instruments.
Forr growth empirics in practice, the upshot of the above is first that a sensitivity test of
thee estimated Pi by variations in C is badly necessary. Second, the few robust results Levine
andd Renek (1992) do find suggest to at least include the investment share, the initial income
levell and the initial secondary school enrollment rate under C in the growth equation, and the
tradee share and the number of revolutions and coups per year in the investment equation, or
somee other variables capturing the same underlying theoretical ideas. Third, exogenehy needs
too be explicitly checked for, using IV.

3.33

Growth empirics with objective institutional measures

Iff the institutional environment is to be integrated into growth empirics, its quality needs to be
measured.. In the previous section an institutional variable, measuring the number of
revolutionss and coups, was found to have a robust correlation with investment (but not with
growthh directly). This institutional measure is objective, in the sense that it is universally
observable,, as has been the case for all institutional measures initially used in the literature.
Brunettii (1997) divides these measures into institutional variables measuring democracy,
governmentt stability (for example the number of revolutions and coups), political violence and
policyy volatility. It may be argued that property rights will be better guaranteed and
transactionn costs will be lower respectively the more democratic the regime, the higher
governmentt stability, the lower political violence and the lower policy volatility. Therefore,
thesee institutional variables may be empirically linked to growth and investment, as in the
233
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econometricss textbook, like Johnston (1988) or Pindyck and Rubinfeld (1991).
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classicc studies by Kormendi and Meguire (1985), Barro (1991) and Levine and Renek (1992;
seee table 3.1).
Untill recently, measures of democracy were the most often used as an explanatory
institutionall variable. The 'Gastil-index' has become the dominant measure of democracy.
Sincee 1973 it has provided annual indicators of political rights and civil liberties, based on a
veryy simple objective checklist, with the voting process, election procedure and possibility of
politicall organization and discussion as the crucial points (for example Gastil, 1989).24 The
explanatoryy power of measures of democracy in growth empirics is generally very low,
regardlesss of the many specifications used in the literature. Kormendi and Meguire (1985) for
examplee find no relationship (of significance at the 5% level) between democracy and growth,
althoughh they do find a positive relationship between democracy and investment. Levine and
Reneh'ss (1992) sensitivity analysis shows that democracy is clearly not a robust determinant
off growth and investment.
InIn contrast to measures of democracy, other institutional variables have only recently
startedd to show up in growth empirics. The studies focusing on measures of government
stabilityy as an explanatory institutional variable mostly use data on the number of (either legal
orr illegal) changes in government per year (for example Jodice and Taylor, 1983; Banks,
1979).. These studies show that measures of government stability are more significant than
measuress of democracy in growth and investment equations, but the relationship is subject to
largee variations depending on the specification chosen. Barro (1991) for example finds a
positivee relationship between government stability and growth and investment. However, as
notedd before, Levine and Reneh's (1992) sensitivity tests show that only the latter of these
twoo correlations is robust.
Thee studies focusing on measures of political violence are usually based on the same
dataa sources as those focusing on measures of government stability, this time mostly using
dataa on the number of political assassinations per million inhabitants per year. The results are
similarr in the sense that there are indications that political violence affects economic growth
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The classification by Brunetti (1997, endnote 3) is adhered to, who states: 'Although there is a certain

subjectivee element in Gastil's indicators, we classify them as objective measures because they rely on an
objectivee checklist rather than on personal opinions'.
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andd investment negatively (for example Barro, 1991), but the evidence is far from clear.
Regretfully,, Levine and Renelt (1992) do not use this variable in their sensitivity analysis.
Mostt studies that look at measures of policy volatility as an explanatory variable in
growthh empirics use the standard deviation (a) of monetary impulses, for which the data can
bee drawn from the usual cross-country data sets that are widely used in empirical
macroeconomicss (in particular Summers and Heston, 1991). There is a tendency towards a
negativee relationship between policy volatility and growth and investment, but again the result
iss not infallible. Kormendi and Meguire (1985) for example find a negative relationship
betweenn (monetary) policy volatility and growth and investment. However, the sensitivity
analysiss by Levine and Renelt (1992) shows both these relationships to be fragile too.
Thus,, as the previous section showed to be the case for most other potential
explanatoryy variables too, the empirical relevance of most objective institutional measures as a
determinantt of growth and investment turns out to be limited. This should not come as too big
aa surprise, since their 'economic content' is rather small, in the sense that they measure the
qualityy of institutions only in a very crude and indirect way. Objective institutional measures
cann both concentrate on events that economic agents may not perceive as important and fail to
capturee uncertainties that economic agents perceive as crucial, as Brunetti, Kisunko and
Wederr (1997b) argue. Part of the problem is that they measure the instability and not the
uncertaintyy in the quality of institutions. With regard to these measures, Levine and Renelt
(1992)) show that only the correlation between the number of revolutions and coups and
investmentt is robust. On this basis, there remains evidence that institutions matter, as one of
thee few factors for which robust correlations have been found in growth empirics.
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Tablee 3.1 Classic studies in growth empirics, with objective institutional measures as an
explanatoryy variable
Study y

Objective e
institutional l
measure e
Kormendiand d Democracy y
(Gastil) )
Meguire e
(1985) )

Numberr of
countries s
andd period
47;; 19501977 7

Otherr main explanatory
variabless and estimation
method d
Initiall GDP, Population
growth,, a(Growth),
o(Moneyy supply
shocks),, Export growth,
Inflationn growth,
Investment;; OLS

Policyy volatility
(o(Money y
supplyy shocks))
Barro(1991) ) Government t
stability y
(Revolutions s
andd coups)

98;; 19601985 5

Political l
violence e
(Political l
assassinations) )
Levineand d Democracy y
Renehh (1992) (Gastil) )

Initiall GDP, Initial
schooling,, Government
consumption,, Market
distortions,, Investment;
OLS S

Result t

Noo relationship
withh growth,
butt positive
relationship p
withh investment
Negative e
relationship p
withh growth
andd investment
Positive e
relationship p
withh growth
andd investment

Negative e
relationship p
whhh growth
andd investment
119;1974-- Initiall GDP, Population Noo robust
1989 9
growth,, Initial schooling, relationship p
Markett distortions,
withh growth
Government t
andd investment
consumption,, Trade,
Inflation,, Domestic
creditt growth,
Investment;; OLS;
Sensitivityy test
Policyy volatility 119;1960-Noo robust
1989 9
(o(Domestic c
relationship p
creditt growth),
withh growth
andd investment
o(Inflation)) )
Government t
Noo robust
stability y
relationship p
(Revolutions s
withh growth,
andd coups)
butt robust
positive e
relationship p
withh investment

Source:: Original studies and Brunetti (1997).
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Growth empirics with subjective institutional measures

Somee recent studies have used surveys of the perception of institutions in growth empirics
(seee table 3.2). From these surveys subjective institutional measures can be constructed,
graspingg the opinions of economic agents who make growth-relevant decisions. Thus, these
measuress are likely to reflect more closely and directly than objective institutional measures
thee concerns about the quality of institutions. Besides, they open up the possibility to draw
moree interesting conclusions about the mechanisms at work and the policies needed. Contrary
too objective institutional measures (which reflect instability) subjective measures also reflect
uncertainty,, which is subjectively perceived. Essentially two ways to acquire the data
necessaryy to construct subjective institutional measures have been used in recent growth
empirics. .
Thee first way is to get them from experts' evaluations. Here the main data sources have
beenn the commercial international country risk agencies Business International (BI), nowadays
incorporatedd in the Economist Intelligence Unit (EIU), the International Country Risk Guide
(ICRG)) and Business Environmental Risk Intelligence (BERI). The main studies using data
fromfrom these agencies are Mauro (1995) and Knack and Keefer (1995). The mere existence of
agenciess like these and the willingness of entrepreneurs too pay substantial prices for their data
signalss that they measure growth-relevant aspects of the institutional environment about which
entrepreneurss want to reduce their uncertainty. Nevertheless, this data has two main
disadvantages.. First, it is assembled for foreign multinationals, and the institutional problems
forr foreign and domestic entrepreneurs may differ (for example nationalization, profit
repatriation).. Second, experts' evaluations need of course not be right on the mark for private
entrepreneurs. .
Thee second way to acquire data to construct subjective institutional measures, and the
latestt one employed in growth empirics, does not suffer from these two disadvantages, for it
consistss of directly asking local economic agents themselves for their evaluation of the quality
off institutions. On the other hand, this data may suffer from measurement-error problems in
cross-countryy studies, because local economic agents may not be able to compare institutions
acrosss countries (experts may be better at this after all). Brunetti, Kisunko and Weder (1997a,
aa background paper for World Bank, 1997) present the results of the to my knowledge largest
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cross-countryy survey in this vein done so far, among local private entrepreneurs, which they
usee in growth empirics in Brunetti, Kisunko and Weder (1997b, another background paper for
Worldd Bank, 1997). Knack and Keefer (1997) is the main study focusing on the role of
informall institutions, using data from the World Values Surveys among local economic agents
(forr example Inglehart, 1994).
Thee first systematic cross-country study that relates subjective institutional measures to
growthh and investment was done by Mauro (1995). He uses experts' evaluations from BI to
constructt a measure of 'bureaucratic efficiency', reflecting the answers to survey questions
aboutt the judicial system, red tape and corruption. He finds a robust positive relationship with
investment,, but not with growth (directly). This is consistent with what Levine and Reneh
(1992)) find with the objective institutional measure of revolutions and coups. Interestingly, in
Maura'ss (1995) estimations, in the presence of bureaucratic efficiency, the number of
revolutionss and coups is consistently insignificant though. This implicitly suggests that his
(significant)) subjective measure better reflects the quality of institutions. Further, Mauro
(1995)) is one of the few to use IV, using a measure of ethnolinguistic fractionalization as an
instrument.. The results with IV are similar to the results with OLS, indeed suggesting that
goodd institutions cause investment and not the other way around.
Knackk and Keefer (1995) examine the impact of 'property rights security' using
experts'' evaluations from ICRG on expropriation risk, rule of law, repudiation of contracts by
government,, corruption in government and quality of bureaucracy, and from BERI on contract
enforceability,, infrastructure quality, nationalization potential and bureaucratic delays. They
findfind robust positive relationships with both growth and investment. The coefficient on initial
incomee is explicitly shown to become notably more negative and significant in the presence of
theirr subjective institutional measure than without it. This suggests that institutions are an
importantt factor in the conditionality of convergence (rivaling human capital). Further,
whereass Mauro (1995) only implicitly shows that subjective institutional measures 'work
better'' than objective ones (revolutions and coups), Knack and Keefer (1995) explicitly show
this.. First, the correlations between their measure on the one hand and the Gastil-index,
revolutionss and coups, and political assassinations on the other hand prove to be relatively
low.. Second, their measure is found to have a greater and more significant impact on growth
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andd investment. Third, the objective institutional measures used are consistently insignificant in
thee presence of the (significant) subjective institutional measure.
Contraryy to these two studies, Brunetti, Kisunko and Weder (1997b) use data from
theirr survey among local private entrepreneurs. This survey includes 25 questions aiming to
identifyy the 'credibility' of the quality of institutions as perceived by the latter. The overall
credibilityy measure can be divided into five submeasures, relating to predictability of laws and
policies,, evaluation of political instability, security of property and persons, reliability of
judiciall enforcement and uncertainty stemming from corruption and bureaucratic discretion.
Brunetti,, Kisunko and Weder (1997b) find that the overall credibility measure has a robust
positivee relationship with growth and even more so with investment. The submeasures security
off property and persons, and predictability of laws and policies are most closely associated
withh growth, the other submeasures are most closely associated with investment. For
corruptionn and bureaucratic discretion this is a corroboration of what Mauro (1995) finds.
Also,, the results of both Mauro (1995) and Knack and Keefer (1995) are corroborated, that
objectivee institutional measures generally prove to be insignificant in the presence of
(significant)) subjective institutional measures.
Knackk and Keefer (1997) present the to my knowledge strongest evidence to date on
thee relevance of informal institutions, using results on interpersonal trust and civic norms from
thee World Values Surveys among local economic agents. They find a robust positive
relationshipp between this 'social capital' and both growth and investment. The former is also
confirmedd with IV, using a measure of ethnolinguistic fractionalization (as in Mauro, 1995)
andd the ratio of the number of law students to the number of all post-secondary students as
instruments.. Interestingly, Knack and Keefer (1997) also investigate the determinants of trust
andd civic norms themselves. These come out positively correlated with subjective measures of
thee quality of formal institutions, and negatively with income inequality (Gini-coefficient) and
ethnolinguisticc fractionalization.
Inn short, the a priori case for the use of subjective instead of objective institutional
measuress in growth empirics is quite consistently verified. Subjective institutional measures
provee to be robustly correlated with growth and particularly investment. IV by Mauro (1995)
andd Knack and Keefer (1997) further shows that it is likely that better institutions are indeed a
causee of higher investment and growth respectively. Especially given the rarity of finding
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robustt correlations, let alone causations, in growth empirics at all, using subjective institutional
measuress seems to be a promising research avenue.

Chapterr 3

46 6

Tablee 3.2 Main studies in growth empirics with subjective institutional measures as an
explanatoryy variable
Study y

Subjectivee institutional
measure e

Number r
of f
countries s
and d
period d
67;; 19601985 5

Otherr main explanatory Result t
variabless and estimation
method d

Initiall GDP, Initial
schooling,, Population
growth,, Government
expenditures, ,
Revolutionss and coups,
Politicall assassinations,
Markett distortions,
Investment;; OLS; IV;
Sensitivityy test
Knack k Propertyy rights security 97;; 1974- Initiall GDP, Initial
schooling,, Government
and d
(Expropriationn risk, Rule 1989 9
consumption,, Market
Keefer r off law, Repudiation of
distortions,, Revolutions
(1995) ) contracts,, Corruption,
andd coups, Political
Qualityy of bureaucracy,
assassinations,, Factor
Contractt enforceability,
accumulation, ,
Infrastructuree quality,
Investment;; OLS;
Nationalizationn potential,
Sensitivityy test
Bureaucraticc delays)
41;; 1983- Initiall GDP, Initial
Brunetti, , Credibilityy (Laws and
schooling,, Inflation,
1994 4
Kisunko o policies,, Political
Government t
instability,, Security of
and d
consumption,, Trade,
Weder r propertyy and persons,
GastiLL Political
(1997b) ) Judiciall enforcement,
assassinations, ,
Corruptionn and
Revolutionss and coups,
bureaucraticc discretion)
Bureaucraticc efficiency,
Investment;; OLS;
Sensitivityy test
29;; 1980- Initiall GDP, Initial
Knack k Sociall capital (Trust,
schooling,, Money
1992 2
Civicc norms)
and d
balances,, Labor force
Keefer r
growth,, Trade, Market
(1997) )
distortions,, Gini,
Propertyy rights security,
Investment;; OLS; IV;
Sensitivityy test

Mauro o
(1995) )

Bureaucraticc efficiency
(Judiciall system, Red
tape,, Corruption)

Source:: Original studies and Brunetti (1997).

Noo robust
relationship p
with h
growth,, but
robust t
positive e
relationship p
with h
investment t
Robust t
positive e
relationship p
withh growth
and d
investment t

Robust t
positive e
relationship p
withh growth
and d
investment t

Robust t
positive e
relationship p
withh growth
and d
investment t
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Transition countries sample

Iff there is one subset of countries for which institutions can be reasonably expected to be most
important,, it is the transition countries. As argued by for example Schmieding (1993), the
transitionn countries are going through a period of pervasive institutional transformation. Here,
thee main problem is that the necessary new institutional (market) environment has not been put
inn order, while the old institutional (plan) environment has already been destroyed, leaving a
vacuum.. However, practically all studies to date which apply growth empirics to transition
countriess have focused on macroeconomic stabilization or liberalization, confirming the
importancee of both, most influentially in Fischer, Sahay and Végh (1996) and De Melo,
Denizerr and Gelb (1996) respectively. All empirical results mentioned in the previous sections
concernn cross-country analysis excluding transition countries. As the to our knowledge only
twoo studies so far, Brunetti, Kisunko and Weder (1997b and particularly 1997c) do give
attentionn to transition countries in growth empirics with (subjective) institutional measures
(seee table 3.3), based on the results of the survey among local private entrepreneurs in
Brunetti,, Kisunko and Weder (1997a).
Brunetti,, Kisunko and Weder (1997a) provide institutional data for two transition
regions:: Central and Eastern Europe (CEE) and Commonwealth of Independent States (CIS),
inn addition to data for the regions developed countries (DC), Middle East and North Africa
(MNA),, Latin America and Caribbean (LAC), Sub-Saharan Africa (SSA) and South and
South-Eastt Asia (SSEA). Regretfully, for reasons of confidentiality of the World Bank, their
dataa is not provided for the individual countries of these regions. However, their regional data
can,, for a start, at least tell something about the quality of institutions in transition countries
relativee to other regions. On practically all counts CIS scores worst, mostly followed by CEE
(whichh however in some instances performs better than SSA, LAC and MNA). Concerning for
examplee laws and policies, in CIS the highest percentage of entrepreneurs reports that
unpredictablee changes seriously affect their business, almost 80%, followed by CEE with
almostt 70% and compared to a world average of almost 60%. Furthermore, in CIS almost
70%% of entrepreneurs does not believe government policy announcements, again the highest
percentagee reported, followed by almost 60% in CEE and compared to a world average of
almostt 50%. The survey by Brunetti, Kisunko and Weder (1997a) also asks whether the
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qualityy of institutions had changed over the past five years in the case of transition countries
andd over the past ten years in the case of the other regions. The clearest deteriorations are also
scoredd in CIS and CEE. Thus, this data indeed shows that institutional issues are of particular
importancee in the transition countries.
Inn addition to the empirical results mentioned in the previous section, Brunetti,
Kisunkoo and Weder (1997b) also present some preliminary results for a larger sample of
countries,, including 18 transition countries, and for these transition countries only, for 19901995.. The results for the full sample of countries still show a robust positive relationship
betweenn credibility and growth. Interestingly, the coefficient on credibility is much larger than
inn the sample without transition countries, once more suggesting that institutional issues are of
particularr importance here. However, the results for transition countries alone do not show a
robustt relationship between credibility and growth. More specifically: if inflation is controlled
for,, which is shown to be significantly and negatively correlated with growth in transition
countries,, credibility becomes insignificant, although its coefficient remains positive and
relativelyy high. Note that this suggests some support for a policy stressing the initial need for
macroeconomicc stabilization in transition countries. Thisfindingappears to be associated with
thee initial problem of the 'monetary overhang'. When Brunetti, Kisunko and Weder (1997b, p
32)) only look at more recent years, inflation stays significantly negative for growth, but
credibilityy becomes more closely correlated with growth again, leading them to conclude that:
'Itt may be that institutional uncertainties become more important as the transition is ending
andd these countries slowly approach more 'normal times' and private sector development
becomess central'.
Brunetti,, Kisunko and Weder (1997c) explicitly focus on 20 transition countries.
Althoughh the data for the individual countries is still not presented, they show disaggregated
dataa for six geographical sub-regions of CEE and CIS: Balkan (Albania, Bulgaria, FYR
Macedonia),, Baltics (Estonia, Latvia, Lithuania), Caucasus (Armenia, Azerbaijan, Georgia),
Centrall Asia (Kazakstan, Kyrgyzstan, Uzbekistan), Slavic and Moldova (Belarus, Moldova,
Russia,, Ukraine) and Visegrad (Czech Republic, Hungary, Poland, Slovak Republic).
Institutionall uncertainty is high in all these transition sub-regions, but there are some
substantiall and interesting differences. Generally, Slavic and Moldova and Central Asia do
worstt and Visegrad and Baltics do best. Most notably fears of unconstitutional government
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changess are relatively low in Visegrad and Baltics, which have had several free democratic
electionss by now, and also corruption in the bureaucracy is perceived as relatively low here.
Inn their estimations Brunetti, Kisunko and Weder (1997c) try to explain growth and
(gross)) foreign direct investment inflows (FDI), for 1993-1995. The focus is on this period in
orderr to avoid the most severe initial shocks that the transition process involved. For this
periodd Brunetti, Kisunko and Weder (1997c) do find a robust positive relationship between
credibilityy and growth and especially FDI. The submeasure security of property and persons
turnss out to be the most important for both growth and FDI. With IV for growth, using the
Gastil-indexx of political rights as an instrument for credibility, they try to illustrate that this
correlationn is likely to be a causation. However, this instrument does not seem adequate:
althoughh it may be likely that political rights are related to the quality of institutions (they
reportt high and positive correlations), they may still be plausibly caused by growth too. The
controll variables are generally mostly insignificant, the exception being that inflation is mostly
significantt (and negative) in the growth equation, as in their previous study. Unlike in Brunetti,
Kisunkoo and Weder (1997b) though, adding an inflation variable to the growth equation does
nott render credibility insignificant, but only less significant. Nevertheless, this again suggests
thatt macroeconomic stabilization is very important for growth as well.
Thee results above are indeed suggestive of the special importance of institutions in
transitionn countries. The mentioned IV, showing that the correlation between institutions and
growthh is likely to be a causation, does not seem adequate however. Of the control variables
usedd in the studies above, only inflation turns out to be rivaling institutions in significance for
growth.. However, on the basis of these studies, it seems that once a certain degree of
macroeconomicc stabilization has been accomplished, institutions become the more important
determinantt of growth in transition countries.
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Tablee 3.3 The studies applying growth empirics with (subjective) institutional measures
ass an explanatory variable to transition countries
Otherr main
Institutionall measure Numberr of
countriess and explanatory y
variabless and
period d
estimationn method
Initiall GDP, Initial
18;; 1990Credibilityy (Laws
BrunettL L
schooling, ,
Kisunkoand d andd policies, Political 1995 5
Inflation;; OLS;
instability,, Security
Weder r
Sensitivityy test
off property and
(1997b) )
persons,, Judicial
enforcement, ,
Corruptionn and
bureaucratic c
discretion) )
Initiall GNP, Initial
20;; 1993Credibilityy (Laws
Brunetti, ,
schooling,, Trade,
Kisunkoand d andd policies, Political 1995 5
Government t
instability,, Security
Weder r
consumption, ,
off property and
(1997c) )
Inflation;; OLS;
persons,, Judicial
IV;; Sensitivity test
enforcement, ,
Corruptionn and
bureaucratic c
discretion) )
Study y

Result t

Noo robust
relationship p
withh growth

Robust t
positive e
relationship p
withh growth
andFDI I

Source:: Original studies.

3.66

Conclusion

Recentt literature on growth empirics shows that, as one of the few variables found to do so,
thee quality of institutions robustly matters for growth and particularly investment. This is
mainlyy so when using subjective institutional measures, which capture the relevant
uncertaintiess in the most close and direct way. IV suggests that the relationship is likely to be
fromfrom better institutions to growth and not the other way around. The to our knowledge only
twoo studies so far applying growth empirics with (subjective) institutional measures as an
explanatoryy variable to transition countries, which are going through a period of pervasive
institutionall transformation, do indicate that these issues particularly matter here. Tentative
resultss suggest that once a certain degree of macroeconomic stabilization has been
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accomplished,, the institutional environment, in particular the security of property and persons,
becomess the more important determinant of growth in transition countries.
Clearly,, in particular the findings for transition countries have to be interpreted with
caution,, mainly because of data limitations, short observed time period, as well as intrinsic
problemss of measuring and explaining growth in countries that went through such a major
structurall break. Nevertheless, they give support to those (relatively few) who early in the
transitionn process stressed the need for institution building (for example Litwack, 1991). Only
recentlyy institutional issues have gained broader recognition, also in policy circles (for example
Worldd Bank, 1997b). At the same time, thefindingsalso warrant the stress put on the need for
macroeconomicc stabilization in transition countries.
Givenn the preeminent policy relevance of economic growth, and the limited success in
explainingg it so far, more empirical studies working with (subjective) institutional measures
wouldd seem welcome, particularly for the transition countries. Extending previous sensitivity
analysiss with more control variables, for example for hberalization and initial conditions, could
bee a start. While existing studies have mainly focused on one issue at the time, certainly for
policyy purposes it is important to get a feel for the relative importance of different variables
forr growth and investment. Further investigation of the direction of the causation between the
qualityy of institutions and growth and investment seems also needed, possibly with different
instrumentall variables, admittedly difficult to find. Finally, as recently stressed by Temple
(1999),, using a panel-data approach may be the best way forward for many questions of
interestt concerning economic growth. In the present context, it could for example tell more
aboutt the dynamic effects of institutional change, which may even be large in the short run (for
examplee through international capital movements).
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4.11

Introduction

Institutionss are strikingly absent from most economic theory, certainly from growth theory. In
standardd theory it is simply assumed that the needed institutional environment is there, within
whichh economic agents can make their optimizing decisions. In contrast, in descriptive growth
studies,, particularly in economic history and most influentialry in North (1990), the importance
off good institutional contract enforcement has been emphasized for a long time. Good
institutionss guarantee property rights and minimize transaction costs, thus creating an
environmentt conducive to investment and growth. The considerable sunk costs of most
investmentss create large disincentives for binding resources to projects in uncertain
institutionall environments.
Untill recently, there has been a scarcity of empirical studies measuring just how
importantt institutions are for growth and investment. This has mainly been due to a lack of
dataa that conforms to a commonly accepted definition of institutions. For example,
Schmiedingg (1993, p 233) states that institutions '... encompass not only bureaucracies and
administrationss but also, and more importantly, the entire body of formal laws, rules and
regulationss as well as the informal conventions and patterns of behavior that constitute the
non-budgett constraints under which economic agents can pursue their own individual ends'. It
iss obviously impossible to find data that totally conforms to such a broad definition of
institutions.. Nevertheless, there has increasingly been data available which at least describes
specificc aspects of this definition, which covers both 'rule of law' (enforced by the state), or
'formaT'formaT institutions, and 'civil society' (enforced by convention), or 'informaP institutions.

** Previously published as Grogan and Moers (2001).
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Thesee have been used to construct measures of the quality of institutions that have been used
inn growth empirics.
Thiss paper empirically investigates the relationship between institutions, and growth
andd foreign direct investment (FDI) in 1990-98 for 25 countries of Central and Eastern Europe
(CEE)) and the Former Soviet Union (FSU). All countries with European Bank for
Reconstructionn and Development (EBRD) operations are included.25 A special focus on
transitionn countries is considered justifiable, mainly because the transition process seems to a
largee extent to be about institutional transformation. Furthermore, there is a lack of such
empiricall studies for the transition countries (see for example Havrylyshyn and van Rooden,
2000),, while original research done in the context of other countries has proved to be fruitful
(seee for example Mauro, 1995).
Thiss paper largely gets its inspiration from the first two empirical growth studies with
institutionall measures for transition countries, by Brunetti, Kisunko and Weder (henceforth
BKW,, 1997b and, particularly, 1997c). However, it includes some novel features. First, we
implicitlyy test the robustness of earlier results, because we employ institutional measures
constructedd from somewhat different data sources. Second, while earlier studies look at formal
institutionss only, this paper also includes a measure for informal institutions. Third, we
performm sensitivity analysis with many more control variables. For a clear policy perspective,
thesee include controls for macroeconomic stabilization, economic liberalization (both widely
lookedd at in the literature), and initial conditions (much less looked at). While earlier studies
havee mainly focused on one issue at the time, the real question is about the relative importance
off these variables for growth and investment. Finally, we address the possibility of reverse
causationn by constructing and using a novel instrument for the quality of institutions in
transitionn countries.
Inn section 4.2 the main problems in growth empirics are briefly discussed. We
introducee the (economic) variables that have been found to be robustly related to growth and
"Thesee 25 are: Albania, Armenia, Azerbaijan, Belarus, Bulgaria, Croatia, Czech Republic, Estonia, FYR
Macedonia,, Georgia, Hungary, Kazakhstan, Kyrgyzstan, Latvia, Lithuania, Moldova, Poland, Romania,
Russiann Federation, Slovak Republic, Slovenia, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan. Actually,
theree aree 26 countries with EBRD operations, but Bosnia and Herzegovina is usually not included in the data,
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investmentt in earlier studies. The existing literature on growth empirics with institutional
measuress is concisely evaluated in section 4.3. Section 4.4 more specifically treats earlier
studiess that have looked at the relationship between growth and institutions in transition
countries.. In section 4.5 we begin our application of growth empirics with institutional
measuress to transition countries by performing simple regressions of institutional variables on
growthh and FDI. Results are subjected to sensitivity tests with control variables in section 4.6.
Sectionn 4.7 checks whether the correlations found suffer from a simultaneity problem, so that
thee possibility of reverse causation cannot be excluded. Section 4.8 concludes.

4.22

Main problems in growth empirics

Mostt empirical growth studies use a cross-country framework, explicitly relating average per
personn growth to deteimining factors proposed in the literature at large. Thus, the typical
regressionn equation looks like:

YY = a + Pil + pcC + e

YY being average per person growth of gross domestic product (GDP), I a set of variables of
interest,, possibly institutional, C a set of control variables, chosen from a pool of explanatory
variabless identified by past studies as potentially important, and E the usual random error.
Manyy studies also use the average share of investment in GDP as Y, recognizing investment as
aa major determinant of growth.
Thiss approach has two main problems that are only rarely adequately dealt with. The
firstfirst concerns the robustness of the estimated ft to variations in the set of control variables. A
largee majority of studies does not report whether the estimated Pi depends on the particular
specificationn used. However, a sobering sensitivity analysis by Levine and Renelt (1992) has
shownn that only a few variables are robustly important for growth and investment. They do
findfind a robust positive correlation between growth and investment. This provides support for
duee to the feet that its economy is still divided into separate enclaves not conducive to a single overall
assessment.. Regarding choice and naming of countries, we follow EBRD conventions.
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thee focus on investment found in many studies. Furthermore, they find a robust negative
correlationn between growth and the initial income level if the initial secondary school
enrollmentt rate is included as a control. This supports theories that predict convergence in
livingg standards, conditional on this measure of human capital. With regard to investment,
theyy find a robust positive correlation with the trade share, either measured as exports,
importss or both. Note that this suggests a positive role for openness in general, not just of
exports.. Finally, and most interesting for this paper, Levine and Reneh (1992) find a robust
negativee correlation between investment and the number of revolutions and coups per year, a
variablee which is arguably negatively related to the quality of institutions.
Thee second main problem that is only rarely adequately addressed in the growth
empiricss literature concerns the exogeneity of explanatory variables. It is not hard to imagine
causationn running from higher growth to better institutions, rather than the other way. Thus,
ordinaryy least squares estimation (OLS) of the relationship described in the equation above
mayy suffer from simultaneity. In most studies, however, the potential simultaneity problem is
nott tackled at all.
Forr growth empirics in practice, the upshot of the issues discussed above is threefold.
First,, sensitivity tests of the estimated (3j under different sets of control variables should be
performed.. Second, the few robust results Levine and Reneh (1992) do find suggest that one
shouldd include the (domestic) investment share, the initial income level and the initial
secondaryy school enrollment rate as controls in the growth equation. The trade share and the
numberr of revolutions and coups per year, or some other variables capturing the same
underlyingg theoretical ideas, should be included in the investment equation. Third, exogeneity
needss to be explicitly checked.

4.33

Growth empirics with institutional measures

Iff the institutional environment is to be integrated into growth empirics, its quality needs to be
measured.. In the Levine and Renelt (1992) study, an institutional variable measuring the
numberr of revolutions and coups was found to have a robust correlation with investment (but
nott with growth directly). This institutional measure is objective, in the sense that it is
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universallyy observable. All institutional measures used in the classic growth empirics studies
(Kormendii and Meguire, 1985, Barro, 1991, and Levine and Renek, 1992) are objective.
Moree recent studies have used information about the perceived quality of institutions in
growthh empirics. Such subjective institutional measures can be constructed from responses to
surveyss of the opinions of economic agents who make growth-relevant decisions.
Ass discussed in section 2, the robustness of most variables as a determinant of growth
andd investment has turned out to be limited. This is also the case with most objective
institutionall measures, which should not come as too big a surprise, since the 'economic
content'' of such variables is rather small. They generally measure the quality of institutions
onlyy in a very crude and indirect way. Part of the problem with objective institutional measures
iss that they measure the instability and not the uncertainty of the institutional environment. As
shownn by Levine and Renelt (1992), only the correlation between investment and the objective
institutionall measure implicit in the number of revolutions and coups is robust.
Partiallyy inspired by this, subjective institutional measures have come into use. Since
theyy grasp relevant opinions, these measures are likely to reflect concerns about the quality of
institutionss more closely and directly. As well, subjective institutional measures open up the
possibilityy of drawing more interesting conclusions about the mechanisms at work and the
policiess needed. In contrast with objective institutional measures they also do reflect
uncertainty,, which is subjectively perceived.
Mostt existing studies that make use of subjective institutional measures have
constructedd these from experts' evaluations, mostly by commercial international country risk
agencies.. Mauro (1995) did the first such study. He constructs a measure of bureaucratic
efficiency,, finding it to be robustly and positively related to investment, but not (directly) to
growth.. The other main study is Knack and Keefer (1995), who construct a measure of
propertyy rights security, and find robust positive relationships between this measure and both
growthh and investment. Interestingly, both Mauro (1995) and, particularly, Knack and Keefer
(1995)) show that objective institutional measures (including the number of revolutions and
coups)) are consistently outperformed by subjective ones. Mauro (1995) also uses instrumental
variabless estimation (IV) to test the causation of the estimated relationships. His results
suggestt that good institutions cause higher investment and not the other way around.
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Inn contrast with these two studies, some studies employ subjective institutional
measuress constructed from surveys among local economic agents themselves. BKW (1997a)
presentt the results of a worldwide cross-country survey carried out among local private
entrepreneurs.. The survey responses are used in the investigation of growth empirics of BKW
(1997b).. In this analysis, robust positive relationships are found between subjective measures
off institutional credibility, and both growth and investment. Objective institutional measures
aree again outperformed by subjective ones. Knack and Keefer (1997) present evidence on the
relevancee of informal institutions, using survey results on interpersonal trust and civic norms.
Theyy find a robust positive relationship between informal institutional measures and both
growthh and investment. This is also confirmed with IV.
Inn short, the a priori case for the use of subjective rather than objective institutional
measuress in growth empirics is quite consistently verified. Subjective institutional measures
provee to be robustly correlated with growth and, particularly, with investment. IV by Mauro
(1995)) and Knack and Keefer (1997) also suggests that it is likely that better institutions are
indeedd a cause of higher investment and growth respectively.

4.44

Applications to transition countries

Iff there is one subset of countries for which institutions can be reasonably expected to be most
important,, it is the transition countries. Transition countries are going through a period of
pervasivee institutional transformation. As suggested by for example Schmieding (1993), one of
thee main problems confronting these countries is that the adequate new institutional (market)
environmentt has not been put in place, while the old institutional (plan) environment has
alreadyy been destroyed. The result is an 'institutional vacuum'. However, most studies to date
thatt apply growth empirics to transition countries have focused on macroeconomic
stabilizationn or economic liberalization. The most influential studies, Fischer, Sahay and Végh
(1996)) and De Melo, Denizer and Gelb (1996), generally confirm the importance of both
factorss to growth. Nearly all of the empirical results mentioned in the previous sections
excludee transition countries. BKW (1997b and, particularly, 1997c) were the first to give
attentionn to transition countries in growth empirics with (subjective) institutional measures.
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Theyy were recently followed by the other main study in this light, Havrylyshyn and van
Rooden(2000). .
Inn addition to the results mentioned in the previous section, BKW (1997b) present
somee preliminary results for a larger sample of countries, including 18 transition countries, for
1990-95.. Results still show a robust positive relationship between institutional credibility and
growth.. BKW (1997c) explicitly focus on 20 transition countries, using the same survey of
locall private entrepreneurs. They estimate growth and FDI equations for 1993-95. The focus
iss on this period in order to abstract from the most severe initial shocks that the transition
processs involved. BKW (1997c) find a robust positive relationship between institutional
credibility,, and growth and FDI. With an IV for growth, using the so called 'Gastil index' of
politicall rights as an instrument for institutional credibility, they try to illustrate that this
correlationn is likely to be a causation. However, the Gastil index does not seem an adequate
instrument.. Although it may be likely that political rights are related to the quality of
institutions,, political rights may improve with economic growth too. As growth generally leads
too a more educated population, it may demand more political rights. Control variables are
generallyy mostly insignificant in the BKW( 1997c) study. The exception is that inflation is
mostlyy significant (and negative) for growth. This again suggests that macroeconomic
stabilizationn is important for growth as well
Havryh/shynn and van Rooden (2000) also try to empirically determine how much
institutionss matter in transition, using data for 25 transition countries covering 1991-98. Next
too institutional indicators from BKW (1997a), they include some derived from experts'
evaluations.. They also find a robust positive relationship between institutions and growth, and
confirmm the importance of stabilization and liberalization as well However, the relative
importancee of these different factors remains hard to judge even on the basis of this study.
Thiss is because standardized coefficients are not given and, more generally, there are obvious
muhicollinearityy problems.
Nevertheless,, the results discussed above are indeed suggestive of the importance of
institutionss in transition countries. The IV by BKW( 1997c), which suggests that the
correlationn between institutions and growth is likely to be a causation, does not seem adequate
though.. Of the control variables used in the above studies, only stabilization and liberalization
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seemm to rival institutions in significance for growth. However, their relative importance
remainss hard to judge.

4.55

Simple estimation results

Sincee the literature demonstrates that subjective are superior to objective institutional
measures,, in this investigation we employ the former. However, the sources of subjective
institutionall data used here are somewhat different from those used in the existing literature.
Theyy enable us to cover all 25 transition countries with EBRD operations from experts'
evaluationss of institutional characteristics. From these, measures of the rule of law, investment
law,, property rights, and civil society are constructed. These measures capture specific aspects
off the institutional environment, which are thought to be important for growth and investment.
Exceptt for these sources of institutional data, there appear to be no other primary sources with
equal,, let alone wider, coverage of transition countries. This restriction on data availability
dictatess our choice of institutional measures. After having described the construction of our
fourr subjective measures of the quality of institutions, this section makes a start with our
applicationn of growth empirics to transition countries. We report the results of simple OLS
regressionss of growth and FDI explained by each of the institutional variables in turn
(coefficientt expected to be positive).26 Of course, as these are only univariate regressions, care
hass to be taken not to draw too strong conclusions from them per se. However, they form an
illustrativee starting point, on which to base an extensive sensitivity analysis with control
variabless in the next section. The latter will show that the univariate results are actually quite
robust,, suggesting that they do not suffer from large omitted-variables problems.
Ourr first source of institutional data is The Wall Street Journal Europe's Central
Europeann Economic Review (CEER, 1995-97). Since 1995, CEER has published the results
off an annual survey covering transition countries, which includes information on institutional
factors.. Transition countries are ranked on their attractiveness as a place to do business for the
comingg year on the basis of this institutional information. We use CEER's (1995-97) reported
266

A full list of variables used in this paper, and their sources, is in appendix 4. A, their descriptive statistics are

inn appendix 4.B, and a full correlation matrix is in appendix 4.C.
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expectationss for 1996-98 on 'legal safeguards' and 'corruption and crime'. These are taken as
capturingg different aspects of the rule of law. We average the CEER (1995-97) measures for
'legall safeguards' and 'corruption and crime', which have a correlation coefficient (r) of 0.97,
inn the variable RULE OF LAW.
Thee second source of subjective institutional information is the EBRD (1995-98)
Transitionn Report, which gives the results of a survey on the extensiveness and effectiveness
off investment laws in transition countries, a more specific aspect of the rule of law. The survey
resultss on 'laws fostering investment' for 1995-98 by the EBRD (1995-98) are contained in
thee variable INVESTMENT LAW.
Thee third source of information for the construction of our subjective institutional
measuress is the Euromoney (1992-98) country risk assessment. Since 1992 survey results on
'politicall risk* have been reported as a distinct category. Political risk is defined in the
Euromoneyy survey as 'the risk of non-payment or non-servicing of payment for goods or
services,, loans, trade-related finance and dividends and the risk of the non-repatriation of
capital'.. The average of the Euromoney political risk indicator over 1992-98 is used as the
variablee PROPERTY RIGHTS. As INVESTMENT LAW, PROPERTY RIGHTS can be also
largelyy considered as a more specific aspect of the rule of law.
Inn order to be able to examine the role of informal institutions as welL we use
informationn from the survey of Karatnycky, Motyl and Shor (1997) and Karatnycky, Motyl
andd Graybow (1999). This survey contains rankings of institutional quality for transition
countries.. It covers developments up to and including March 1998. We use the survey results
relatingg to the quality of civil society in constructing a variable with the same name. CIVIL
SOCIETYY only indirectly relates to such things as trust or norms, but is nevertheless taken to
representt informal institutions, because it is considered to develop much more from the
bottomm up than formal institutions, which are likely to develop much more from the top
down.27 7
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To make this explicit, the questions asked under the heading of civil society aree listed here: '1. How many
nongovernmentall organizations have come into existence since 1988? How many charitable nonprofit
organizations?? 2. Whatformsof interest group participation in politics are legal? 3. Are therefreetrade
unions?? 4. What is the numerical/proportional membership of fanners' groups, small business associations,
etc.?'. .
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Alll four constructed institutional variables have been normalized. The correlation
betweenn these four institutional variables from four different sources is rather high (correlation
coefficientt (r) > 0.73). This suggests that it is in fact hard to separate specific institutional
aspectss from the institutional environment in general. In this light, also note that formal and
informall institutions can mutually influence each other. Due to data restrictions the
institutionall measures only cover the later part of 1990-98, the period covered by the
endogenouss variables. It is possible that this adds to simultaneity problems. However, this is
probablyy not a major issue, as the institutional data for the later subperiod can represent those
forr the full period rather well. This is suggested by the fact that the different measures are
highlyy autocorrelated for the periods available. In any case, we formally check for simultaneity
problemss in section 7. Furthermore, although we focus on 1990-98, we also performed all
regressionss for 1993-98, with generally similar results.
Thee general similarity between these two categories of results also implies that our
1990-988 results are not driven by the most severe initial shocks that the transition process
involved.. The 1993-98 period largely abstracts from these. Moreover, an earlier version of this
paperr (available as Moers, 1999c) did all regressions for 1990-95, which also led to generally
similarr results. Apparently, our results are quite robust to the regression period chosen.
Therefore,, in what follows, we only mention 1990-98 results.
Thee two endogenous variables we use are, respectively, the average 1990-98 GDP
growthh per person (in %, GROWTH), and the net FDI inflow share (in % GDP, FDI). In table
4.11 OLS regression results for GROWTH are reported. All coefficients are of the expected
signn and highly significant (at the 1% level). As all four institutional variables have been
normalized,, the sizes of their coefficients can be directly compared. This shows that formal
institutionss seem to have a somewhat stronger effect on growth than informal institutions,
though,, again, it needs to be kept in mind that these are only univariate results. Generally, the
resultss suggest that some 30 to 50% of the variation in growth across transition countries can
bee explained by variation in institutions.
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Tablee 4.1 OLS regressions with GROWTH as an endogenous variable and the
institutionall variables as an exogenous variable

cc

(1) )
-4.23** (0.00)
2.91** (0.00)

RULEE OF LAW
INVESTMENTT LAW
PROPERTYY RIGHTS
CIVILL SOCIETY
NN
21 1
0.51** (0.00)
Adjustedd R2

(2) )
-4.23** (0.00)

(3) )
-4.52** (0.00)

(4) )
-4.29** (0.00)

2.59** (0.00)
2.98** (0.00)
21 1
0.44** (0.00)

21 1
0.53** (0.00)

2.19** (0.01)
21 1
0.31** (0.01)

P-valuess in parenthesis; * = Significant at 5% level.
Note:: The sample size is 21 instead of 25 here, because GROWTH is not available in our source, World Bank
(2000),, for Armenia, Croatia, FYR Macedonia and Slovenia.

Tablee 4.2 gives results for FDI. These are clearly not in line with our hypothesis that, next to
growth,, good institutions stimulate FDI as well. Although all institutional variables have
coefficientss of the expected sign, this time, not any of them comes even close to significance.

Tablee 4.2 OLS regressions with FDI as an endogenous variable and the institutional
variabless as an exogenous variable

cc

(1) )
1.95** (0.00)
0.300 (0.47)

RULEE OF LAW
INVESTMENTT LAW
PROPERTYY RIGHTS
CIVILL SOCIETY
NN
25 5
Adjustedd R2
-0.022 (0.47)

(2) )
1.95** (0.00)

(3) )
1.95** (0.00)

(4) )
1.95** (0.00)

0.11(0.80) )
0.18(0.66) )
25 5
-0.044 (0.80)

25 5
-0.033 (0.66)

0.388 (0.36)
25 5
-0.011 (0.36)

P-valuess in parenthesis; * = Significant at 5% level.
Mote:: All regressions reported in this paper that made use of the standard sample size of 25 were also done
withh the sample size of 21 (see note to previous table). More generally, in all cases where the samples of
growthh and FDI regressions differed, they were also performed for identical samples. This in general produced
similarr results, so that any differences between the estimation results for growth and FDI are not attributable to
differentt samples.

Thesee results appear to be caused by the fact that Azerbaijan is a big outlier here. Statistically,
thiss is verified by its studentized residual, which is much larger than the rule-of-thumb cut-off
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valuee of |2|. None of the other countries has a studentized residual above this cut-off.28
Intuitively,, this can be connected to the particularly large oil reserves of Azerbaijan. Due to
these,, it has received a lot of FDI in spite of having bad-quality institutions.
Tablee 4.3 shows what happens if this outlier is thrown out of the sample. All
institutionall variables again get highly significant coefficients of the expected sign. Unlike for
growth,, the effect of informal institutions on FDI is not smaller than that of formal institutions.
Thiss may be because informal institutions are simply harder to grasp by foreign investors than
byy domestic economic agents. Generally, the results suggest that some 20 to 30% of the
variationn in FDI across transition countries can be explained by variation in institutions.
Moreover,, when FDI is regressed on growth, a significant coefficient (P-value = 0.03) is
obtainedd (of the expected sign), which is rather big in size (1.49).

Tablee 4.3 OLS regressions with FDI as an endogenous variable and the institutional
variabless as an exogenous variable, without Azerbaijan

0) )

cc

1.60** (0.00)
0.68** (0.00)

RULEE OF LAW
INVESTMENTT LAW
PROPERTYY RIGHTS
CIVILL SOCIETY
NN
24 4
Adjustedd R2
0.31** (0.00)

(2) )
1.59** (0.00)

(3) )
1.60** (0.00)

(4) )
1.61** (0.00)

0.62** (0.01)
0.59** (0.01)
24 4
0.24** (0.01)

24 4
0.22** (0.01)

0.67** (0.00)
24 4
0.30** (0.00)

P-valuess in parenthesis; * = Significant at 5% level.

Inn short, the simple estimation results reported in this section suggest that the quality of
(particularlyy formal) institutions is significantly correlated with growth and FDI, generally
corroboratingg earlier findings. Besides, FDI shows up as important for growth. Thus, both a
directt and an indirect positive correlation (via FDI) between the quality of institutions and
growthh have been identified.

Thee studentized residuals of the growth results were also checked, which suggested a total absence of
outlierss in this case.
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Sensitivity tests

Becausee of the small sample size, we cannot include the control variables simultaneously in
ourr sensitivity tests, but only individually. Muhicollinearity is taken to be a problem if a
correlationn coefficient between two exogenous variables is (absolutely) larger than R2.29 If so,
P-vahiess are already inflated for this reason, so the sensitivity test cannot be properly
interpretedd as evaluating the importance of the institutional variable. The 5 control variables
BKWW (1997c) use include the variables found robust by Levine and Renelt (1992), and form a
subsett of the 13 used in this paper.30 We include variables for macroeconomic stabilization,
economicc liberalization and initial conditions, so that their importance relative to the quality of
institutionss can in principle be judged.
Inn accordance with BKW (1997c), the gross national product per person in the initial
yearr (in US dollars), the gross secondary school enrollment rate in the initial year (in %
population),, the average (1990-98) trade share (in % GDP, TRADE), the average government
consumptionn share (in % GDP) and the average inflation rate (change of consumer price index
inn %, INFLATION) are controlled for. These control variables are standard in growth
empiricss and can all be justified by theory. Initial income is included because of the
(conditional)) convergence effect (coefficient expected to be negative). Initial secondary
schoolingg is a measure of human capital, boosting productivity (coefficient expected to be
positive).. Trade, government consumption and inflation proxy policy distortions of allocative
efficiencyy (coefficient expected to be positive for the first and negative for the second and
thirdd respectively).
Wee add some other control variables that a priori may be expected to matter for the
behaviorr of growth and FDI in transition countries. The initial grosss tertiary school enrollment
ratee (in % population) also represents human capital (coefficient expected to be positive). As
299

This procedure roughlyfollowsforexample Harnett (1982, p 563), who nicely states its intuition: *In other
words,, if the strength of the association among any of the independent variables is approximately as great as
thee strength of their combined linear association with the dependent variable, then the amount of overlapping
influencee may be substantial enough to make the interpretation of the separate influences difficult and
imprecise'. .
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alternativee proxies for openness, the average export and import share (in % GDP, EXPORT
andd IMPORT) are also tried (coefficients expected to be positive), to check whether they have
differentt effects. The initial share of value added in industry (in % GDP, INDUSTRY) is
includedd among the control variables because most transition countries were initially
overindustrializedd by the preceding communist policies (coefficient expected to be negative).
Furthermore,, we include exports to countries of the Council for Mutual Economic Assistance
(CMEA)) in 1990, the year before its collapse (in % GDP, coefficient expected to be negative).
AA dummy for the transition countries that suffered from major and persistent internal conflicts
orr conflict-related blockades during 1990-98 (one if so, coefficient expected to be negative) is
alsoo included.31 Finally, to capture the effect of liberalization in transition countries, we use the
averagee of the by now standard liberalization index (LIBERAL, coefficient expected to be
positive).. The average private sector share (in % GDP, PRIV, coefficient expected to be
positive)) is used in separate estimations, to get a grip on the effects of privatization per se.
Alll 13 control variables were first used individually in simple OLS regression
equations.. This showed for growth that inflation, war, the CMEA shock, the liberalization
indexx and the private sector share were significant and with the expected sign. These results
indeedd suggest that macroeconomic stabilization and economic liberalization are both
independentlyy important for growth in transition countries. Furthermore, the disruptive effects
onn growth of the collapse of the CMEA and the negative influence of war are confirmed. For
FDII (again without outlier Azerbaijan) results are similar, with the exception that the CMEA
shockk and war do not show up with significance (though with the expected sign). The CMEA
exceptionn probably occurs because, unlike domestic economic agents, potential foreign
investorss are not influenced much by the extent of disruption of traditional trade links.
However,, the lack of relation between war and FDI is hard to explain.32
Forr reasons of space the tables below only explicitly report the results of the sensitivity
testss which showed institutional variables to lose significance (at the 5% level) or change
300

Of the variables found robust by Levine and Renelt (1992), domestic investment is not used as a control
variablee only, because of its special data problems for transition countries.
311
The former are Croatia, Georgia, Azerbaijan and Tajikistan, the latter Armenia and FYR Macedonia.

Growthh empirics with institutional measuresfortransition countries

67 7

coefficientt sign, or contained a significant control variable. Recall that in this first case, the
resultt does not necessarily imply that the institutional variable is not robustly correlated with
growthh and/or FDI, as there may be multicollinearity problems at work. These problems
occurredd frequently in equations including our respective institutional variables, and the
liberalizationn index, privatization per se, or inflation. Therefore, it is impossible to properly
judgee the importance of these controls relative to that of institutions.33
Tablee 4.4 gives results of the sensitivity tests on the regression equation of RULE OF
LAWW on growth. Only by adding liberalization or privatization does this institutional measure
becomee insignificant. Both of these cases are due to multicollinearity, thus not dismissing a
robustt relationship between RULE OF LAW and growth. In standardized terms the
coefficientss of INFLATION, LIBERAL, PRIV and RULE OF LAW are -0.36, 0.69, 0.21,
andd between 0.10 and 0.54 respectively.34 However, the multicollinearity problems involved
implyy that we cannot have much faith in these standardized coefficients as measuring the
relativee importance of the respective variables. Nevertheless, note that INFLATION and
RULEE OF LAW together explain some 60% of the variation in growth across transition
countries. .

22

FDI is netflowsof investment to acquire a lasting management interest (10% or more of voting stock) in an

enterprisee operating in an economy other than that of the investor, so that an explanation isforexample not in
inclusionn in FDI of war-related sales of weaponry orfinancialhelp.
"" The high (positive) correlation between liberalization and institutional quality is interesting in its own right,
however,, since it suggests mat, in practice, liberalization and institution building generally go hand in hand.
Similarly,, the high (negative) correlation between inflation and institutional quality suggests that inflation may
bee a manifestation of inadequate institutions, or vice versa. To a lesser extent, a multicollinearity problem also
showedd up in the equations including the CMEA variable. Interestingly, the rather high (negative) correlation
betweenn the CMEA shock and institutional quality suggests some supportforinterpreting the CMEA shock not
justt as a trade shock, but as an institutional one, as argued by Schmieding (1993), for example.
344

Standardization is done here by adjusting the original coefficient by the ratio of the standard deviation (s) of

thee exogenous variable to s of the endogenous variable, and giving the effect of a 1 s change in the exogenous
variablee on the endogenous variable, also measured in s (seeforexample Pindyck and Rubin feld, 1991, p 85).
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Tablee 4.4 OLS regressions with GROWTH as an endogenous variable and RULE OF
LAWW and control variables as exogenous variables

0) )

cc

INFLATION N
LIBERAL L
PRIV V
RULEE OF LAW
NN
Adjustedd R2

-3.01** (0.00)
-0.003** (0.03)

(2) )
-4.07** (0.00)

(3) )
-6.744 (0.07)

2.74(0.12) )
2.06** (0.01)
21 1
0.60** (0.00)

0.377 (0.82)
21 1
0.55** (0.00)

0.077 (0.47)
2.155 (0.09)
21 1
0.50** (0.00)

P-valuess in parenthesis; * = Significant at 5% level.

Tablee 4.5 gives results of the sensitivity tests on the regression equation of INVESTMENT
LAWW on growth. They are rather similar to the results described above, with the exception
thatt this institutional variable also loses its significance in the presence of the variables
representingg openness. Although this is not due to multicollinearity problems, it nevertheless
doess not seem to disqualify INVESTMENT LAW in a major way. This is because the
opennesss variables are not significant themselves (though they have the expected sign), and
INVESTMENTT LAW still stays very close to being significant at the 10% level. Furthermore,
inn standardized terms the coefficients of TRADE, EXPORT, IMPORT, and INVESTMENT
LAWW are 0.08, 0.05, 0.12, and about 0.50 respectively, so that the institutional variable
remainss the more important from this perspective as well.
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Tablee 4.5 OLS regressions with GROWTH as an endogenous variable and
INVESTMENTT LAW and control variables as exogenous variables

cc
INFLATION N

(1) )
-2.80* *
(0.00) )
-0.004* *
(0.01) )

LIBERAL L
PRIV V
TRADE E
EXPORT T
IMPORT T
INVESTMENT T 1.79* *
LAW W
(0.01) )
NN
21 1
Adjustedd R2
0.59* *
(0.00) )

(2) )
-4.04* *
(0.00) )

(3) )
-8.52* *
(0.03) )

(4) )
-5.42 2
(0.14) )

(5) )
-4.80 0
(0.13) )

(6) )
-6.04 4
(0.13) )

3.55* *
(0.03) )
0.122 (0.24)
0.011 (0.73)
0.011 (0.85)
0.044 (0.63)
-0.47 7 1.36(0.27) ) 1.99(0.11) ) 1.97(0.12) )2.07(0.10) )
(0.74) )
21 1
21 1
15 5
15 5
15 5
0.55* * 0.455 (0.00) 0.077 (0.25) 0.077 (0.26) 0.088 (0.23)
(0.00) )

P-valuess in parenthesis;; * = Significantt at 5% level

Tablee 4.6 gives results of the sensitivity tests on the regression equation of PROPERTY
RIGHTSS on growth. They are again rather similar to the results above. Again, the
muhicollinearityy problems involved in table 4.6 imply that we cannot really judge relative
effects,, so that the institutional variable is not properly dismissed from being robustly
correlatedd with growth.

Tablee 4.6 OLS regressions with GROWTH as an endogenous variable and PROPERTY
RIGHTSS and control variables as exogenous variables

ill l

INFLATION N
LIBERAL L
PROPERTYY RIGHTS
NN
Adjustedd R2

** (0.00)
-0.003** (0.01)
2.18** (0.00)
21 1
0.65** (0.00)

SZL SZL

-422*-422* (0.00)
2.033 (0.09)
1.24(0.29) )
21 1
0.58** (0.00)

P-valuess in parenthesis; * = Significant at 5% level.

Resultss of sensitivity tests on the regression equation of CIVIL SOCIETY on growth are less
robust.. In none of the cases portrayed in table 4.7 does CIVIL SOCIETY stay significantly
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positive.. Though the equations including INFLATION, LIBERAL and PRIV suffer from
multicollinearity,, this does not hold for those including a variable representing openness. Thus,
thesee equations do indicate that CIVIL SOCIETY is not robustly correlated with growth. This
suggestss that the significantly positive correlation between formal institutions and growth is
strongerr than that between informal institutions and growth, and supports the findings of the
previouss section.

Tablee 4.7 OLS regressions with GROWTH as an endogenous variable and CIVIL
SOCIETYY and control variables as exogenous variables
(1) )
-2.65*
*
cc
(0-01) )
INFLATION N -0.004* *
(0.01) )
LIBERAL L

(2) )
-3.93* *
(0.00) )

(3) )
-12.79* *
(0.01) )

(4) )
-4.50 0
(0.26) )

(5) )
-4.44 4
(0.19) )

(6) )
-4.49 9
(0.29) )

5.48* *
(0.00) )
0.24* *
(0.05) )

PRIV V

0.003 3
(0.93) )

TRADE E
EXPORT T

0.006 6
(0.94) )

IMPORT T

0.006 6
(0.94) )
1.26(0.29) ) 1.26(0.30) ) 1.27(0.28) )

CIVIL L
SOCIETY Y
NN
Adjustedd R2

1.32(0.06) ) -2.47* *
(0.05) )
21 1
21 1
0.64*
*
0.50* *
(0.00) )
(0.00) )

-0.31 1
(0.82) )
21 1
0.41* *
(0.00) )

15 5
-0.04 4
(0.51) )

15 5
-0.04 4
(0.51) )

15 5
-0.04 4
(0.51) )

P-valuess in parenthesis; * = Significant at 5% level.

Next,, we turn to results of the sensitivity tests on the regression equations for FDI (without
outlierr Azerbaijan). Table 4.8 gives the results of the sensitivity tests on the regression
equationn of RULE OF LAW on FDI. No control variable undermines the importance of RULE
OFF LAW in explaining FDI. The equations with LIBERAL and PRIV again suffer from a
multicollinearityy problem, so they are hard to judge. Of the 13 control variables only the initial
levell of industrialization is significant for FDI, with the expected sign, but it does not overturn
thee robustness of RULE OF LAW. Nor does it have a stronger (absolute) effect, as the
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standardizedd coefficients of INDUSTRY and RULE OF LAW are -0.28 and 0.64
respectively.. These two variables explain some 75% of the variation in FDI across transition
countries.. Recall that the initial level of industrialization was not significant for growth, but
inflationn was. Apparently foreign investors are relatively sensitive to the communist
overindustrialization,, and relatively insensitive to inflation in transition countries. Compared to
domesticc economic agents, they are perhaps in a better position to judge just how outdated the
capitall stock is, and tofinanciallyinsure themselves against inflation.

Tablee 4.8 OLS regressions with FDI as an endogenous variable and RULE OF LAW
andd control variables as exogenous variables

cc

(1) )
4.57** (0.00)
-0.06** (0.01)

INDUSTRY Y
LIBERAL L
PRIV V
RULEE OF LAW
1.27** (0.00)
NN
17 7
Adjustedd R2
0.74** (0.00)
P-valuess in parenthesis; * = Significant at 5% level.

(2) )
1.61** (0.00)

(3) )
0.299 (0.75)

-0.444 (0.41)
1.09** (0.05)
24 4
0.30** (0.01)

0.04(0.15) )
0.37(0.21) )
24 4
0.35** (0.00)

Tablee 4.9 gives results of the sensitivity tests on the regression equation of INVESTMENT
LAWW on FDI. They are rather similar to the results above. Again no control variable properly
overturnss the robustness of the institutional variable, as the equations containing LIBERAL
andd PRIV suffer from a multicollinearity problem.
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Tablee 4.9 OLS regressions with FDI as an endogenous variable and INVESTMENT
LAWW and control variables as exogenous variables

cc

INDUSTRY Y
LIBERAL L
PRIV V
INVESTMENTT LAW
NN
Adjustedd R2

(2) )
1.59** (0.00)

(1) )
4.67** (0.01)
-0.07** (0.05)

(3) )
-0.14(0.90) )

0.133 (0.77)
0.511 (0.26)
24 4
0.21** (0.03)

1.13** (0.00)
17 7
0.51** (0.00)

0.05(0.10) )
0.16(0.64) )
24 4
0.30** (0.01)

P-valuess in parenthesis; * = Significant at 5% level.

Thee same goes for the sensitivity tests on the regression equation of PROPERTY RIGHTS on
FDII displayed in table 4,10.

Tablee 4.10 OLS regressions with FDI as an endogenous variable and PROPERTY
RIGHTSS and control variables as exogenous variables

cc

LIBERAL L
PRIV V
PROPERTYY RIGHTS
NN
Adjustedd R2

(1) )
1.60** (0.00)
0.277 (0.44)
0.388 (0.28)
24 4
0.20** (0.04)

(2) )
-0.066 (0.94)
0.05** (0.05)
0.244 (0.38)
24 4
0.32** (0.01)

P-valuess in parenthesis; * = Significant at 5% level.

Finally,, even results of the sensitivity tests on the regression equation of the informal
institutionall variable on FDI in table 4.11 are similar, as both shown equations again have a
muhicollinearityy problem. CIVIL SOCIETY thus seems more robust for FDI than for growth,
whichh was also suggested by results in the previous section.
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Tablee 4.11 OLS regressions with FDI as an endogenous variable and CIVIL SOCIETY
andd control variables as exogenous variables

0) )

cc

LIBERAL L
PRIV V
CIVILL SOCIETY
NN
Adjustedd R2

1.61** (0.00)
-0.11(0.80) )
0.766 (0.08)
24 4
0.27** (0.01)

(2) )
0.28(0.81) )
0.044 (0.25)
0.311 (0.40)
24 4
0.32** (0.01)

P-valuess in parenthesis; * = Significant at 5% level.

Alll in all, for growth the institutional measures seem to be quite robust, though less so in case
off the informal than the formal measures. Out of the 13 control variables used, only
INFLATIONN and sometimes LIBERAL and PRIV show up with significance (and the
expectedd sign). Together with institutional quality, macroeconomic stabilization and economic
liberalizationn thus indeed seem to be the most important factors for growth. However,
mukicollinearityy problems make it impossible to properly judge their relative importance.
Nonee of the 13 control variables properly disqualifies the quality of institutions as a robust
determinantt of FDI. Interestingly, the initial extent of (over)industrialization seems to be the
mainn factor competing in importance for FDI with institutions, but institutions have the
strongerr effects. In as far as they cover similar variables, the above results roughly resemble
earlierr results for the transition countries.

4.77

Simultaneity checks

Wee use IV and perform formal exogenehy tests as simultaneity checks. As noted in section 4,
thee instrument BKW (1997c) use does not seem adequate. When we perform OLS estimations
withh the average (1992-98) Gastil index of political rights, this variable turns out to be
correlatedd with the right sign with GROWTH at 5% significance, though not with FDI (Pvaluee = 0.83). Since the possibility of reverse causation can still not be ruled out here a priori,
theree seems to be sufficient ground to look for another instrument.
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Followingg Mauro (1995), ethnolinguistic fractionalization is used as an instrument for
thee quality of institutions in this paper. Since Mauro's (1995) original source, the Department
off Geodesy and Cartography of the State Geological Committee of the USSR (1964), only
containss these data for 5 transition countries, the measure is calculated from the similar, more
recentt data from Karatnycky, Motyl and Shor (1997).35 For this, Mauro's (1995, p 692)
formulaa is used:
//
FRACTIONN = 1 - X

(n,/N)2

c=i i

wheree n is the number of people in the i"1 group, N is total population, and i is the number of
ethnolinguisticc groups in the transition country. FRACTION (in %) measures the probability
thatt two randomly selected persons from a given country will not belong to the same
ethnolinguisticc group. It increases with the number of ethnolinguistic groups and the more
equall is the size of these groups. Therefore, the higher FRACTION, the more polarized a
society,, and the lower expectations are about the quality of institutions, because of more rentseekingg behavior, for example. This is borne out by regressions of FRACTION on the 4
institutionall variables, which consistently result in significant and negative coefficients.
Similarlyy to the Gastil index, in OLS estimations FRACTION is also significant with the
expectedd sign for growth, though not for FDI (P-value = 0.55). In contrast with the former,
reversee causation is very unlikely using FRACTION.36 Considering the above, FRACTION is
too be preferred to the Gastil index as an instrument for the quality of institutions.
Below,, the results are reported of two stage least squares regressions (TSLS) of the
institutionall variables on growth and FDI, using FRACTION as an instrumental variable.
Furthermore,, the Hausman test for exogeneity is applied in all these cases. Table 4.12 displays
thee results of the TSLS check whether the growth equations suffer from simultaneity.
355

However, the correlation between the data which are contained in the Department of Geodesy and

Cartographyy of the State Geological Committee of the USSR (1964), taken from Kurian (1991), and the data
usedd below is high (r = 0.97).
366

Easterly and Levine (1997), who build on Mauro's (1995) work with FRACTION, report similar findings.

Theirr results also suggest that FRACTION primarily affects growth indirectly, by encouraging poor policies.
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Comparingg with table 4.1, all institutional coefficients are again significant, and their sizes are
noww larger. This suggests that the correlation between institutions and growth can indeed be
interpretedd as a causation, and that the institutional effects are actually stronger than indicated
byy OLS. We have to take care not to make too strong causal claims, as the Hausman test
rejectss exogeneity of PROPERTY RIGHTS and CIVIL SOCIETY for growth. Nevertheless,
certainlyy the other two institutional variables seem indeed to be causing growth.

Tablee 4.12 TSLS regressions with GROWTH as an endogenous variable, institutional
variabless as an exogenous variable, using FRACTION as an instrumental variable

0) )

cc

-4.09** (0.00)
4.85** (0.01)

RULEE OF LAW
INVESTMENT T
LAW W
PROPERTY Y
RIGHTS S
CIVILL SOCIETY
21 1
NN
0.26** (0.01)
Adjustedd R2

(2) )
-4.09** (0.00)

(3) )
-4.60** (0.00)

(4) )
-4.11** (0.00)

4.27** (0.01)
4.58** (0.00)

21 1
0.23** (0.01)

21 1
0.36** (0.00)

4.82** (0.03)
21 1
0.30** (0.02)

P-valuess in parenthesis; * = Significant at 5% level.

Tablee 4.13 presents the TSLS results for the equations explaining FDI (without outlier
Azerbaijan).. A comparison with table 4.2 shows that all coefficients of institutional variables
becomee smaller and insignificant. Contrary to the above results for growth, this suggests that
wee cannot interpret the correlations between institutions and FDI as causations. However, the
Hausmann tests give different signals, consistently not rejecting exogeneity of the institutional
variabless for FDI. On this conflicting basis, it seems that we cannot have much confidence that
betterr institutions indeed cause higher FDI.
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Tablee 4.13 TSLS regressions with FDI as an endogenous variable, institutional variables
ass an exogenous variable, using FRACTION as an instrumental variable
(1) )
1.61** (0.00)
0.388 (0.42)

cc

(2) )
1.61** (0.00)

RULEE OF LAW
INVESTMENTT LAW
PROPERTYY RIGHTS
CIVILL SOCIETY
NN
24 4
Adjustedd R2
0.244 (0.42)

(3) )
1.61** (0.00)

(4) )
1.62** (0.00)

0.333 (0.44)
0.355 (0.44)
24 4
0.18(0.44) )

24 4
0.17(0.44) )

0.355 (0.43)
24 4
0.222 (0.42)

P-valuess in parenthesis; * = Significant at 5% level.

Inn short, the results above indicate that the correlations between institutions and growth are
moree likely to be (direct) causations than those between institutions and FDI. At the same
time,, this higher probability of simultaneity between institutions and FDI may imply that
foreignn investors contribute more to institution building than domestic economic agents. This
couldd be connected to the mostly higher quality of institutions in the countries of origin of the
former.. In any case, contrary to what BKW (1997c) find with a less adequate instrumental
variable,, it does not seem legitimate to conclude that the results suggest that reverse causality
mayy not be a major problem in the regressions of institutions on FDI.

4.88

Conclusion

Recentt literature on growth empirics shows that the quality of institutions matters robustly for
growthh and investment. This is especially so when using subjective institutional measures,
whichh capture the relevant uncertainties in the most close and direct way. IV estimation
indicatess that the relationship is likely to be from better institutions to higher growth and not
thee other way around. The few existing studies that apply growth empirics with (subjective)
institutionall measures to transition countries, are suggestive of the importance of institutions
forr growth during this period of pervasive institutional transformation.
Clearly,, both existing and present findings reported for the transition countries have to
bee interpreted with extra care, mainly because of data limitations and short observed time
period.. The present findings suggest that FDI and institutional quality are more mutually
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reinforcingg in transition countries than that one seems distinctively causing the other. Keeping
thiss in mind, our findings do suggest that the quality of (particularly formal) institutions is
significantt for growth and FDI, the latter itself being important for the former. The correlation
betweenn the quality of institutions and growth is more likely to be a causation.
Moreover,, our estimation results prove to be quite robust, and indicate that the quality
off institutions is more important than a host of variables that are generally considered to have
aa strong effect on growth and investment. Out of 13 control variables only inflation and
liberalizationn show up with significance (and the expected sign) in influencing growth rates.
Togetherr with institutional quality, macroeconomic stabilization and economic liberalization
thuss indeed seem to be the most important factors for growth. However, mufticollinearity
problemss make it impossible to properly judge the relative importance. Institutional quality is
consistentlyy the most

important

variable

for

FDI,

with the

initial extent

of

(over)industrializationn as the main competing factor.
Thee above gives support to those (relatively few) who early in the transition process
stressedd the need for institution building (see for example Litwack, 1991). Only more recently
institutionall issues have gained clearer recognition, also in policy circles (see for example
Worldd Bank, 1997b). At the same time, the above also warrants the stress put on the need for
macroeconomicc stabilization and economic liberalization in transition countries.
Givenn the preeminent policy relevance of economic growth, and the limited success in
explainingg it so far, more empirical studies working with (subjective) institutional measures
wouldd seem welcome, particularly for the transition countries. Extending previous sensitivity
analysiss with other control variables could be a start. Further investigation of the direction of
thee causation between the quality of institutions and growth and investment seems also
needed,, possibly with different instrumental variables. As these may admittedly be difficult to
find,, more case-study work in this area could also be done. Finally, more generally, and as
stressedd by Temple (1999), using a panel-data approach may be the best way forward for
investigatingg many questions of interest concerning economic growth. In the present context,
itt could tell more about the dynamic effects of institutional change, for example. These may
evenn be large in the short run via such volatile factors as international capital movements.
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Appendixx 4.A

List of variables

(1)) Left-hand side:
Alll averages over 1990-98 and 1993-98; All from World Bank (2000) World Development
Indicatorss (WDI):
-- GROWTH: GDP growth per person (in %);
-- FDI: Net FDI inflow share (in % GDP).

(2)) Right-hand side, institutional:
Alll normalized, increasing in quality of institutions:37
-- RULE OF LAW: Average of survey ratings on 'Legal safeguards' and 'Corruption and
crime';; Average over 1995-97 (these are expectations for the following year); From CEER
(1995-97); ;
-- INVESTMENT LAW: Survey rating on 'Laws fostering investment'; Average over 199598;; From EBRD (1995-98);
-- PROPERTY RIGHTS: Survey rating on 'The risk of non-payment or non-servicing of
paymentt for goods or services, loans, trade-related finance and dividends and the risk of nonrepatriationn of capital'; Average over 1992-98; From Euromoney (1992-98);
-- CIVIL SOCIETY: Survey rating on 'Civil society'; Average over 1997-98 (covering
developmentss up to and including March 1998); From Karatnycky, Motyl and Shor (1997)
andd Karatnycky, Motyl and Graybow (1999).

(3)) Right-hand side, controls:
Alll averages over 1990-98 and 1993-98, unless noted otherwise; All from World Bank (2000)
WDI,, unless noted otherwise:
-- GNP: GNP per person (in US dollars, converted using the WB 'Atlas' method); 1989 and
1992; ;
-- INDUSTRY: Share of value added in industry (in % GDP); 1989 and 1992;
-- 2SCHOOL: Gross secondary school enrollment rate (in % population); 1990 and 1992;
-- 3SCHOOL: Gross tertiary school enrollment rate (in % population); 1990 and 1992;
377

Normalization done by subtracting mean and dividing by s of series.
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-- CMEA: Export share to CMEA (in % GDP); 1990; From Fischer, Sahay and Végh (1996);
-- WAR: Dummy for suffering from major and persistent internal conflicts or conflict-related
blockadess during 1990-98 and 1993-98 (one if so); just as in De Melo, Denizer and Gelb
(1996); ;
-- LIBERAL: Liberalization index; Normalized, increasing in extent of liberalization; From
Havryh/shynn and van Rooden (2000), who updated De Melo, Denizer and Gelb (1996);
-- PRIV: Private sector share (in % GDP); From EBRD (1999);
-- TRADE: Trade share (in % GDP);
-- EXPORT: Export share (in % GDP);
-- IMPORT: Import share (in % GDP);
-- GOVC: Government consumption share (in % GDP);
-- INFLATION: Inflation rate (change of consumer price index in %); From Havrylyshyn and
vann Rooden (2000).

(4)) Right-hand side, instruments:
-- GASTIL: Gastil index of political rights; Average over 1992-98; Normalized, increasing in
qualityy of political rights; From Karatnycky, Motyl and Shor (1997) and Karatnycky, Motyl
andd Graybow (1999);
-- FRACTION: Ethnolinguistic fractionalization (in %); 1996; Own calculations following
Mauroo (1995) using primary data from Karatnycky, Motyl and Shor (1997).
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Descriptive statistics

Tablee 4.14 Descriptive statistics
CIVIL L
CMEA A EXPORT T
FDI I
FRACTION N GASTIL L
SOCIETY Y
Mean n
3.55E-17 7 19.15600 0 39.25557 7 1.954111 1 36.28000 0 1.78E-16 6
Median n
-0.006493 3 19.10000 0 35.23563 3 1.401849 9 35.00000 0 -0.003233 3
Maximum m 1.616647 7 44.50000 0 56.80893 3 9.724956 6 69.00000 0 1.290121 1
Minimum m -2.116574 4 2.300000 0 12.90627 7 0.247943 3 4.000000 0 -1.862430 0
SS
1.000000 0 11.13329 9 13.51669 9 1.981366 6 18.88677 7 1.000000 0
NN
25 5
25 5
16 6
25 5
25 5
25 5
GNP P
GOVC C GROWTH H IMPORT T INDUSTRY Y
INFLATION N
Mean n
2629.231 1 17.39472 2-4.437508 8 47.30243 3 46.37419 9 407.8456 6
Median n
2790.000 0 18.23193 3-3.118833 3 46.65909 9 44.89034 4 283.7000 0
Maximum m 4310.000 0 22.46404 4 2.764792 2 65.77064 4 59.39230 0 2212.778 8
Minimum m 910.0000 0 8.421081 1-11.00317 7 25.26671 1 32.56238 8 16.30000 0
SS
1072.788 8 3.854949 9 3.979700 0 12.17143 3 8.738438 8 472.4277 7
NN
13 3
18 8
21 1
16 6
17 7
25 5
INVESTMENT T
LIBERAL L PRIV V PROPERTY YRULEE OF 2SCHOOL L
LAW W
LAW W
RIGHTS S
Mean n
-5.33E-17 7 2.93E-16 6 35.37778 8 2.40E-16 6 -2.66E-16 6 88.62727 7
Median n
-0.180827 7 -0.041059 936.11111 1 -0.276474 4 -0.394509 9 91.95000 0
Maximum m 1.612077 7 1.482708 8 54.44444 4 2.209942 2 1.679793 3 102.1000 0
Minimum m -1.973732 2 -1.845352 2 12.77778 8 -1.141595 5 -1.412091 1 55.70000 0
SS
1.000000 0 1.000000 0 11.72683 3 1.000000 0 1.000000 0 11.11692 2
NN
25 5
25 5
25 5
25 5
25 5
22 2
3SCHOOL L TRADE E WAR R
Mean n
26.61250 0 86.55799 9 0.240000 0
Median n
24.05000 0 85.10192 2 0.000000 0
Maximum m 52.10000 0 119.4016 6 1.000000 0
Minimum m 6.900000 0 53.87100 0 0.000000 0
SS
11.95311 1 23.82027 7 0.435890 0
NN
24
16 6
25 5
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Correlation matrix

Tablee 4.15 Correlation matrix
CIVIL L
SOCIETY Y
CMEA A
EXPORT T

FDI I
FRACTION N
GASTIL L

GNP P
GOVC C
GROWTH H
IMPORT T
INDUSTRY Y
INFLATION N
INVESTMENT T
LAW W
LIBERAL L
PRIV V
PROPERTY Y
RIGHTS S
RULEE OF LAW
2SCHOOL L
3SCHOOL L
TRADE E

WAR R

CIVILL SOCIETY CMEA A EXPORT T
1.000000 0
-0.410769 9 -0.064396 6

FDI I
0.879563 3

FRACTION N
-0.236993 3

GASTIL L
0.896293 3

-0.410769 9
-0.064396 6
0.879563 3
-0.236993 3
0.896293 3
0.311420 0
-0.239631 1
0.476002 2
-0.166183 3
-0.294524 4
-0.857109 9
0.699262 2

1.000000 0 0.723657 7
0.723657 7 1.000000 0
-0.392367 7 -0.153442 2
0.684798 8 0.447554 4
-0.386883 3 0.038976 6
0.546078 8 0.872923 3
0.578980 0 0.867700 0
-0.488736 6 -0.201219 9
0.809307 7 0.972541 1
-0.531862 2 -0.174288 8
0.787568 8 0.427962 2
-0.832450 0 -0.318675 5

-0.392367 7
-0.153442 2
1.000000 0
-0.148587 7
0.701247 7
0.269712 2
-0.430409 9
0.406610 0
-0.304586 6
-0.429646 6
-0.767328 8
0.683896 6

0.684798 8
0.447554 4
-0.148587 7
1.000000 0
-0.273753 3
0.533819 9
0.369011 1
-0.872560 0
0.451020 0
-0.419395 5
0.377261 1
-0.640688 8

-0.386883 3
0.038976 6
0.701247 7
-0.273753 3
1.000000 0
0.272846 6
-0.176701 1
0.365004 4
-0.068525 5
-0.097355 5
-0.785905 5
0.725084 4

0.911018 8
0.941687 7
0.839360 0

-0.677506 6 -0.228955 5
-0.653966 6 -0.313235 5
-0.685193 3 -0.253700 0

0.805774 4
0.795713 3
0.728976 6

-0.519669 9
-0.426881 1
-0.647719 9

0.909925 5
0.903606 6
0.694387 7

0.985132 2
-0.127739 9
-0.617704 4
-0.114335 5

-0.524345 5 -0.131821 1
0.413576 6 0.235582 2
0.899634 4 0.699279 9
0.770316 6 0.993577 7

0.901979 9
-0.273152 2
-0.622491 1
-0.227996 6

-0.343451 1
0.460318 8
0.464082 2
0.452340 0

0.869382 2
-0.388082 2
-0.435854 4
-0.013024 4

NA A

NA A

NA A

NA A

NA A

NA A
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Tablee 4.15 continued
CIVIL L
SOCIETY Y
CMEA A
EXPORT T
FD1 1
FRACTION N
GASTIL L
GNP P
GOVC C
GROWTH H
IMPORT T
INDUSTRY Y
INFLATION N
INVESTMENT T
LAW W
LIBERAL L
PRIV V
PROPERTY Y
RIGHTS S
RULEE OF LAW
2SCHOOL L
3SCHOOL L
TRADE E
WAR R

CIVIL L
SOCIETY Y
CMEA A
EXPORT T
FDI I
FRACTION N
GASTIL L
GNP P
GOVC C
GROWTH H
IMPORT T
INDUSTRY Y
INFLATION N
INVESTMENT T
LAW W
LIBERAL L
PRIV V
PROPERTY Y
RIGHTS S
RULEE OF LAW
2SCHOOL L
3SCHOOL L
TRADE E
WAR R

INDUSTRY Y INFLATION N
-0.294524 4
-0.857109 9

GNP P
0.311420 0

GOVC C GROWTH H IMPORT T
-0.239631 1 0.476002 2 -0.166183 3

0.546078 8
0.872923 3
0.269712 2
0.533819 9
0.272846 6
1.000000 0
0.694479 9
-0.162081 1
0.789755 5
-0.370800 0
0.056260 0
-0.098813 3

0.578980 0 -0.488736 6
0.867700 0 -0.201219 9
-0.430409 9 0.406610 0
0.369011 1 -0.872560 0
-0.176701 1 0.365004 4
0.694479 9 -0.162081 1
1.000000 0 -0.202934 4
-0.202934 4 1.000000 0
0.891601 1 -0.219635 5
0.159437 7 0.076954 4
0.449832 2 -0.407361 1
-0.390429 9 0.609717 7

0.809307 7
0.972541 1
-0.304586 6
0.451020 0
-0.068525 5
0.789755 5
0.891601 1
-0.219635 5
1.000000 0
-0.201446 6
0.547212 2
-0.478795 5

-0.531862 2
-0.174288 8
-0.429646 6
-0.419395 5
-0.097355 5
-0.370800 0
0.159437 7
0.076954 4
-0.201446 6
1.000000 0
-0.105387 7
0.323174 4

0.787568 8
0.427962 2
-0.767328 8
0.377261 1
-0.785905 5
0.056260 0
0.449832 2
-0.407361 1
0.547212 2
-0.105387 7
1.000000 0
-0.860479 9

0.058976 6
0.018611 1
0.026512 2

-0.369802 2 0.596356 6
-0.420221 1 0.510363 3
-0.256821 1 0.812381 1

-0.357574 4
-0.408300 0
-0.341600 0

0.032399 9
-0.058479 9
0.063016 6

-0.921479 9
-0.951178 8
-0.836931 1

-0.197425 5
0.243463 3
-0.286073 3 0.560844 4 -0.251860 0
-0.206810 0
0.515197 7 -0.223468 8 0.358685 5
0.310388 8
-0.209255 5
0.346314 4
0.584318 8 -0.441074 4 0.784087 7
-0.188700 0
0.885333 3 -0.211567 7 0.992630 0
0.838532 2
NA A
NA A
NA A
NA A
NA A
INVESTMENT T LIBERAL L PRIV V PROPERTY Y RULEE OF LAW
RIGHTS S
LAW W
0.985132 2
0.699262 2
0.911018 8 0.941687 7
0.839360 0

-0.895820 0
0.257779 9
0.892303 3
0.488910 0
NA A
2SCHOOL L
-0.127739 9

-0.832450 0
-0.318675 5
0.683896 6
-0.640688 8
0.725084 4
-0.098813 3
-0.390429 9
0.609717 7
-0.478795 5
0.323174 4
-0.860479 9
1.000000 0

-0.677506 6 -0.653966 6
-0.228955 5 -0.313235 5
0.805774 4 0.795713 3
-0.519669 9 -0.426881 1
0.909925 5 0.903606 6
0.058976 6 0.018611 1
-0.369802 2 -0.420221 1
0.596356 6 0.510363 3
-0.357574 4 -0.408300 0
0.032399 9 -0.058479 9
-0.921479 9 -0.951178 8
0.917823 3 0.822988 8

-0.685193 3
-0.253700 0
0.728976 6
-0.647719 9
0.694387 7
0.026512 2
-0.256821 1
0.812381 1
-0.341600 0
0.063016 6
-0.836931 1
0.841036 6

-0.524345 5
-0.131821 1
0.901979 9
-0.343451 1
0.869382 2
0.243463 3
-0.286073 3
0.560844 4
-0.251860 0
-0.197425 5
-0.895820 0
0.795530 0

0.413576 6
0.235582 2
-0.273152 2
0.460318 8
-0.388082 2
0.310388 8
0.515197 7
-0.223468 8
0.358685 5
-0.206810 0
0.257779 9
-0.581917 7

0.917823 3
0.822988 8
0.841036 6

1.000000 0 0.969110 0
0.969110 0 1.000000 0
0.894481 1 0.866271 1

0.894481 1
0.866271 1
1.000000 0

0.948030 0
0.951551 1
0.903332 2

-0.436094 4
-0.290781 1
-0.156797 7

0.795530 0
-0.581917 7
-0.759761 1
-0.398738 8
NA A

0.948030 0 0.951551 1
-0.436094 4 -0.290781 1
-0.718679 9 -0.761014 4
-0.293080 0 -0.361629 9
NA A
NA A

0.903332 2
-0.156797 7
-0.771954 4
-0.298197 7
NA A

1.000000 0
-0.197352 2
-0.699432 2
-0.191101 1
NA A

-0.197352 2
1.000000 0
0.138244 4
0.297070 0
NA A
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Tablee 4.15 continued
CIVIL L
SOCIETY Y
CMEA A
EXPORT T
FDI I
FRACTION N
GASTIL L
GNP P
GOVC C
GROWTH H
IMPORT T
INDUSTRY Y
INFLATION N
INVESTMENT T
LAW W
LIBERAL L
PRIV V
PROPERTY Y
RIGHTS S
RULEE OF LAW
2SCHOOL L
3SCHOOL L
TRADE E
WAR R

3SCHOOL L
-0.617704 4

TRADE E
-0.114335 5

WAR R
NA A

0.899634 4
0.699279 9
-0.622491 1
0.464082 2
-0.435854 4
0.346314 4
0.584318 8
-0.441074 4
0.784087 7
-0.209255 5
0.892303 3
-0.759761 1

0.770316 6
0.993577 7
-0.227996 6
0.452340 0
-0.013024 4
0.838532 2
0.885333 3
-0.211567 7
0.992630 0
-0.188700 0
0.488910 0
-0.398738 8

NA A
NA A
NA A
NA A
NA A
NA A
NA A
NA A
NA A
NA A
NA A
NA A

-0.718679 9
-0.761014 4
-0.771954 4

-0.293080 0
-0.361629 9
-0.298197 7

NA A
NA A
NA A

-0.699432 2
0.138244 4
1.000000 0
0.745360 0
NA A

-0.191101 1
0.297070 0
0.745360 0
1.000000 0
NA A

NA A
NA A
NA A
NA A
NA A
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thee evidence*

5.11

Introduction

Inn order to achieve sustainable economic growth in the transition countries, it is crucial that
enterprisee performance is improved (for example European Bank for Reconstruction and
Developmentt (EBRD), 1997). However, it is not a priori clear which factors are essential for
this.. Different policy prescriptions (should) result depending on the answers to this question.
Too get some more grip on the possible answers (and non-answers) for Russia, this paper will
surveyy the empirical

(econometric) studies on potential determinants of enterprise

performancee concentrating on this transition country. To my knowledge, the relevant studies
havee been few so far (see table 5.1 in appendix 5.A for a quick overview, but watch the main
textt for caveats to the results).38 The most important reason for this probably lies in the fact
thatt relevant data is still scarce. Nevertheless, Russia is a particularly interesting case, not only
becausee it is the most important of the transition countries, but also because the performance
off its enterprises since reform started has falsified expectations most widely, generally
remainingg poor.
Thee literature takes basically the same empirical approach to learn about the (relative)
importancee of potential determinants of both (macro)economic growth and (micro) enterprise
performancee in transition countries. Generally, potential determinants and control variables are
regressedd on some performance measure, to see whether there are robust effects of the former

** Previously published as Moers (2000b).
Thee empirical literature on enterprise performance in Central and Eastern Europe (CEE) is more extensive
(aa recent example being Claessens and Djankov, 1998), but I am not aware of any comprehensive survey.
Case-studyy evidence is also more widely available, for examplefromthe survey by Carlin, Van Reenen and
Wolfee (199S), which does include Russia, generally confirming the evidencefromeconometric studies.
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(thatt is: coefficients which are consistently significant and of the expected sign). Thus, the
typicall regression equation looks like:

YY = a + pdD + p\C + e
wheree Y is a performance measure, D is a set of potential determinants, C is a set of control
variables,, and e is the usual random error. Due to the lack of a consensus theoretical
framework,framework, equations are only loosely based on theory.
Itt is important to recognize that many of the performance measures used for market
economiess are less adequate in the transition (Russian) context. The empirical studies of
economicc growth generally use growth of Gross Domestic Product (GDP) per person as their
performancee measure, for which figures are certainly less reliable in transition than in market
economies.400 The measures generally used in the empirical studies of enterprise performance
mayy be particularly problematic in the transition context. As the most obvious example,
profitability,, the performance measure most widely used for market economies, is hard to
interprett as such for transition economies, mainly because of inadequate accounting standards
andd widespread underreporting as a means of evading taxes.41 The same goes for stock prices,
anotherr more or less standardfinancialperformance measure, because stock markets have just
begunn to operate in the transition countries. As a final example, employment is hard to
interprett as a performance measure in the transition context, mainly because of widespread
laborr hoarding. The least problematic measure of enterprise performance in transition appears
too be labor productivity (for example Linz and Krueger, 1998). Improvement (deterioration) in
performancee should at least be reflected in increase (decrease) in labor productivity.

399

This approach has its origins in the modern empirical growth literature at large, in particular one of its

classics:: Levine and Renelt (1992).
400

However, data revisions do conclude that the GDP collapse that the transition countries experienced

remains,, though in somewhat less extreme form. For Russia see for example Gavrilenkov and Koen (1995) and
Worldd Bank and Goskomstat (1995).
411

Earle (1998, p 16) notes that 'A currently popular saying in Russia is that 'the good manager will achieve

zeroo profits', the implication being that it would be foolish to report profits since they would then be lost as tax
paymentss or as dividends to the state or outside owners'.
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Thee empirical studies trying to find the determinants of economic growth in transition
countriess have mainly focused on macroeconomic stabilization and liberalization, confirming
thee importance of both. This is done most influentially in the relatively early studies by Fischer,
Sahayy and Végh (1996) and de Melo, Denizer and Gelb (1996) respectively, but also in most
moree recent studies, like Havrylyshyn, Izvorski and van Rooden (1998). However, the
mentionedd studies pay hardly any or no attention at all to what seems the most distinguishing
characteristicc of the transition from plan to market, which is its largely institutional nature (for
examplee Schmieding, 1993 and Stiglitz, 1999). Roughly, institutions can be defined as the
ruless of the (economic) game (for example North, 1990). A few more recent studies focus on
thee potential institutional determinants of growth in transition countries, suggesting that the
institutionall environment indeed becomes the more important determinant, once a certain
degreee of macroeconomic stabilization has been accomplished.42
Ass enterprise performance is behind economic growth, these are also prerequisites for
improvedd enterprise performance in the transition countries. Again, in particular the
inadequatee institutional environment seems to be making most of the difference with market
economies.. Well-protected property rights, relativefreedomfromcorruption, and the like have
comee to be taken for granted in the latter (because they are simply 'there')43, but need to be
buihh largely from scratch in the transition economies, which should have its effects on
enterprisee performance. However, as with the empirical studies of economic growth, the
potentiall institutional determinants of enterprise performance in the transition countries have
receivedd little empirical attention so far. Most attention in the latter studies has certainly been
devotedd to ownership (privatization). There has been some, though much less, attention to the
effectss of competition, subsidization, institutions and human capital. The last factor concerns
'people',, all other factors are generally taken to concern 'incentives' (aimed at the hardening
off budget constraints, which are unobservable in themselves).
Thee different sections of this paper will evaluate the empirical studies on these
potentiall determinants of enterprise performance in Russia in turn. One can think of other
potentiall determinants, but these are the ones that have been empirically investigated so far,
Seee for example the reading of the evidence from the literature on modem growth empirics with institutional
measuress and its application to transition countries in Moers (1999b).
4343

As in much of mainstream Neoclassical theory, for that matter.
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whichh dictates their choice in this paper. However, a short justification of why it indeed seems
interestingg to look at these will be given at the beginning of the respective sections. The paper
willl lead to a conclusion on what determines enterprise performance in Russia (and what not),
andd which policy lessons to learn from it.

5.22

Ownership

Thee plan economy implied ownership by the state, a market economy implies ownership by
privatee agents. Given this essential difference, it may be understandable that the effects of
ownershipp have attracted most empirical investigation for the transition countries. These
studiess check whether the generally hypothesized positive impact of privatization (particularly
iff the new ownership structure is dominated by non-employees) on enterprise performance has
indeedd been materializing. Earle, Estrin and Leshchenko (1996), Richter and Schaffer (1996),
Earlee (1998), and Earle and Estrin (1998) focus on the effects of ownership on enterprise
performancee in Russia (see table 5.1 in appendix 5.A).44
Thee pace and magnitude of ownership change in Russia in the early 1990s dwarf any
contemporaryy or historical comparisons. In 1990 the state still owned nearly 100% of the
industriall sector, by mid-1994 a majority of enterprises had been mostly privatized (Earle and
Estrin,, 1998).45 The best data available on ownership structure in Russia comes from a 1994
Worldd Bank survey of 439 industrial enterprises, and is described in Earle, Estrin and
Leshchenkoo (1996). They construct five categories of ownership. Enterprises are first
classifiedd according to whether they are old enterprises or new private ones (de novo, DN, of
whichh there are 45 in the sample).46 Old enterprises are categorized into state-owned (SO) and
444

For a survey of the evidence on the effects of privatization on enterprise behavior for CEE see Estrin (1998),
andd for transition countries in general see Havrylyshyn and McGettigan (1999).
455
For more about the Russian privatization process itself see for example Boycko, Shleifer and Vishny (199S).
466
The classification of DN is based on the answers to a set of questions, including whether the enterprise had a
legall antecedent, the current and past legal form, and several questions about privatization, where 'always
private'' was one possible answer. DN were selectedfromlists at local statistical offices by the Russian Center
forr the Study of Public Opinion (VTSIOM); the selection of the main sample was carried out by the World
Bankk itself (Lee, 19%).
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privatizedd ones, on the basis of information on legal form, method of privatization, status of
privatization,, and structure of ownership, the latter being determined by the distribution of
votingvoting shares. Privatized enterprises are dubbed outsider-owned (OO) if different kinds of
non-employeess together hold more shares than insiders. Insider-owned enterprises are
consideredd manager-owned (MO) when the percentage of shares held by managers is at least
ass great as that held by non-managerial employees. When a larger share is held by nonmanageriall employees, they are classified as worker-owned (WO). According to this data, in
privatizedd Russian enterprises workers have become the dominant owners in a majority of
cases.. 65% is WO, 19% MO, and the remaining 16% OO. Workers hold an (unweighted)
averagee of 47.5% of all shares in privatized enterprises, and managers hold 20.8%, yielding an
insiderr stake of over two thirds. The remainder is divided between the state (10.7%), outsiders
(19.7%),, and unclassiflable others. This data paints a roughly similar picture as obtained from
threee earlier, less comprehensive surveys, by Blasi (1994), Pistor (1994) and Webster, Franz,
Artimovv and Wackman (1994).
Thee authoritative World Bank survey data is the data used in the empirical studies on
thee effects of ownership on enterprise performance in Russia mentioned above. Earle, Estrin
andd Leshchenko (1996) do not find any robust differences in enterprise performance by
dominantt ownership category. Thus, they falsify the hypothesized positive impact of
privatizationn on enterprise performance in Russia. However, their estimates do suggest some
differences,, in that DN show better behavior than all other ownership categories.
Richterr and Schaffer (1996) confirm that this is indeed inherent to these enterprises
beingg DN and cannot be attributed to their size, location or industrial sector. They also note
that,, while the de novo sector in Russia is not negligible, it is clearly much smaller than its
counterpartss in the transition countries that started the reform process early. In particular in
Polandd rapid growth in manufacturing is primarily driven by DN.47
Excludingg DN from his analysis, Earle (1998) further disaggregates OO, into individual
andd different kinds of concentrated investors (banks, investment funds, other domestic firms,
andd foreign investors), to test whether they have different effects. He also explicitly addresses
potentiall simultaneity problems between privatization and performance. Even if estimation
withh Ordinary Least Squares (OLS) shows a significant correlation between privatization and
477

Interesting case-study evidenceforthis is given by Johnson and Loveman (1995).
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performance,, this may be the result of reverse causation, because better (worse) performance
causedd enterprises (not) to be chosen for privatization. This is why Earle (1998) adds
estimationn with Instrumental Variables (IV), drawing on Earle and Estrin (1997) for
instrumentss for ownership, the main one being privatization method. This seems a suitable
instrument,, because it is highly correlated with ownership structure, but is unlikely to have any
independentt effects on enterprise performance. IV shows some robust positive effects, but
onlyy of concentrated OO, investment funds being the main organizations driving this result.
Differencess between IV and OLS results provide support for the contention that the Russian
privatizationn program was systematically biased against (concentrated) OO, and that it is
criticall to take into account the simultaneous determination of different kinds of ownership
andd performance through the privatization process.
Alsoo concentrating on old enterprises, Earle and Estrin (1998) perform the most
comprehensivee empirical study of potential determinants of enterprise performance in
transitionn so far, certainly for Russia. They broaden previous empirical analyses of
privatizationn effects by explicitly including variables for product market concentration and
statee subsidization (about which more below), to test for the relative effects of these three
variabless of interest. The latter two are generally hypothesized to have negative effects on
performance.. Earle and Estrin (1998) find some robust evidence of positive effects of
privatizationn (not distinguishing between different kinds of private owners as in Earle, 1998).
IV,, using similar instruments as in Earle (1998), largely confirms OLS results, indicating that
simultaneityy problems between the aggregate ownership measure and enterprise performance
aree roughly absent (unlike for the disaggregate ownership measures in Earle,, 1998). Generally,
thee evidence of positive effects of competition is weaker, depending on measurement and
modell specification, but the extent to which enterprise revenue is generated regionally
(concentrationn at the 'oblast' level) is consistently significantly negative for performance.
Whilee subsidies are estimated to have negative effects, these are also not robust and usually
small.. Another novel aspect in the study by Earle and Estrin (1998) is that they explicitly test
forr complementarity and substitution effects (with interaction variables). They find some
evidencee that privatization and subsidy reduction are substitutes, that privatization and
competitionn are complements, and that competition and subsidy reduction are independent in
theirr effects on Russian enterprise performance.

Whatt determines enterprise performance in Russia? A survey of the evidence

91 1

Summarizing,, the above shows dominance of insiders in the transitional private sector
inn Russia, and absence of positive effects of this insider privatization on enterprise
performance.. Differences between results based on IV and OLS suggest that the Russian
privatizationn program was biased against (concentrated) OO, causing them to get worseperformingg enterprises. There is some robust evidence in favor of positive effects of
privatization,, but it seems to be resulting from concentrated OO only, and is only obtained if
DNN are excluded. Unfortunately, the data used here has no information on which of the
outsiderss might themselves still be SO, and therefore implicitly assumes they are all private.
Moree importantly, if DN are included these results are evaporated by their better behavior
relativee to all other ownership categories. Note that this implies that, although privatization
doess not seem to be related to better performance, private ownership still does. On the basis
off Earle and Estrin (1998), the evidence of positive effects of the extent of competition and
thee reduction of subsidies seems to be weaker, but for those of regional competition. On the
onee hand, it may be that by 1994 it was still too early to properly uncover effects at all. In this
respect,, it would have been nice if the data used here would have included the date of
privatization,, allowing to test whether its effects increase in time. On the other hand, it may be
thatt other variables are more important.

5.33

Competition

InIn the plan economy, market structure naturally resulted from the decisions by central
planners,, who may have been maximizing a variety of objectives, but cost minimization was
usuallyy not the most important one.4* The resulting market structure was generally highly
concentrated,, shaped by planners' belief in economies of scale and specialization. This market
structuree may be one of the reasons why, in the transition countries, privatization per se does
nott need to lead to better performance. This is according to the standard hypothesis of a
positivee relationship between the extent of competition enterprises face and their performance.
AA first attempt at empirically investigating this, for Russia, is included in Earle and Estrin

aa

And even if they were concentrating on minimizing costs, the underlying cost structure was highly distorted.
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(1998),, mentioned above, but so far only Brown and Brown (1998) have really concentrated
onn it (see table 5.1 in appendix 5.A).
Earlee and Estrin (1998) use the authoritative data on Russian market structure from
Brown,, Ickes and Ryterman (1994) and Joskow, Schmalensee and Tsukanova (1994). The
formerr use 1989 data on Russian industrial enterprises to compare the market structure of
Soviett Russia with that of the US in 1987. Unexpectedly, Russian industries are, for the most
part,, not found to be highly concentrated according to national concentration ratios.
However,, Brown, Ickes and Ryterman (1994) do find an almost complete absence of small
manufacturingg enterprises in Russia, in marked contrast to the US. Related to this, they also
findd that many Russian industries have far fewer enterprises than US industries have. Finally,
thee correlation between concentration ratios across Russian and US industries is quite low,
whilee it is known to be quite high for industrialized market economies. Joskow, Schmalensee
andd Tsukanova (1994) also present concentration ratios for Russia, but for 1991, and at a
moree disaggregated level and covering a more limited subset of industries. Their basic
conclusionss regarding concentration at the industry level are similar to those by Brown, Ickes
andd Ryterman (1994), despite the different time periods and different data construction
methodss used.
Brownn and Brown (1998), however, base themselves on their own (panel) data, for
1992-1995.. Using different kinds of concentration measures, they find evidence that national
concentrationn increases enterprise profitability in Russia, but only in geographically dispersed
industries,, suggesting that regional markets are an important source of market power.
Interestingly,, the evidence for positive effects of privatization, for which they control, is not
robust,, confirming the tendency from the previous section.
Regretfullyy from the perspective of the current paper, however, Brown and Brown
(1998)) totally stick with the classic industrial organization perspective, in that they test for the
predictedd positive relationship between concentration and profitability. Their main reason for
focusingg on a transition country, in this case Russia, lies in the fact that market structure can
thuss be assumed to be truly exogenous to profitability, because it is a legacy of central
planningg (at least in early transition). This allows to overcome the traditional simultaneity
problemss plaguing empirical studies of the relationship between concentration and profitability
forr market economies. However, as argued in the introduction, in transition countries (and
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certainlyy in Russia) profitability is obviously an inadequate measure of enterprise performance.
Recalll that Earle and Estrin (1998) find a consistently significantly negative relationship
betweenn regional concentration and labor productivity. Comparing this with the positive
relationshipp between regional market power and profitability found by Brown and Brown
(1998)) indeed suggests that the most profitable enterprises in Russia are not the most
productivee ones, on the contrary.49 Nevertheless, both studies are consistent in indicating that,
whilee national concentration does not seem to have robust effects, regional concentration
seemss to do.
Inn short, the above seems to indicate that it is regional, not national, concentration
whichh is high in Russia, with consistently negative effects on enterprise performance.50 This
mayy thus indeed explain why privatization per se does not seem to be related to better
performance.. Finally, note that the effects of competition on labor productivity found by Earle
andd Estrin (1998) may still be biased downward, because of their exclusion of DN. This is
becausee DN are probably not only performing relatively well, but also situated in more
competitivee sectors, which have smaller entry barriers to overcome.

5.44

Subsidization

Anotherr reason why, in the transition countries, privatization per se does not need to lead to
betterr performance may lie in budget constraints remaining soft because enterprises effectively
remainn subsidized. Note that in the plan economy enterprises essentially could not go bankrupt
becausee the state would always bail them out. So far, only the study by Earle and Estrin
(1998),, discussed above, has included an empirical investigation of the effects of subsidization
onn enterprise performance in Russia.

Highh (regional) concentration may for example proxy for more cozy relationships with the state, thus
protectingg higher profitability, but dulling incentivesforhigher productivity.
Thiss may relate to Russia being the geographically largest country inn the world, but surely also to policies in
thee regions which impede transactions between them, so that,fromthe perspective of competition, the region is
thee relevant market. Empirical studies of the price structure within Russia are consistent with this view (for
examplee Berkowitz, DeJong and Husted, 1998).
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Theyy base themselves on the authoritative World Bank survey data on Russia, which
alsoo includes data on the 'distance' of enterprises from the state, as described in Earle, Estrin
andd Leshchenko (1996). As proxies for state support for, and influence in, enterprises the
latterr look at procurement, price controls and subsidies. As expected, the distance from the
statee via these three channels turns out to be smallest in the remaining SO, and largest in DN.
Unexpectedly,, insider privatization does seem to break the links with the state, although more
markedlyy in WO than in MO. The real surprise is that the relationship between the state and
OOO remains very strong, comparable to that in SO. Thus, Earle, Estrin and Leshchenko (1996)
stilll demonstrate considerable inertia in the relationship between the state and enterprises.
Inn their empirical analysis of the effects of subsidization on enterprise performance in
Russia,, Earle and Estrin (1998) include all channels of state support. These include all federal
governmentt subsidies and investments, tax benefits, preferential credits, extra-budgetary funds,
taxx exemptions and other benefits associated with foreign trade, and others (particularly
includingg local government subsidies). They also take into account the value of tax arrears in
theirr measure of state subsidization. Recall that while Earle and Estrin (1998) estimate its
effectss on performance to be negative, they are also not robust and usually small.
However,, several problems with these results for the effects of subsidization remain.
First,, as in the case of the relationship between privatization and enterprise performance, the
relationshipp with subsidization seems liable to simultaneity problems (possible reverse
causation).. Admittedly, IV with a proper instrument for subsidization is hard to think of, but at
leastt it seems advisable to use a subsidization measure covering an earlier period than the
performancee measure does. Second, as they note themselves, Earle and Estrin (1998) only
lookk at state subsidization, but subsidies may effectively come from any source of finance
(mostt notably banks, which have been used as channels of state funding). Third, just as their
exclusionn of DN may bias their results for the effects of privatization upward, and of
competitionn downward, it may bias their results for the effects of subsidization downward.
Thee latter is likely since the data in Earle, Estrin and Leshchenko (1996) confirms that better
performingg DN have the largest distance from the state, and state subsidization of other
enterprisess may operate as an entry barrier to DN. Finally, note that the remaining very strong
relationshipp between the state and OO, illustrated by Earle, Estrin and Leshchenko (1996),
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indicatess that even the results by Earle (1998) and Earle and Estrin (1998) suggesting robust
positivee effects of (concentrated) OO may have nothing to do with privatization per se.

5.55

Institutions

Thee transition countries are going through a period of pervasive institutional transformation.
Institutionss can be both formal ('rule of law', enforced by the state) and informal ('civil
society',, enforced by convention). In transition countries the necessary new institutional
(market)) environment did not develop immediately, and in some cases has still not developed,
whilee the old formal institutional (plan) environment has already been destroyed, leaving a
vacuum,, in which enterprises were privatized. Consequently there is much room for various
kindss of informal institutions, of which many, to be sure, already figured prominently in the
plann economy.51 In the extremes, it has both been argued that enterprise performance in
transitionn countries will remain poor, as long as contracting is hindered by a lack of formal
institutions,, and that it can improve without these, because informal institutions can operate as
aa substitute. However, so far there have been very few studies giving data on the use of
differentt kinds of institutions in transition, and none empirically testing its relevance for
enterprisee performance concentrating on Russia.52
Fryee and Shleiièr (1996) show from a 1996 survey of 105 shops in Moscow and
Warsaww that the reliance on private protection, as well as the burden of regulation and
corruption,, are much greater in Moscow. Frye and Shleifer (1996, p 7) state that 'This
conclusionn suggests that to understand transition experiences, it is not enough to know how
muchh of a standard menu of radical reforms a country adopts. The regulatory stance that
511

See for example the descriptive study on Russia by Greif and Kandel (1995).
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Studies of this sort are also very few in general. The seminal study by Macaulay (1963), for the US, hardly

gott any follow-up. However, and under the influence of the transition experience, more recently this seems to
change.. For Vietnam, for example, McMillan and Woodruff (1998) give survey evidence showing that, under
thee current status of formal institutions, markets do not provide adequate information, which is why
entrepreneurss rely on local suppliers and customers, and on personal connections to locate trading partners,
matt is: on informal institutions. As mentioned in the introduction to this paper, institutional issues have more
recentlyy got attention in growth empirics too, also applied to transition countries.
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nationall and local governments take toward business can perhaps explain as much as the
packagee of reforms'. However, they do not pursue any further empirical analysis of their
effects. .
Thee latter also goes for Hendley, Murrell and Ryterman (2000), but they discuss the
mostt comprehensive data on the use of different kinds of institutions so far, coming from a
19977 survey of 328 Russian industrial enterprises.53 They cover the whole institutional
spectrumm from transactional strategies relying mainly on trust (informal institutions) towards
strategiess relying mainly on the law (formal institutions), analyzing the relative importance of
relationall contracting, self-enforcement, enterprise networks, private security firms (including
thee Mafia), administrative institutions, and courts. The data indicates a strong preference for
enterprise-to-enterprisee negotiations, working out problems informally, without resorting to
outsiders,, although courts are used when disputes resist resolution through negotiation.
Hendley,, Murrell and Ryterman (2000) find little evidence of enterprises resorting to private
enforcement,, suggesting the supposed connection between weakness in the law and the rise of
thee Mafia in Russia is overstated. However, they may be downplaying the role of the Mafia,
becausee intimidation and/or violence connected with private enforcement by private armies of
onee of the transacting parties is classified as self-enforcement. This is particularly so, since half
off the surveyed enterprises reports either having an internal security service that assists in
collectingg debts and delivering output or having hired an outside security firm to perform these
services.. Interestingly, enterprise networks from Soviet days turn out to remain resilient.
Furthermore,, the federal government is associated with transactional strategies that emphasize
thee vestiges of the Soviet system. Appeals to the local government are complementary with
thee use of institutions that are central to a market economy. This suggests that the
developmentt of market institutions has been adversely affected by the ongoing centerperipheryy political struggle.
Johnson,, McMillan and Woodruff (1998) do empirically investigate effects of formal
andd informal institutions, on the behavior of small private manufacturers in Poland, Romania,
Russia,, Slovakia and Ukraine, based on a 1997 survey of 1471 enterprises. They view
transitionn as an experiment in the courts (formal institutions) versus relational (reputational)
contractingg (informal institutions). Estimates indicate that contracting rests less on the law
S33

Of which the pilot is treated in Hendley, Ickes, Murrell and Ryterman (1997).
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thann on trust here, and Johnson, McMillan and Woodruff (1998) suggest that they are
substitutes.. However, in some instances their estimates do also confirm the costs of relational
contractingg in the form of higher (economically 'misplaced') loyalty, being operationalized by
thee answer to the question: 'If a firm you have never bought from offers you to supply this
inputt for a price 10% less than your current supplier, would you buy from the new firm?'. It
(thee answer 'no') can be supposed to be negative for enterprise performance, since it leads to
exclusionn of more efficient enterprises. The estimates suggest that loyalty is higher if the
producee is specific to the relationship, the costs of searching for an alternative supplier are
higher,, and the relationship is based on a social network (informal institutions). It is lower if
thee trading partner belongs to a trade association and the courts (formal institutions) can be
used,, allowing for more efficient market-type contracting. Interestingly, these results are
largelyy driven by variation in the institutional data within a country, not cross-country.
Summarizing,, the available data confirms that Russian enterprises mainly reh/ on
informall institutions in their transactional strategies, sometimes embodying Soviet legacies, as
opposedd to formal institutions.54 However, the rather positive evaluation of the effects of this
onn enterprise performance effectively contained in the empirical study by Johnson, McMillan
andd Woodruff (1998) is not convincing. For one thing, they themselves sometimes find
negativee effects in the form of more loyalty, in essence also operating as an entry barrier to
betterr performing DN. They admit that relational contracting can be only an imperfect
substitutee for the courts, because of this, and cannot on its own accommodate production
processess that require large, infrequent orders (think of investment). Thus, they view informal
institutionss as at least alleviating contracting problems during transition, not mentioning they
cann get locked in, however. Besides, loyalty measures enterprise performance only in a very
indirectt way, andd Johnson, McMillan and Woodruff (1998) do not concentrate on Russia.

Notee that the use of informal, relationship-based contracting is of course not alien to full-fledged market
economiess either; the difference with transition countries is one of degree. Nevertheless, the options to resort to
well-functioningg formal institutions are much greater in the former.
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5.66

Human capital

Alll the above factors are generally taken to concern the change of incentives connected with
transition,, but it may be that the change of human capital (people), especially through
managers,, is more important. Soviet managers were not particularly good at running
enterprisess in an economically efficient way, but more at running them in a technically
efficientt way and at dealing with shortages. The latter involved getting along with politicians,
addressingg political concerns, and lobbying for assistance. Thus, incumbent managers from
plan-economyy times may simply not possess the right skills needed to guide enterprises as in a
markett economy, even under private ownership and other incentives aimed at hardening
budgett constraints. In this view privatization will not bring about better enterprise
performancee unless accompanied by new people, who do possess these skills. So far, only
Barberis,, Boycko, Shleifer and Tsukanova (1995) have explicitly investigated this issue for
Russiaa (see table 5.1 in appendix 5.A).
Recalll that the data in Earle, Estrin and Leshchenko (1996) shows that privatized
Russiann industrial enterprises are dominated by inside owners (managers and, particularly,
workers).. Thus there is little sign of change of people here. There has been little change of
managers,, both because the incumbents are entrenched and a managerial labor market has not
yett adequately developed.
Barberis,, Boycko, Shleifer and Tsukanova (1995) explicitly investigate the relative
importancee of new incentives ((equity) ownership) versus new people (human capital), as
alternativee channels through which privatization can promote restructuring, using a survey of
4522 Russian shops. They find some robust evidence that the presence of new human capital in
aa shop, measured as insiders having no ownership and having had management layoffs, raises
thee likelihood of restructuring. In contrast, there is no evidence that equity incentives of old
managerss promote restructuring. Note that there may be simultaneity problems here too, in the
relationshipp between human capital and enterprise performance. However, Barberis, Boycko,
Shleiferr and Tsukanova (1995) confirm their results with IV, again with privatization method
beingg the main instrument (as in Earle, 1998).
Theyy thus suggest a critical role for new human capital in transition. This could also be
aa reason why it is mainly DN which are performing better (Richter and Schaffer, 1996). For

Whatt determines enterprise performance in Russia? A survey of the evidence

99 9

thee same reason this could also confirm the positive role of (concentrated) OO, discussed
above.. However, their measure of new people does not necessarily refer to whole new
entrepreneurs,, but may to a large extent simply mean reshuffling of old people over
enterprises.. This can even go for DN, which may have been started up by managers of old
enterprises.. It is hard to see why these would be bringing in more adequate (market) human
capital,, simply by being transferred to other enterprises. Besides, Barberis, Boycko, Shleifer
andd Tsukanova (1995) do not control for other incentives than equity ownership, so their
generall claim that skills may matter more than incentives does not seem warranted on the basis
off this study. Finally, it is not at all clear whether their results for Russian shops can be
generalizedd to industrial enterprises. Running an industrial enterprise probably needs much
moree enterprise-specific skills than running a shop needs shop-specific skills. Thus, in the
formerr context, changing people may much more likely imply destroying human capital, than
bringingg in more adequate human capital

5.77

Conclusion

Thiss survey of the so far limited empirical literature on potential determinants of enterprise
performancee in Russia shows that it is not yet possible to draw many firm conclusions.
Certainlyy the discussion about the effects of subsidization, institutions and human capital is not
settled.. This is partly because there are still hardly any empirical studies looking at them, and
partlyy because those few that do seem to have some flaws.
However,, there seem to be two firm conclusions that can be made. First, concerning
competition,, more regional competition does seem to be related to better performance.
Although,, unexpectedly, concentration ratios for Russia are generally not high nationally,
indicationss are that they areregionally,which is associated with poor enterprise performance.
Second,, concerning ownership, privatization per se does not bring the better
performancee that many thought it would. Positive effects seem to be coming from
concentratedd OO only, but even this may have nothing to do with privatization per se, since,
surprisingly,, OO remains comparably closely intertwined with the state as SO. Thus, it is
probablyy not justified to implicitly assume all outsiders to be private. What is more, the
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positivee effects of concentrated OO may even originate from this remaining very strong
relationshipp with the state, since they may, through the state, get the benefits from for example
largerr lobbying power and/or smaller liquidity constraints. Some evidence for the latter may be
indirectlyy distilled from Gelfer and Perotti (1997), who find that investment in the Russian
industriall sector is more sensitive to internal liquidity in enterprises categorized by dispersed
and/orr insider ownership than in enterprises which are members of official Financial-Industrial
Groupss and/or owned by one of the large Russian banks (that is: concentrated OO, which thus
seemm to have easier access to finance for investment). If there is one ownership category under
whichh performance is better, it is DN. Both the dominance of insiders in the transitional
privatee sector and the relatively very small size of the de novo sector in Russia are clearly not
positivee for enterprise performance.
Forr Russian policy aimed at improving enterprise performance, the above would
suggestt to put more effort into improving the conditions for (entry of) DN than for
(restructuringg of) old enterprises. The former would need to include the promotion of more
(regional)) competition. Of course, the two should not be seen totally separately, since DN may
putt the adequate pressure on old enterprises to restructure (see China). However, actual
policiess so far seem to have focused too narrowly on privatization per se.
Thee above also indicates that there is ample room for further empirical investigations of
thee effects of potential determinants on enterprise performance in Russia, in particular those of
differentt kinds of institutions. Furthermore, it would be nice to work with more recent data,
noww that more time has passed to properly uncover effects. Finally, the limited relevant
literaturee so far has mainly concentrated on one factor at the time, and thus does not offer an
integrall test of the relative importance of potential determinants of enterprise performance.
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Empirical studies on potential determinants of enterprise
performancee in Russia

Tablee 5.1 Empirical studies on potential determinants of enterprise performance in
Russia a
Study y

Numberr of Performance e Potential l
observations smeasuress and determinants s
andd time andestimation n
sortt of
method d
survey y
Earle,, Estrin 193-337; ; Sales, ,
Ownership p
1994;; cross- Employment, ,
Leshchenko osectionn of Exports,, Pay;
(1996) )
industrial l OLS S
enterprises s
Richterr and Nott given; Output t
Ownership p
Schaffer r
1994;; cross- growth, ,
(1996) )
sectionn of Employment t
industrial l growth, ,
enterprises s Capacity y
utilization, ,
Employment t
vacancyy rate;
OLS S
150-157; ; Labor r
Earle e
Ownership p
1994;; cross- productivity; ;
(1998) )
sectionn of OLS;; IV
industrial l
enterprises s
Earlee and
Estrin n
(1998) )

Controll variables Resultss for
potential l
determinants s

1-yearr lagged
endogenous, ,
Sectors, ,
Regions,, Size

Noo robust
relationships s

Sectors, ,
Location,, Size

Robust t
positive e
relationships s
forDN N

4-yearr lagged
endogenous, ,
Sectors, ,
Regions,, Size

Robust t
positive e
relationship p
for r
concentrated d
CO O
Robust t
positive e
relationship p
forfor private
ownership p

102-149; ; Labor r
Ownership, , 4-yearr lagged
1994;; cross- productivity; ; Competition, , endogenous, ,
sectionn of OLS;; IV
Subsidization, , Sectors, ,
industrial l
Interactions s Regions,, Size,
enterprises s
Capacity y
utilization, ,
Proportion n
equipmentt older
thann 15 years I
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Tablee 5.1 continued
Numberr of Performance e Potential l
Controll variables
observations smeasuress and determinants s
andd time and estimation n
method d
sortt of
survey y
Brownn and 152-745; ; Profitability; ; Competition n Sectors, ,
Brown n
Regions, ,
1992-1995; ; OLS; ;
(1998) )
panell of
Random m
Minimum m
efiScientt scale,
industrial l effects; ;
Capital-output t
enterprises s Between n
ratio,, Ownership
effects s
Barberis, ,
Changee in
143-353; ; Capital l
Sectors,, Cities,
Boycko, ,
1992-1993; ; renovation, , humann capital, Size e
Shleiferr and cross-Ownership p
Changee in
Tsukanova a sectionn of suppliers, ,
shops s
(1995) )
Increasee in
hourss open,
Layoffs; ;
OLS;; IV
Study y

Source:: Original studies.

Resultss for
potential l
determinants s

Noo robust
relationships s

Robust t
positive e
relationships s
forr change in
humann capital
onn change in
supplierss and
increasee in
hourss open

Chapterr 6
Determinantss of enterprise restructuring in transition: results
fromm a survey in Russian industry*

6.11

Introduction

Too achieve sustainable economic growth in transition countries, it is crucial that enterprise
performancee is improved (for example European Bank for Reconstruction and Development
(EBRD),, 1997). However, it is not a priori clear which factors are essential for this. Russia is
aa particularly interesting case, because the performance of its enterprises since market reforms
startedd has falsified expectations widely, generallyremainingpoor. Also, it is obviously still the
mostt important of the transition countries. However, data to investigate the potential
determinantss of enterprise performance in Russia is scarce. The little data collection that has
beenn done is mainly aimed at investigating the effects of privatization. The empirical
(econometric)) literature based on this data seems to allow for only two clear conclusions.55
First,, privatization per se is not related to better performance. Second, more competition is.
However,, this literature is not based on recent data, which would be desirable, now that more
timee has passed to property uncover effects. Moreover, one is still largely left in the dark if
lookingg for data to integrally investigate the relative roles of more potential determinants of
enterprisee performance in Russia.56
Thee survey underlying this paper is an attempt to collect exactly this sort of data. It
coverss the period of market reforms, between the start of 1992 and September 1999. The
surveyy questions focus on enterprise restructuring in Russian industry on the one hand, and
potentiall determinants on the other. The ultimate aim is to investigate the effects of the latter
** Previously published as Moers (2000c), but extended with section 6.6 here.
555
5656

This is according to the reading of the evidence so far in Moers (2000b).
Not focusing on, but including Russia, the major exception is the work based on the Business Environment

andd Enterprise Performance Survey in EBRD (1999), which covers over 3000 enterprises in 20 transition
countries. .
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onn the former. Note that the attention goes to restructuring, that is: of enterprises that already
existedd in the plan economy. This is as opposed to the more general term performance, which
includess new private enterprises (de novo, DN) too. Note also that the attention goes to
Russiann industry. This focus comes from the coverage of the enterprise panel used. This is the
panell of the September 1999 business-cycle survey of the Moscow-based Institute for the
Economyy in Transition (IET), in connection with which this survey was implemented.
Thee potential determinants paid attention to are ownership, competition, budget
constraintss and, particularly, institutions. Private ownership, competitive markets and hard
budgett constraints have of course long been regarded as the major disciplinary forces on
enterprises,, gaining prominent attention in the transition economics literature (for example
Earlee and Estrin, 1998). Following North (1990), institutions are roughly defined as the rules
off the (economic) game. There exists a spectrum from formal ('rule of law', externally
enforcedd by the state) to informal institutions ('trust', internally enforced by convention),
mutuallyy influencing each other. Institutional factors are emphasized because their effects in
Russiann industry have been least researched so far. At the same time, they seem important, as
suggestedd by for example the developing macroeconomics literature on (cross-country)
growthh empirics with institutional measures (for example Moers, 1999b). Even within one
country,, certainly a transition country as diverse as Russia, different enterprises may be
confrontedd with different (quality of) institutions, influencing their operations.
IET'ss enterprise panel will be discussed in section 6.2. Section 6.3 will look at the
questionss on which enterprise-level response was obtained. The response itself will be
describedd in section 6.4. This will pave the way for a preliminary data analysis in section 6.5,
checkingg whether or not differences in the extent of enterprise restructuring can be ascribed to
thee mentioned factors, particularly institutions. In section 6.6, a more general, econometric
analysiss will be conducted. Section 6.7 will conclude.

6.22

Panel

IETT is an independent and non-profit research institute, founded in 1990 by Yegor Gaidar
(hencee it is also known as the 'Gaidar institute'), later the first Russian Prime Minister under
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Presidentt Boris Yehsin. Its purpose is to analyze the economic and political processes taking
placee in Russia as a result of the economic reforms. To this end, it has also been operating a
monthlyy business-cycle survey, since March 1992. As this paper makes use of this mail survey,
thiss section first looks at its quality, in particular the representativeness of its enterprise panel.
IET'ss is the longest-runnirig enterprise survey in Russia. It is conducted with
European-hannonizedd methodology, methodological aid coming from the Confederation of
Britishh Industry, Organization for Economic Cooperation and Development (OECD),
Europeann Commission, and Eurostat. Results have been published in the OECD 'Short-term
economicc indicators: transition economies' since 1995. In September 1999 IET's panel,
havingg been developed in the course of the monthly business-cycle surveys, consisted of 1444
industriall enterprises. In general, the response rate is 65 to 70%.
IETT uses one respondent per enterprise. By mailing questionnaires to concrete persons,
whosee names and positions are updated regularly, it explicitly aims to establish informal
relationss with all respondents, and thus create a sound basis for future surveys and good
cooperation.. In the course of the monthly business-cycle surveys respondents have been
trainedd to fill in the questionnaires on a regular basis. They are generally ready to provide extra
informationn if needed. Sometimes they themselves contact IET for data or consultation. In any
case,, respondents always receive the (aggregate) results of the survey of the previous month
(forr example Tsukhlo, 1999). Table 6.1 shows that this information is their main reason for
responding.. More generally, the dominant reasons in table 6.1 reveal that respondents take
IET'ss surveys seriously.

Tablee 6.1 Main reasons for responding to IET's enterprise surveys (% response)
Reasons s
Exchangingg response for useful information
Awarenesss of'social' use of such surveys
Goodd pretext to think over performance of own enterprise
Meree habit to react to any inquiry sent to my enterprise
Myy managers charged me responsible for this
Curiosity y
Hardd to assess
Other r
Source:: IET.

19% %
50 0
45 5
28 8
10 0
55
66
22
22

1997 7
53 3
42 2
31 1
11 1
88
66
22
22

1998 8
54 4
38 8
33 3
10 0
88
88
33
22

1999 9
57 7
39 9
34 4
12 2
99
77
22
11

106 6

Chapterr 6

Thee respondents in IET's enterprise panel are top-officers. 41% is a Chief Executive Officer
(CEO),, 35% a deputy CEO, and 18% a Financial Department Chief. Table 6.2 shows the
percentagess of respondents in different positions by enterprise (employment) size.

Tablee 6.2 Respondents' positions by size (% response)
Positions s

CEO O
Deputyy CEO
Financiall department
chief f
Deputyy financial
departmentt chief
Otherr financial
departmentt officers
Total l

Employmentt (in persons)
1-- 51-- 201-- 501-- 1001-- 2001-- 5001-- 10000-- >20000 0
50 0 200 0 500 0 1000 02000 0 5000 0 10000 0 20000 0
52 2 53 3 55 5 48 8 37 7 22 2
88
12 2
00
29 9 24 4 23 3 27 7 41 1 51 1 48 8
56 6
60 0
5 5 11 1 18 8 21 1 21 1 18 8 35 5
32 2
30 0
00 00

00

00

11

55

55

00

10 0

14 4 12 2 4 4

33

00

44

55

00

00

100 0

100 0

100 0 100 0 100 0 100 0 100 0 100 0 100 0

Source:: 1ET.

Thee primary source of information of IET's panel is the official register of all industrial
enterprisess developed by the Russian State Statistical Committee (Goskomstat). This was used
inn the following way. First, all enterprises of each sector were extracted from the Goskomstat
registerr and ranked according to employment. Second, all large enterprises of each sector
weree included in the panel, and only part of the rest of the enterprises was included.57 Thus
IET'ss panel is biased towards the larger enterprises in each sector. This is simply because its
budgett constraint restricts the number of enterprises that can be approached. Also, recall that
DNN are not included (which are usually small).58 Third, a letter of invitation, the one-page
"" What is considered large depends on the sector, because IET judges the sizes and size distributions of
enterprisess over sectors as too different to use one general size classification for selecting enterprises.
Officially,, Goskomstat only classifies the category of small enterprises (those with 1-200 employees)
separately. .
5

** My contact person at IET actually expressed skepticism about the existence of real DN in Russian industry at

all,, fuelled by his finding that 'practically ail new enterprises are at old addresses'. Empirical studies of the
Russiann de novo sector show that it is clearly much smaller than its counterparts in the transition countries that
startedd the reform process early (for example Richter and Schaffer, 1996). Also, surveys show that it is largely
confinedd to the services sector (for example Clarke and Kabalina, 1999).
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business-cyclee questionnaire, the survey results of the previous month, and a pre-paid return
envelopee were sent to all included enterprises, as IET is still doing now. The structure of the
panell is improved regularly.
Enterprisess from all Russian industrial sectors are included in the panel, with the
microbiologicall industry as the sole exception. Table 6.3 illustrates the coverage of the
Goskomstatt register and IET panel by industrial sector, using the official classification into
sixteenn sectors producing similar major products.59 The bias towards the larger enterprises is
clearlyy visible from the fact that the total enterprise share represented in the panel, which is
5.8%,, is only about one fourth of the total employment share, which is 22.7%. However, over
thee different sectors, both the enterprise and employment shares of the panel generally track
thosee of the register rather well.

599

This table compares IET's September 1999 panel with Goskomstat's 1995 register, because IET does not

havee a more recent register available. The same goes for table 6.4. However, considering the previous footnote,
itt is unlikely that the register has expanded much. Thus, it is equally unlikely that, in terms of Goskomstat's
19999 register, IET's coverage would have been much lower, though its distribution could have changed.
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Tablee 63 Coverage of Goskomstat's register and lET's panel by sector
Sectors s

Numberr of Enterprise e Enterprise e Employment t
Employment t Employment t
enterprises s
share e
share e
share e
share e
represented d
represented d
inP P
inP P
RR PP RR PP
PP
RR
PP
PP
RR
PP
Electricall energy
841 1 29 9 3.4 4 2.0 0
3.4 4
708310 0 142083 3 5.3 3 4.6 6
20.1 1
Fuell industry
494 4 21 1 2.0 0 3.5 5
4.3 3
802809 9 35950 0 6.0 0 1.2 2
4.5 5
Ferrouss metals
275 5 47 7 1.1 1 3.3 3
17.1 1
718041 1 248062 2 5.3 3 8.1 1
34.5 5
Non-ferrouss metals 417 7 15 5 1.7 7 1.0 0
3.6 6
523400 0 127378 8 3.9 9 4.2 2
24.3 3
(Petro-)) Chemicals 634 4 67 7 2.6 6 4.6 6
10.6 6
845664 4 189366 6 6.3 3 6.2 2
22.4 4
Engineering g
6142 2 556 6 24.8 8 38.5 5
9.1 1
5406350 0 1670709 9 40.1 1 54.6 6
30.9 9
Wood,, furniture,
3076 6 125 5 12.4 4 8.7 7
4.1 1
1043166 6 135073 3 7.7 7 4.4 4
12.9 9
pulp p
Buildingg materials 2408 8 97 7 9.7 7 6.7 7
4.0 0
671245 5 59020 0 5.0 0 1.9 9
8.8 8
Glasss industry
167 7 5 5 0.7 7 0.3 3
3.0 0
108808 8 12929 9 0.8 8 0.4 4
11.9 9
2976 6 237 7 12.0 0 16.4 4
Lightt industry
8.0 0
1050559 9 268828 8 7.8 8 8.8 8
25.6 6
Foodd industry
5767 7 192 2 23.3 3 13.3 3
3.3 3
1184091 1 104910 0 8.8 8 3.4 4
8.9 9
Microbiological l
40 0 0 0 0.2 2 0 0
00
23832 2
0.2 2
00
00
00
494 4 4 4 2.0 0 0.3 3
Millingg industry
0.8 8
97392 2 1308 8 0.7 7 0.1 1
1.3 3
Medicall industry
152 2 5 5 0.6 6 0.3 3
3.3 3
104514 4 7292 2 0.8 8 0.2 2
7.0 0
422 2 5 5 1.7 7 0.3 3
Printingg and
1.2 2
77510 0 1963 3 0.6 6 0.1 1
2.5 5
publishing g
484 4 2 2 2.0 0 0.1 1
Other r
0.4 4
106306 6 1358 8 0.8 8 0.1 1
1.3 3
24789 91444 4 100 0 100 0
Total l
5.8 8
13471997 73062567 7 100 0 100 0
22.7 7
Source:: IET.
Note:: Enterprise share = Number of enterprises in a certain sector as a percentage of the total number of
enterprisess covered by the register (R) and panel (P) respectively; Employment share = Same for employment
(inn persons); Enterprise share represented in P = Number of enterprises in a certain sector covered by the panel
ass a percentage of the number of enterprises in that sector covered by the register; Employment share
representedd in P = Same for employment.

Enterprisess from all over Russia are included in the panel, with the exception of some of the
smalll republics in the South. Also, note that no enterprises are included from republics that
sufferedd from the consequences of major and persistent security conflicts or related blockades
(whichh are usually in the South, for example the Chechen Republic). Table 6.4 illustrates the
coveragee of the Goskomstat register and IET panel by economic region. This division follows
thee official classification of Russia into twelve economic regions, which differ not only in their
geographicc locations, but also in their levels of economic development and infrastructure, the
availabilityy of natural and human resources, and their fields of specialization. Again, the panel
biass towards the larger enterprises is clear. However, even more so than over sectors, over the
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differentt regions, both the enterprise and employment shares of the panel generally track those
off the register rather well.

Tablee 6.4 Coverage of Goskomstat's register and IET's panel by region
Regions s

Numberr of Enterprise e Enterprise e
Employment t
enterprises s
share e
share e
represented d
inP P
RR PP RR PP
PP
RR
PP
1185 5 53 3 4.8 8 3.7 7
4.5 5
607110 0 71986 6
1286 6 87 7 5.2 2 6.0 0
6.8 8
672224 4 106303 3
5272 2 446 6 21.3 3 30.9 9
8.5 5
2875250 0 749578 8
1657 7 97 7 6.7 7 6.7 7
5.9 9
991424 4 312282 2
1459 9 69 9 5.9 9 4.8 8
4.7 7
696834 4 162855 5

North h
Northwest t
Center r
Volga-Vyatka a
Centrall Black
Earth h
Volga a
2694 4 167 7 10.9 9 11.6 6
Northh Caucasus 2479 9 101 1 10.0 0 7.0 0
Urals s
3286 6 192 2 13.3 3 13.3 3
Westt Siberia
2428 8 94 4 9.8 8 6.5 5
Eastt Siberia
1538 8 55 5 6.2 2 3.8 8
Farr East
1417 7 35 5 5.7 7 2.4 4
Kaliningrad d
192 2 14 4 0.8 8 1.0 0
Total l
24789 9 1444 4 100 0 100 0

6.2 2
4.1 1
5.8 8
3.9 9
3.6 6
2.5 5
7.3 3
5.8 8

1687563 3 515118 8
951233 3 100345 5
2388128 8 603358 8
1302580 0 194887 7
811574 4 188620 0
568649 9 50066 6
58408 8
7169 9
13471997 7 3062567 7

Employment t Employment t
share e
share e
represented d
inP P
RR PP
PP
4.5 5 2.4 4
11.9 9
4.9 9 3.5 5
15.8 8
21.1 1 24.5 5
26.1 1
7.3 3 10.2 2
31.5 5
5.1 1 5.3 3
23.4 4
12.4 4
7.0 0
17.5 5
9.6 6
6.0 0
4.2 2
0.4 4
100 0

16.8 8
3.3 3
19.7 7
6.4 4
6.2 2
1.6 6
0.2 2
100 0

30.5 5
10.5 5
25.3 3
15.0 0
23.2 2
8.8 8
12.3 3
22.7 7

Source:: IET.
Note:: Enterprise share = Number of enterprises in a certain sector as a percentage of the total number of
enterprisess covered by the register (R) and panel (P) respectively; Employment share = Same for employment
(inn persons); Enterprise share represented in P = Number of enterprises in a certain sector covered by the panel
ass a percentage of the number of enterprises in that sector covered by the register; Employment share
representedd in P = Sameforemployment.

Thee above serves to show that IET's surveys are reliable. In particular, its enterprise panel,
thoughthough not randomly drawn, represents Russian industry in general (as officially registered by
Goskomstat)) rather well.

6.33

Questions

Thee survey underlying this paper was implemented along with the September 1999 IET
business-cyclee survey, as a one-page special attachment to it. Appendix 6.A integrally shows
thee questionnaires, translated into English, and in the original Russian version that respondents
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received.. Besides the enterprise-level response to the special questions, IET also provided this
responsee to four further questions that are relevant for this paper. Two of these come straight
fromfrom its September 1999 business-cycle survey. The other two have been asked periodically
sincee IET started surveying in March 1992. Appendix 6.B again integrally gives the questions,
translatedd into English, and in the original Russian version that respondents received. These
questionss allow for an investigation into the effects on enterprise restructuring in Russian
industryy of ownership, competition, budget constraints and institutions respectively. The
periodd covered runs from the start of 1992 until the month of implementation of the survey,
Septemberr 1999. Thus, it includes as much as possible of the period of market reforms, since
thee Russian state in its present form appeared after the collapse of the Soviet Union.
Questionss Al and A2 of the special survey (reference henceforth being made by the
letterr of the relevant appendix, and the list number therein) ask for the cumulative change in
thee sales volume and the number of workers respectively. Subtracting the response to question
A22 from that to question Al gives an estimate of the change in (real) labor productivity. A
labor-productivityy increase is the first indicator of enterprise restructuring in transition used in
thiss paper, and generally considered to be its least problematic one (for example Linz and
Krueger,, 1998). However, it hides the difference between passive and active restructuring.
PassivePassive restructuring refers to the downsizing associated with the loss of old markets. Active
restructuringg involves the development of new product lines, the identification of new markets
andd the implementation of new management techniques and business strategies. Only the latter
typee of restructuring can lead to growth. Therefore, questions Al and A2 are also taken as
referringg to these two types of restructuring separately, an employment decrease indicating
passivee and a sales increase indicating active restructuring. Note that the question about the
saless volume asks for sales for money, thus not including barter. This is based on the idea that
ultimately,, to foster sustainable economic growth, it is sales for money which is needed,
becausee unlike barter they permit taking full advantage of economic specialization. Question
A44 is intended to give a final indicator of enterprise restructuring, asking whether or not
strategicc perspectives (long-term viability) have (has) unproved. This, to some extent, may
alsoo address the point made by Earle and Estrin (1997), that the muhidimensionality of
restructuringg suggests that it may be desirable to try to construct an index of overall
restructuringg that includes a number of separate components. On the other hand, Earle and
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Estrinn (1998, p 14) also state that they '... believe that real labor productivity is a more
reliablee indicator than any measure of total factor productivity that could be estimated with
Russiann data'. The information obtained from lET's panel documentation allows for the
classificationn of enterprise restructuring by sector and region. Furthermore, this can be done
byy enterprise size too, because question Bl asks for the number of persons employed at the
enterprise. .
Thee other questions address the potential determinants of enterprise restructuring
mentionedd above. Question A3 asks for the extent to which the state owns shares in these
enterprises,, all of which were completely state-owned before market reforms started. Thus,
implicitlyy this question is about the extent of privatization, to enable a check for its generally
hypothesizedd positive relationship with restructuring (for example Boycko, Shleifer and
Vishny,, 1995). Note that the question concerns voting shares, because moving non-voting
sharess into private hands does not give the actual governance powers normally associated with
privatization.. This difference may matter quite a lot. Regarding non-voting shares in Russia,
Earlee and Estrin (1998, p 16) notice: 'Taking into account the existence of type A shares tends
too reduce the fraction of voting shares held privately, but taking into account type B tends to
raisee it, so on average the two effects roughly cancel, and the private proportion differs little.
Particularr firms shift a great deal, however, so this could be an important factor to take into
accountt when we consider the association between private ownership and enterprise
performance'.. Question B2 also gives information about ownership, since it asks for enterprise
status,, categorized as state enterprise, joint-stock enterprise, leased facilities, limited-liability
enterprise,, and other.
Questionn B4 makes it possible to check whether or not stronger competition leads to
moree restructuring, as is usually assumed (for example Dyker and Barrow, 1995). It asks for
thee intensity of competition on the sales markets of the enterprise, specified into competition
fromfrom enterprises in Russia, the rest of the former Soviet Union (FSU), and further foreign
countries.. Because, as Earle and Estrin (1998, p 18) note, for the usual (objective)
concentrationn measures there are *... difficulties in choosing the appropriate size of the market
forr any given firm and of measuring the strength of actual and potential competitors in it',
respondents'' (subjective) evaluation of the intensity of competition may actually be a better
indicatorr to investigate.
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Questionn A5 intends to give an indication about the hardness of the budget constraint
underr which the enterprise is operating, in order to be able to test the standard hypothesis that
harderr constraints result in more restructuring (the classic reference being KornaL, 1980). In
mostt of the transition economics literature, a budget constraint is judged to be harder if less
statestate subsidization is received (for example Earle and Estrin, 1998, who include tax arrears).
However,, subsidies may effectively come from any source of finance. Besides, regarding its
influencee on enterprise restructuring, the hardness of the budget constraint may be better
reflectedd by the potential subsidies expected than by the actual subsidies given. Therefore,
questionn A5 essentially asks for this expectation: would the enterprise have been left to itself if
itt would have run into a real problematic situation, or would it still have been bailed out,
directlyy by the state, or indirectly by banks, investors or any other parties?
Finally,, the largest number of questions is on institutional factors, enabling a test
whetherr better (different) institutions are indeed associated with more (a different extent of)
restructuringg (for example Greif and Kandel, 1995). Questions A6 to A9 ask for the influence
onn the business environment of the enterprise of respectively: federal and local laws,
corruptionn and crime, the risk of non-payment (again, in money), and the level of trust. The
formerr two of these are taken as different indicators of the (quality of the) rule of law. The
thirdd can be considered a more specific aspect of the rule of law, relating to property-rights
security.. These three factors all focus on formal institutions. This does not go for the fourth
factor,, which focuses on informal institutions. Note that the level of trust more directly
representss informal institutions than its capturing by the extent of associational membership
(forr example Narayan and Pritchett, 1996). Thus, question A9 is more in the spirit of the
Worldd Values Survey (for example Inglehart, 1994). Question A10 asks which network helped
thee respondent most to solve the problems of his enterprise: that formed before or after the
startt of 1992. As the former period subsumes the Soviet era, contacts acquired in this period
aree taken to be largely of a 'nomenklatura' nature compared to contacts acquired in the period
off market reforms. Question B3 is related to A10. It asks for the number of years that the
respondentt is working in his (current) position. The higher this number, the more likely it
seemss that the respondent has his origins in the nomenklatura network, particularly if it is
higherr than seven (in which case the respondent already held his position before market
reformss began). In the spectrum from formal to informal institutions, networks can be said to
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takee a middle position in between the extremes of laws and trust, combining enforcement
aspectss of both (see Hendley, Murrell and Ryterman, 2000).
Beforee using the response to the questions above for an investigation of the effects on
enterprisee restructuring in Russian industry of ownership, competition, budget constraints, and
institutionss respectively, the next section first treats this response per se.

6.44

Answers

Thee survey answers are interesting to discuss in themselves, for they can give a feel for the
extentt of restructuring, privatization, competition, the hardness of budget constraints, and the
qualityy of institutions in Russian industry respectively. However, before doing so, the coverage
off IET's panel and the responding sample should be compared (like section 6.2 compared the
coveragee of Goskomstat's register and IET's panel).
Thee questionnaires were sent out on 27 August 1999, taking 2 to 7 days to arrive at
theirr destinations. Out of the 1444 enterprises in IET's September 1999 panel 1013 replied to
thee monthly business-cycle questions, and 945 replied to the special questions. This implies
responsee rates of 70.2 and 65.4% respectively. Table 6.5 shows that, over the different
sectors,, both the enterprise and employment shares of the responding sample nicely track
thosee of the paneL
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Tablee 6.5 Coverage of IET1» panel and sample by sector
Sectors s

Numberr of Enterprise e Enterprise e Employment t
Employment t Employment t
share e
enterprises s
share e
share e
share e
represented d
represented d
inS S
inS S
PP
PP SS PP SS
SS
SS
PP
SS
SS
Electricall energy
142083 3 83738 8 4.6 6 3.7 7
55.2 2
29 9 16 6 2.0 0 1.6 6
58.9 9
Fuell industry
61.9 9
21 1 13 3 1.5 5 1.3 3
35950 0 23347 7 1.2 2 1.0 0
64.9 9
47 7 35 5 3.3 3 3.5 5
Ferrouss metals
74.5 5
248062 2 211377 7 8.1 1 9.4 4
85.2 2
87.9 9
Non-ferrouss metals 15 5 11 1 1.0 0 1.1 1
73.3 3
127378 8 111999 9 4.2 2 5.0 0
(Petro-)) Chemicals 67 7 55 5 4.6 6 5.4 4
82.1 1
189366 6 154515 5 6.2 2 6.9 9
81.6 6
Engineering g
71.9 9
556 6 382 2 38.5 5 37.7 7 68.7 7 1670709 9 1201667 7 54.6 6 53.4 4
Wood,, furniture,
125 5 81 1 8.7 7 8.0 0
64.8 8
135073 3 96271 1 4.4 4 4.3 3
71.3 3
pulp p
65.5 5
Buildingg materials 97 7 66 6 6.7 7 6.5 5
68.0 0
59020 0 38665 5 1.9 9 1.7 7
12929 9 6536 6 0.4 4 0.3 3
4 4 0.3 3 0.4 4
55
Glasss industry
50.6 6
80.0 0
Lightt industry
72.8 8
268828 8 195773 3 8.8 8 8.7 7
237 7 171 1 16.4 4 16.9 9 72.2 2
104910 0 69534 4 3.4 4 3.1 1
Foodd industry
192 2 136 6 13.3 3 13.4 4 70.8 8
66.3 3
00
00
00
Microbiological l
00
00
00
00 00 00
00
1308 8
Millingg industry
44
4 4 0.3 3 0.4 4
100 0
100 0
1308 8 0.1 1 0.1 1
7292 2
28.5 5
60.0 0
Medicall industry
55
3 3 0.3 3 0.3 3
2081 1 0.2 2 0.1 1
1963 3
100 0
100 0
Printingg and
55
5 5 0.3 3 0.5 5
1963 3 0.1 1 0.1 1
publishing g
1358 8
100 0
100 0
Other r
22
2 2 0.1 1 0.2 2
1358 8 0.1 1 0.1 1
1444 4 1013 3 100 0 100 0 70.2 2 3062567 72248268 8 100 0 100 0
73.4 4
Total l
Source:: IET.
Note:: Enterprise share = Number of enterprises in a certain sector as a percentage of the total number of
enterprisess covered by the panel (P) and sample (S) respectively; Employment share = Same for employment
(inn persons); Enterprise share represented in S = Number of enterprises in a certain sector covered by the
samplee as a percentage of the number of enterprises in that sector covered by the panel; Employment share
representedd in S = Same for employment.

Overr the different regions, the same message is clear from table 6.6. Thus, according to these
tables,, non-response (which is relatively low anyway) does not appear to create the problem of
samplee selection bias. Since (as section 6.2 concluded) the panel itself tracks Russian industry
inn general rather well, the same should be the case for the responding sample.
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Tablee 6.6 Coverage of IET*s panel and sample by region
Regions s

North h
Northwest t
Center r
Volga-Vyatka a
Centrall Black
Earth h
Volga a
Northh Caucasus
Urals s
Westt Siberia
Eastt Siberia
Farr East
Kaliningrad d
Total l
Source:: IET.

Numberr of Enterprise e Enterprise e
Employment t
enterprises s share e
share e
represented d
inS S
PP SS PP SS
SS
PP
SS
53 3 33 3 3.7 7 3.3 3 62.3 3
71986 6 51300 0
87 7 55 5 6.0 0 5.4 4 63.2 2 106303 3 59993 3
446 6 324 4 30.9 932.0 0 72.6 6 749578 8 514469 9
97 7 67 7 6.7 7 6.6 6 69.1 1 312282 2 266303 3
69 9 48 8 4.8 8 4.7 7 69.6 6 162855 5 108117 7

Employment t Employment t
share e
share e
represented d
inS S
PP SS
SS
2.4 4 2.3 3
71.3 3
3.5 5 2.7 7
56.4 4
24.5 5 22.9 9
68.6 6
10.2 2 11.8 8
85.3 3
5.3 3 4.8 8
66.4 4

167 7 119 9 11.6 6 11.7 7 71.3 3
101 1 68 8 7.0 0 6.7 7 67.3 3
192 2 141 1 13.3 3 13.9 9 73.4 4
94 4 61 1 6.5 5 6.0 0 64.9 9
55 5 33 3 3.8 8 3.3 3 60.0 0
35 5 27 7 2.4 4 2.7 7 77.1 1
14 4 11 1 1.0 0 1.1 1 78.6 6
1444 4 1013 3 100 0 100 0 70.2 2

16.8 8 17.2 2
3.3 3 3.0 0
19.7 7 20.9 9
6.4 4 5.5 5
6.2 2 7.0 0
1.6 6 1.7 7
0.2 2 0.3 3
100 0 100 0

515118 8 386672 2
100345 5 66856 6
603358 8 469388 8
194887 7 124220 0
188620 0 157388 8
50066 6 37275 5
7169 9
6287 7
3062567 7 2248268 8

75.1 1
66.6 6
77.8 8
63.7 7
83.4 4
74.5 5
87.7 7
73.4 4

Note:: Enterprise share = Number of enterprises in a certain sector as a percentage of the total number of
enterprisess covered by die panel (P) and sample (S) respectively; Employment share = Sameforemployment
(inn persons); Enterprise share represented in S - Number of enterprises in a certain sector covered by the
samplee as a percentage of the number of enterprises in that sector covered by die panel; Employment share
representedd in S = Same for employment.

Thee response on enterprise restructuring in Russian industry is in line with its well-known
devastatingg crisis in the period covered.60 The average cumulative decrease in sales volume
betweenn the start of 1992 and September 1999 is 54%. Though still devastating, the decrease
inn number of workers is less, 42.6%, confirming labor hoarding in Russian industry (for
examplee Commander, Dhar and Yemtsov, 1996). These figures imply a decrease of labor
productivityy of 11.4%, with only passive restructuring on average. The response to the
questionn about strategic perspectives appears to show a somewhat less depressing picture.
Theree is still 19.3% of response reporting that strategic perspectives improved. It may be that
thiss difference is because respondents take account of their (political) lobbying power in their
assessmentt of strategic perspectives. If so, then the response on the latter may not be

Accordingg to the official figures, as of 1 September 1999, Russian industrial production cumulatively
decreasedd by 47% in 1992-1999 (for example BOFIT, 1999).
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interpretablee as an indicator of enterprise restructuring. Still, a majority of 55.3% of response
reportss that strategic perspectives did not improve, and 25.5% that it is hard to assess whether
theyy did. The latter is interesting in itself, for it illustrates the widespread uncertainty.
Tablee 6.7 shows the response on enterprise restructuring by sector. Both in terms of
saless and employment the engineering and light industry sectors have been hit worst. The
largestt decreases of labor productivity are registered in other sectors however, most notably
electricall energy, which combines a sales decrease of 50.3% with an employment increase of
3.8%.. There are only two sectors which post a sales increase, indicating active restructuring:
medicall industry (67%), and printing and publishing (92.4%).61 This is combined with the best
productivityy performances (increases of 77% and 141.4% respectively). Note that respondents
inn the printing and publishing sector nevertheless overwhelmingly report that strategic
perspectivess did not improve. This illustrates that even in enterprises performing relatively well
withh regard to sales and productivity, their broader situation is not necessarily perceived as
such.. The contrary also occurs: in the fuel industry and ferrous metals sectors more often than
nott respondents report that strategic perspectives improved, in spite of still performing badly
withh regard to sales, employment and productivity. As suggested above, this could have
somethingg to do with the fact that these two sectors, particularly the former, have relatively
largee lobbying power (largely based on their export-orientation, that is: access to dollars),
whichh they may have included in their assessment of strategic perspectives.

611

Note however that this indication is based onfewobservations.
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Tablee 6.7 Enterprise restructuring by sector (% response, unless noted otherwise)
Response:: 809
enterprises s

Numberr of (Al) )
(A2) )
Changee in
(A4) )
(A4) )
(A4)) Hard
enterprises s Change e Changee in
labor r
Strategic c
Strategic c
too assess
inn sales numberr of productivity y perspectives s perspectives s whether r
volume e workers s (averagee %)
didd not
improved d strategic c
(average e (average e
improve e
perspectives s
%) %) %) )
improved d
809 9
-54.0 0
-42.6 6
-11.4 4
55.3 3
19.3 3
25.5 5
12 2
-50.3 -50.3 3.8 8
-54.1 1
41.7 7
25.0 0
33.3 3

Sectors s
Total l
Electrical l
energy y
Fuell industry
10 0
-54.2 2
-24.2 2
Ferrouss metals
27 7
-38.0 0
-28.4 4
Non-ferrous s
10 0
-44.3 3
-28.7 7
metals s
(Petro-) )
41 1
-50.0 0
-42.1 1
Chemicals s
Engineering g
329 9
-52.8 8
-61.8 8
Wood, ,
68 8
-35.4 4
-50.6 6
furniture,, pulp
Building g
63 3
^16.2 2
-29.3 3
materials s
Glasss industry
55
-49.0 0
-41.0 0
Lightt industry
147 7
-61.3 -61.3 -56.1 1
Foodd industry
88 8
-40.7 7
-12.7 7
Microbiological l
00
NA A
NA A
Milling g
22
-25.0 0
5.0 0
industry y
Medical l
11
67.0 0
-10.0 0
industry y
Printingg and
92.4 4
55
-49.0 0
publishing g
Other r
11
00
-30.0 0
Note:: For proper comparison (of the same responding

-30.0 0
-9.6 6
-15.6 6

30.0 0
29.6 6
30.0 0

40.0 0
37.0 0
20.0 0

30.0 0
33.3 3
50.0 0

-7.9 9

43.9 9

24.4 4

31.7 7

-9.0 0
-15.2 2

59.0 0
52.9 9

16.1 1
19.1 1

24.9 9
27.9 9

-16.8 8

69.8 8

14.3 3

15.9 9

-8.0 0
-5.2 2
-28.0 0
NA A
-30.0 0

40.0 0
57.1 1
48.9 9
NA A
100.0 0

20.0 0
19.7 7
23.9 9
NA A
00

40.0 0
23.1 1
27.3 3
NA A
00

77.0 0

00

100.0 0

00

141.4 4

80.0 0

00

20.0 0

30.0 0
100 0
00
00
enterprises over the different questions), responding

enterprisess are the ones which answered all questions referred to in the table here. The same goes for the
numberss of response mentioned in the further tables of this section. This cross-sectioning of the data reduces
thesee numbers (more enterprises answering any one question in the table).

Thee response on enterprise restructuring by region is shown in table 6.8. Note in particular the
devastatingg sales figures for Siberia and the Far East. This is where the plan economy put
manyy of the notorious one-company towns, in circumstances particularly unsuitable for
commerciall exploitation. In spite of a massive decrease of employment, the extent of labor
hoardingg (the decrease of labor productivity) in these regions is also relatively large, most
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likelyy in order to avoid even worse social disruption.

Labor-productivity increases are only

postedd in North Caucasus (16%), Kaliningrad (3.8%), and Central Black Earth (0.9%), while
onn average active restructuring is not observed in any of the regions. Finally, again, there is a
discrepancyy between the response on sales and employment, and that on strategic
perspectives. .

Tablee 6.8 Enterprise restructuring by region (% response, unless noted otherwise)
(A4)) Hard
(A4) )
(A4) )
Changee in
(A2) )
Numberr of (Al) )
too assess
Strategic c
labor r
Strategic c
enterprises s Change e Changee in
inn sales numberr of productivity y perspectives s perspectives s whether r
improved d strategic c
didd not
volume e workers s (averagee %)
perspectives s
improve e
(average e (average e
improved d
Regions s
%) )
%) )
25.5 5
19.3 3
55.3 3
-11.4 4
-42.6 6
-54.0 0
809 9
Total l
4.3 3
26.1 1
69.6 6
-15.3 3
-41.8 8
23 3
-57.2 2
North h
11.9 9
19.0 0
69.0 0
-11.4 4
-46.8 8
-58.2 2
42 2
Northwest t
23.5 5
26.3 3
50.2 2
-5.3 3
-44.2 2
^19.6 6
Center r
285 5
16.7 7
33.3 3
50.0 0
-26.7 7
54 4
-63.0 0
-36.3 3
Volga-Vyatka a
17.9 9
30.8 8
51.3 3
0.9 0.9
-32.1 1
-31.2 2
39 9
Centrall Black
Earth h
30.0 0
13.3 3
56.7 7
-15.0 0
-42.0 0
-57.0 0
90 0
Volga a
24.1 1
9.3 3
66.7 7
16.0 0
-47.6 6
54 4
-31.6 6
Northh Caucasus
24.6 6
24.6 6
50.9 9
-22.1 1
-39.0 0
114 4
-61.1 1
Urals s
18.9 9
11.3 3
69.8 8
-20.2 2
-71.8 8
-51.5 5
53 3
Westt Siberia
30.8 8
23.1 1
46.2 2
-35.3 3
-74.1 1
-38.8 8
26 6
Eastt Siberia
21.1 1
26.3 3
52.6 6
-38.4 4
-27.6 6
-66.1 1
19 9
Farr East
10.0 0
10.0 0
80.0 0
^»2.3 3
3.8 8
10 0
-38.5 5
Kaliningrad d

Response:: 809
enterprises s

Thee response on restructuring is lastly ordered by enterprise size in table 6.9. The nine size
categoriess used by IET were reclassified into the four categories that have become standard
sincee used in Commander, Fan and Schaffer (1996).63 This gives the clearest picture.
Generally,, the larger the enterprises, the larger the decrease of sales, the smaller the decrease
off employment, the larger the decrease of labor productivity, and the more respondents report
improvedd strategic perspectives. The sales, employment, and labor-productivity figures thus
6262

Remember that the large enterprises in one-company towns are in many cases still performing the host of

sociall functions they used to have in the plan economy, which the state has not taken over, such as providing
childd care and social housing. To a large extent these enterprises were and still are these towns. Thus, the
sociall consequences of becoming unemployed here go far beyond the 'normal'.
633

That is: IET's categories 1 and 2 became 1-200 employees; 3 and 4 became 201-1000; 5,6 and 7 became

1001-10000;; and 8 and 9 became >10000 respectively (see question Bl).
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suggestt that the smaller Russian enterprises are restructuring more. This is also a legacy of the
plann economy, which clearly repressed smaller enterprises, and these have thus naturally done
bestt since the start of market reforms. Furthermore, again, it may be that the larger enterprises
wantt to avoid even worse social disruption, by keeping workers on the books, in spite of
massivee sales decreases. Also, they may be simply using their larger lobbying clout to generate
profitss without restructuring. Again, the discrepancy between these restructuring figures and
thosee on strategic perspectives may be taken as an indication of this: here it is even the case
thatt the largest enterprises combine the largest decrease in sales, the smallest decrease in
employment,, and the largest decrease in labor productivity with most reporting of improved
strategicc perspectives. Finally, note that the general panel overrepresentation of the larger
enterprises,, documented in section 6.2, thus probably biases the results of this survey
downwardd in terms of sales and labor-productivity change, and upward in terms of
employmentt change and percentage of response reporting improved strategic perspectives.

Tablee 6.9 Enterprise restructuring by size (% response, unless noted otherwise)
Response:: 809 Numberr of (Al) )
enterprises s
enterprises s Change e
inn sales
volume e
(Bl)) Sizes
(average e
(numberss of
employees) )
%) )
Total l
S09 9
-54.0 0
84 4
1-200 0
-38.2 2
201-1000 0
399 9
-56.2 2
302 2
-55.1 1
1001-10000 0
>10000 0
24 4
-59.1 1

(A2) )
Changee in
(A4) )
(A4) )
(A4)) Hard
Changee in
labor r
Strategic c
Strategic c
too assess
numberr of productivity y perspectives s perspectives s whether r
workers s (averagee %)
didd not
improved d strategic c
(average e
improve e
perspectives s
improved d
%) )
-42.6 6
-11.4 4
55.3 3
19.3 3
25.5 5
-49.5 5
69.0 0
11J J
11.9 9
19.0 0
-44.6 6
-11.6 6
59.4 4
16.3 3
24.3 3
-39.1 1
-16.0 0
46.4 4
24.8 8
28.8 8
-28.3 3
-30.8 8
50.0 0
25.0 0
25.0 0

Havingg seen the extent of enterprise restructuring by sector, region and size, it is time to turn
too a discussion of the survey results on its mentioned potential deterrninants: ownership,
competition,, budget constraints and institutions respectively. Table 6.10 illustrates the
responsee on ownership. Enterprises with more than 50% of voting shares belonging to the
statee have been classified as state-owned (SO); enterprises with 50% or less of voting shares
belongingg to the state have been classified as privatized. It shows the massive privatization that
hass taken place in Russian industry; only 8.1% of the responding enterprises can still be
classifiedd as SO, down from full state ownership at the start of 1992. This is nicely confirmed
byy the response on status, giving a rather similar percentage of enterprises classifying
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themselvess as state enterprise (without reference to voting-share distribution). The
overwhelmingg majority of responding enterprises has the status ofjoint-stock enterprise.

Tablee 6.10 Ownership (% response, unless noted otherwise)
Response:: 930 enterprises
Total l
SO O
Privatized d
Statee enterprise
Joint-stockk enterprise
Leasedd facilities
Limited-liabilityy enterprise
Other r

(A3)) State share of voting
sharess (average %)
10.4 4

SO/Privatized d (B2)) Status

8.1 1
91.9 9
10.3 3
85.1 1
00
3.6 6
1.1 1

Thee response on competition, which is available for several periods, is shown in table 6.11. In
general,, the intensity of competition is still rather low, though up from virtually no competition
att the start of market reforms. The enterprises reporting strong competition still form a
minority.. The response over time does indicate an increase in the intensity of competition from
Russiann enterprises, but there is not much of a discernible trend in the intensity of competition
fromfrom foreign enterprises. In the response on the latter, the August 1998 crisis is clearly visible,
however.. After the crisis there has been a drop in the intensity of foreign competition, which
laterr again recovered somewhat. This must of course be related to the devaluation of the ruble,
resultingg in a large increase in the competitiveness of Russian industry (stimulating both
exportss and import substitution), which gradually eroded thereafter. On average, competition
iss mostly reported as being of intermediate intensity from the side of Russian enterprises, and
ass being absent from the side of foreign enterprises. The average percentage of response
reportingg no competition from the side of foreign enterprises from the FSU is even 40%. This
mayy be a legacy of the strong specialization that was formed over the different FSU states in
thee Soviet era.
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Tablee 6.11 (B4) Competition (% response)
Response: :
7199 (54)
enterprises s
From m
Russian n
enterprises s

None e

Average e Oct t
(54) )
95 5
(54) )
16.2 2 20.4 4

Apr r
%%
(54) )
18.5 5

Oct t Apr r Oct t Apr r Oct t Apr r Aprr 99
96 6 97 7 97 7 98 8 98 8 99 9
(54) ) (54) ) (54) ) (54) ) (54) ) (54) )
18.5 5 18.5 5 16.7 7 13.0 0 14.8 8 9.3 3
8.6 6

21.1 1 29.6 6 20.4 4 24.1 1
Weak k
Intermediate e 43.1 1 31.5 5 40.7 7 40.7 7
Strong g
13.2 2 11.1 1 11.1 1 11.1 1
Hardd to
7.4 4 9.3 3 5.6 6
6.5 5
assess s
Fromm foreignNone e
40.0 0 40.7 7 35.2 2 48.1 1
enterprises s
fromfrom the FSU
Weak k
19.9 9 20.4 4 25.9 9 11.1 1
Intermediate e 15.7 7 11.1 1 11.1 1 14.8 8
Strong g
8.3 3
9.3 3 9.3 3 11.1 1
Hardd to
16.0 0 18.5 5 18.5 5 14.8 8
assess s
Fromm further None e
29.6 6 31.5 5 35.2 2 27.8 8
foreign foreign
enterprises s
11.6 6 18.5 5 7.4 4 7.4 4
Weak k
Intermediate e 13.7 7 5.6 6 16.7 7 14.8 8
Strong g
19.9 9 18.5 5 22.2 2 27.8 8
25.2 2 25.9 9 18.5 5 22.2 2
Hardd to
assess s

24.1 1
40.7 7
11.1 1
5.6 6

16.7 7
48.1 1
13.0 0
5.6 6

11.1 1
46.3 3
24.1 1
5.6 6

22.2 2
48.1 1
7.4 4
7.4 4

20.4 4
48.1 1
16.7 7
5.6 6

14.6 6
52.3 3
18.8 8
5.7 7

53.7 7 29.6 6 35.2 2 44.4 4 33.3 3

23.8 8

16.7 7
20.4 4
3.7 7
5.6 6

24.1 1
18.5 5
5.6 6
18.5 5

23.5 5
19.7 7
6.5 5
26.4 4

31.5 5 29.6 6 22.2 2 27.8 8 31.5 5

21.0 0

11.1 1
20.4 4
20.4 4
16.7 7

14.2 2
17.8 8
12.1 1
34.9 9

29.6 6
14.8 8
13.0 0
13.0 0

11.1 1
16.7 7
22.2 2
20.4 4

16.7 7
18.5 5
11.1 1
18.5 5

7.4 4
7.4 4
27.8 8
35.2 2

14.8 8
16.7 7
3.7 7
20.4 4

13.0 0
14.8 8
13.0 0
31.5 5

16.7 7
13.0 0
7.4 4
31.5 5

Tablee 6.12 shows the response on budget constraints. Enterprises replying yes to the question
whetherr they could have counted on help from the outside if under a real threat of bankruptcy
havee been classified as having soft budget constraints, those replying no have been classified as
havingg hard budget constraints. On this interpretation, 63.8% of responding enterprises is
operatingg under hard budget constraints. This percentage seems higher than what might have
beenn expected from the persisting pervasiveness of soft budget constraints in Russian industry
reportedd elsewhere (for example Commander, Fan and Schaffer, 1996). This could be because
respondentss do not judge the possibilityy of various kinds of arrears as help from the outside, in
thee formulation of question A5. Schaflèr (1997) makes a case for viewing specifically tax
arrearss as a, if not the, major source of soft budget constraints. Thus, the percentage of
enterprisess operating under hard budget constraints may be overestimated by the survey
response. .
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Tablee 6.12 (A5) Budget constraint (% response)
Response:: 934 enterprises
Soft t
Hard d
Hardd to assess

12.7 7
63.8 8
23.4 4

Finally,, table 6.13 displays the response on the potential determinant of enterprise
restructuringg that is of particular interest in this paper: institutions. Respondents stress the bad
qualityy of formal institutions. Laws, corruption and crime, and particularly the risk of nonpaymentt are all overwhelmingly judged negatively. Interestingly, the response on trust
suggestss a relatively positive evaluation of informal institutions. It seems that the bad quality
off formal institutions makes respondents more appreciative of informal institutions, although
thee picture of the latter is mixed.64 Networks seem to be largely of a nomenklatura nature,
100%% of response reporting having benefited most from contacts formed before the start of
markett reforms, and reported tenures revealing that, on average, respondents were in the same
positionn already then. Note that about a quarter of respondents reports having benefited most
fromfrom contacts formed after the start of market reforms as well.65 Nevertheless, the response on
networkss indicates that, whatever may have changed, Russian industry is still largely ruled by
'redd directors'.

644

From a cross-country perspective, trust in Russia is certainly low, in particular relative to the West (for

examplee Oleynik, 1997). However, this does not preclude its usefulness in a business environment with badqualityy formal institutions.
655

Many respondents took the liberty to fill in more than one answer in reply to question A10.
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Tablee 6.13 Institutions (% response, unless noted otherwise)
Response:: 159 enterprises
(A6)) Laws

(A7)) Corruption and crime

(A8)) Risk of non-payment

(A9)) Trust

Network k

Definitelyy negative
Ratherr negative
Noo influence
Ratherr positive
Definitelyy positive
Definitelyy negative
Ratherr negative
Noo influence
Ratherr positive
Definitelyy positive
Definitelyy negative
Ratherr negative
Noo influence
Ratherr positive
Definitelyy positive
Definitelyy negative
Ratherr negative
Noo influence
Ratherr positive
Definitelyy positive
(BIO)) Older contacts
(BIO)) None
(Bll 0) Newer contacts
(C3)) Tenure (average number of years)

20.8 8
55.3 3
13.8 8
8.8 8
1.3 3
32.7 7
31.4 4
35.8 8
00
00
61.6 6
28.9 9
6.9 9
1.9 9
0.6 6
10.7 7
28.9 9
20.8 8
33.3 3
6.3 3
100 0
00
24.5 5
9.7 7

Recapitulating,, the responding sample to this survey represents Russian industry in general
ratherr well. The response on enterprise restructuring shows that increases of labor productivity
aree very hard to find, and certainly active restructuring seems to be almost completely absent.
Thee response on strategic perspectives seems to show somewhat less negative restructuring
figures,figures, but there are indications that these are distorted by respondents including thenlobbyingg power in these assessments. With respect to the potential determinants of enterprise
restructuring,, the survey makes it plain that massive privatization has taken place in Russian
industry.. On the other hand, the intensity of competition is still rather low, particularly from
thee side of foreign enterprises. Unexpectedly, budget constraints come out as rather hard,
thoughh this could be overestimated as respondents may not have included arrears in their
assessmentss on tins point, as explained above. Finally, regarding institutions, to some extent, a
relativelyy positive judgement about informal substitutes for an overwhelmingly negative
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judgementt about formal institutions, and networks seem to be still largely of a nomenklatura
nature. .

6.55

Determinants of restructuring? Preliminary investigation

Noww that the response on restructuring and its mentioned potential determinants has been
discussedd separately, this section discusses a preliminary investigation of the effects of the
latterr on the former. The question is whether there are significant differences in the extent of
restructuringg depending on the status of the respective potential determinants. This is the
subjectt of table 6.14, giving the response on restructuring ordered by the status of the
respectivee potential determinants, and the P-values of the t tests for significant differences in
thee extent of restructuring by this status.66 Of course, these are only tentative results; a more
generall econometric analysis is left for the next section.
Ownershipp per se turns out not to be associated with more restructuring. Privatized
enterprisess do show a slightly smaller decrease of sales, but this does not result in a smaller
decreasee of labor productivity. Furthermore, a somewhat smaller percentage of privatized
enterprisess reports that strategic perspectives did not improve, mainly offset by a somewhat
largerr percentage reporting that it is hard to assess whether strategic perspectives improved,
thatt is: more uncertainty. However, none of the differences between SO and privatized
enterprisess is anywhere near the conventional statistical significance levels.
Onn the contrary, some of the results on competition are statistically significant.67 In
particular,, stronger competition from non-FSU enterprises turns out to be associated with a
significantlyy smaller decrease of labor productivity. For the lion's share, this is the result of a
significantlyy smaller decrease of sales, not of more layoffs. Unexpectedly, stronger competition
6666

Note that, in this table, subtracting the response on the change in number of workersfromthe change in
saless volume does not necessarily exactly match with the change in labor productivity, because each may
containn different NAs (which were restricted to be the same in the tables in the previous section). Between
bracketss is the number of enterprises with the specified status.
677
In order to utilize the response of a maximum number of enterprises, the most recent observations on
competitionn are usedfromnow on.
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fromfrom Russian enterprises goes with significantly less layoffs. The further results on competition
aree not significant. Nevertheless, note that the pictures emerging from the results on
competitionn from Russian and foreign FSU enterprises are rather alike, and unlike the picture
emergingg from the results on competition from non-FSU enterprises. The more positive role of
thee latter may be a result of a higher efficiency of non-FSU compared to FSU competitors
(whichh all come from a plan-economy background), thus exercising stronger disciplinary
forcess on inefficient Russian enterprises, for example to speed up the introduction of new
technologiess in order to remain solvent. Non-FSU competition is also a more likely source for
transferr of such technologies.68
AA hard budget constraint is associated with a slightly bigger decrease of sales, number
off workers, and labor productivity, and a more negative assessment of strategic perspectives.
Ass with the results on ownership, however, the status of the budget constraint does not make
anyy statistically significant differences. On this basis, these simply do not seem to be important
determinantss of restructuring. However, admittedly, to the extent that the hardness of budget
constraintss is overestimated by the survey, there could be a bias towards finding insignificance
here. .
Likee the results on competition, the results on institutions are stronger. A better quality
off laws is associated with a smaller decrease of sales, number of workers, and labor
productivity,, of which only the second is not statistically significant. Not one enterprise judges
corruptionn and crime as positive, and thus a P-value cannot be calculated here. However, the
factt that the restructuring figures under a negative assessment of corruption and crime are of
thee same order of magnitude as those under a negative assessment of laws may indicate a
similarityy in the negative effects of these two indicators of the (quality of the) rule of law. The
samee conclusion may be drawn for the more specific aspect of the rule of law, relating to
property-rightss security, from the fact that the restructuring figures under a negative
assessmentt of the risk of non-payment are also of this same order of magnitude. However,
regardingg the risk of non-payment, there are enterprises giving a positive assessment, and the
restructuringg figures that go with it are not significantly better. The absence of significant
restructuringg differences by the status of the risk of non-payment, and its presence by the
MM

In the international macroeconomics literature, Coe and Helpman (1995) report evidence that international
knowledgee spillovers are important, and that trade is a mediator of these.
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statuss of laws, indicates that better property-rights security is less important for enterprise
restructuringg than a better rule of law in general.
Movingg from formal to informal institutions, enterprises with a positive assessment of
trustt generally show significantly better restructuring figures than enterprises with a negative
assessmentt of trust. With regard to their networks, the same can be said of enterprises
benefitingg most from newer contacts, though not significantly so. Recall also that the previous
sectionn showed that the respondents reporting that they benefited most from newer contacts
reportedd that they benefited most from older contacts as well. Thus, for better restructuring
figuresfigures enterprises probably need both. This seems to be confirmed by the results on tenure,
whichh are also not significant, apart from the smaller decrease of employment reported by
respondentss who were already in the same position before the start of market reforms. The
moree positive role of trust than of networks could be explained by the feet that the former
offerss a broader group of (potential) business partners than the latter (see McMillan and
Woodruff,, 1998). The essence is that trust can allow for transactions beyond the network,
givingg the possibility of more efficient transactions.
Thus,, according to these tentative results, it is stronger (non-FSU) competition and
betterr (formal and informal) institutions that go with more enterprise restructuring in Russian
industry,, while privatization and harder budget constraints do not. Admittedly, this is much
lesss clear from the results on strategic perspectives than from the other results. However, as
indicatedd in the previous section, the former seem distorted by respondents including their
lobbyingg power in these assessments. Therefore, the analysis of the survey data on strategic
perspectivess is discontinued from now on. Note that there may also be a distortion in the
resultss on budget constraints, as indicated above. Nevertheless, Russia's massive privatization
andd harder budget constraints on their own may not have led to more restructuring precisely
becausebecause of the low intensity of competition and the bad quality of formal institutions (see
previouss section). This way, the right incentives are simply still not given. The substitution, to
somee extent, of informal for formal institutions may have prevented even worse restructuring
figures,figures, but the results also suggest that better formal institutions in general would have
improvedd things further. In fact, according to table 6.14, only under a positive assessment of
lawss the decrease of labor productivity is (almost) halted. In the end, the rule of law seems a
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prerequisitee for Russia to benefit from the kind of transactions that can make a market
economyy thrive.
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Tablee 6.14 (Non-)determinants of enterprise restructuring in Russian industry {%
response,, unless noted otherwise)
Changee in
numberr of
workers s
(average e

Strategic c
Changee in Strategic c
perspectives s perspectives s
labor r
improved d
productivity y didd not
(averagee %) improve e

SOO (75)

-56.6 6

-42.5 5

-11.3 3

62.2 2

17.6 6

Hardd to
assess s
whether r
strategic c
perspectives s
improved d
20.3 3

Privatizedd (857)

-53.7 7

-42.2 2

-11.5 5

53.5 5

19.3 3

27.2 2

P-value e

0.71 1

0.94 4

0.98 8

0.52 2

Fromm RussianNone/weakk (167)
enterprises s
Intermediate/ /
strongg (511)
P-value e

-54.8 8

-47.4 4

-7.4 4

59.1 1

17.6 6

23.3 3

20.6 6

27.2 2

Fromm foreign None/weakk (340)
enterprises s
fromfrom the FSU
Intermediate/ /
strongg (189)
P-value e

Changee in
sales s
volume e
(average e

*))
Ownership p

Competition n

Fromm further None/weakk (253)
foreign foreign
enterprises s
Intermediate/ /
strongg (215)
P-value e
Budgett constraint

Institutions s

Laws s

Corruption n
andd crime

-11.8 8

0.56 6

0.01*** *

0.40 0

0.89 9

-54.0 0

^3.6 6

-10.3 3

54.1 1

20.7 7

25.2 2

-52.0 0

-40.4 4

-12.1 1

51.1 1

26.3 3

22.6 6

0.67 7

0.24 4

0.69 9

0.19 9

-59.0 0

A\3 A\3

-17.7 7

49.2 2

24.8 8

26.0 0

-48.7 7

-43.9 9

-5.1 1

56.7 7

21.9 9

21.4 4

0.79 9

0.02»* *

0.37 7

0.00*** *

-51.2 2

-38.7 7

-11.7 7

38.1 1

30.5 5

31.4 4

Hardd (596)

-56.9 9

-13.6 6

-13.5 5

62.5 5

16.9 9

20.6 6

P-value e

0.25 5

0.11 1

0.71 1

0.66 6

Negativee (682)

-56.2 2

-43.0 0

-13.0 0

56.4 4

18.3 3

25.3 3

Positivee (76)

-40.8 8

-40.5 5

-0.2 2

33.3 3

33.3 3

33.3 3

P-value e

0.04»* *

0.50 0

0.09* *

0.39 9

Negativee (567)

-54.9 9

^1.3 3

-131 1

55.9 9

20.0 0

24.1 1

Positivee (0)

NA A
NA A

NA A
NA A

NA A
NA A

NA A
NA A

NA A

NA A

-55.0 0

^2.6 6

-12.4 4

55.3 3

18.6 6

26.1 1

66

-43.1 1

-6.8 8

26.3 3

26.3 3

47.4 4

Riskk of non- Negativee (851)
payment t
Positivee (19)

0.95 5

0.72 2

0.38 8

55

-46.3 3

-15.1 1

64.2 2

13.1 1

22.7 7

Positivee (404)

-47.3 3

-39.8 8

-7.3 3

45.6 6

26.7 7

27.7 7

P-value e

0.00*** *

0.01*** *

0.12 2

0.09* *

P-value e

Network k

^0.4 4

Softt (119)

P-value e

Trust t

-51.7 7

52.2 2

Negativee (317)

0.68 8

Olderr contacts (404)

-52.9 9

22

-9.8 8

60.9 9

18.0 0

21.1 1

Newerr contacts (99)

-M.7 7

-36.7 7

-8.5 5

43.9 9

31.6 6

24.5 5

P-value e

0.27 7

0.09* *

0.87 7

0.17 7

Tenuree <.7 years (311) -56.9 9

-47.0 0

-10.7 7

57.1 1

18.5 5

24.4 4

Tenuree > 7 years (255) -49.2 2

-38.5 5

22

57.4 4

18.7 7

23.9 9

P-value e

0.18 8

0.00*** *

0.93 3

Significantt at 10% level = *, at 5% level = **, and at 1% level = ***.

0.89 9
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Determinants of restructuring? Econometric investigation

Too get some more general results from the survey, this section explores the data in a simple
econometricc analysis. For lack of a consensus theoretical framework dictating particular
equationss to be estimated, following the literature (for example Earle and Estrin, 1998),
potentiall determinants and control variables are regressed on enterprise restructuring
indicatorss in a large number of alternative specifications. Not all estimated equations can be
shown,, but those that are part of the general empirical approach are, illustrating the main
patternss in the data. Starting point of the approach is an equation explaining restructuring from
alll four potential determinants covered by the survey, that is: a variable for ownership,
competition,, budget constraint, and institutions. This general equation is then reduced to more
specificc equations, eliminating variables that do not have significant coefficients one-by-one,
startingg with the most insignificant.69 Subsequently, dummy variables representing the 16
enterprisee sectors, 12 regions and 4 sizes are incorporated, checking whether coefficients are
robustt to this, in the sense of remaining consistently significant and keeping the same sign.70
Tablee 6.15 gives results for equations explaining labor-productivity change
(PRODUCTIVITY)) including the central explanatory variables suggested by the bivariate
analysiss in table 6.14 (that is: the quality of laws (LAW) and the extent of competition
(COMP,, the average of Russian, further FSU, and non-FSU competition)). From general to
specific,, equations 1 to 3 show that all variables get positive coefficients, which conforms to
expectations,, except in the case of the dummy variable for state ownership (STATE 1). Now,
thee dummy variable for a hard budget constraint (HARD) and LAW are insignificant; only
statee ownership and competition have a significantly positive association with laborproductivityy change. This suggests including only STATE 1 and COMP in the baseline
regression,, but LAW keeps being included as well, since institutions are of particular interest
Throughoutt this paper, the 10% level is used as the border between significance and insignificance.
Alternativee orders of elimination produce similar results.
Also,, residuals are of course always checkedfornormality (Jarque-Bera test) and homoscedasticity (ARCH
LMM test). Moreover, the potentialformulticollinearity between explanatory variables is checked by looking at
correlationn matrices. Homoscedasticity is never rejected, and multicollinearity is only problematic in the
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inn this paper. Incorporating the dummies representing sectors (SECTORS) and regions
(REGIONS),, or sizes (SIZES), equations 4 and 5 indicate that the ownership result is robust.
COMPP loses its significance in equation 4, but this should not be seen as a disqualification of
thee competition result, as different sectors and regions are likely to be associated with different
competitionn themselves. In other words, there may be a muhicollinearity problem here.
Incorporatingg the control dummies in alternative ways (including as in equation S), it turns out
thatt COMP only loses its significance if sector dummies are included. The existence of a
multicollinearityy problem between SECTORS and COMP thus seems particularly likely. This
iss substantiated by the fact that SECTORS show a relatively strong association with COMP in
correlationn matrices. Note that the P-value of the coefficient of LAW is also much reduced if
sectorr and region dummies are included, which could imply a similar problem. In this case, it
turnss out that there seems to be a multicollinearity problem with REGIONS, which is logical
ass laws in Russia can differ widely over regions. Apart from the effects of these two
multicollinearityy problems, all regression results below are also robust to the inclusion of the
controll dummies.

incidentall cases described below. However, normality of residuals is often rejected, meaning that appropriate
caree should be taken in evaluating test results based on the normality assumption.
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Tablee 6.15 OLS regressions explaining PRODUCTIVITY

cc
LAW W
STATE1 1
COMP P
HARD D

(2) )
(3) )
(1) )
-35.3*** * -33.4*** * -26.5*** *
(0.00) )
(0.00) )
(0.00) )
4.3 3 3.22 (0.23)
(0.11) )
25.5*** * 17.7** *
14.6* *
(0.01) )
(0.05) )
(0.10) )
4.4 4 5.77 (0.07)* 5.8** (0.06)
(0.18) )
2.7 7
(0.65) )

SECTORS S
REGIONS S
SIZES S
315 5
NN
Adjustedd R2 0.02** *
(0.03) )

(4) )
(5) )
(6) )
7.7 7
-47.2*** *
-36.3*** *
(0.87) )
(0.01) )
(0.00) )
2.0 0
3.0(0.27) ) 5.3**** (0.01)
(0.46) )
21.4** *
18.8** *
8.99 (0.20)
(0.02) )
(0.04) )
3.9 9 6.0** (0.07) 4.1** (0.09)
(0.23) )

Yes s
Yes*** *
388 8
0.01** *
(0.05) )

397 7
0.01** *
(0.05) )

Yes s
388 8
383 3
381 1
0.09*** * 0.011 (0.20) 0.02*** (0.01)
(0.00) )

P-valuess in parenthesis; Significant at 10% level = *, at 5% level = **, and at 1% level = ***.

Althoughh the significantly positive effect of competition and the insignificance of a hard
budgett constraint are verified, in light of the previous discussion, there are two surprising
resultss in table 6.15. First, state ownership has a significantly positive effect on laborproductivityy change (whereas it is insignificant in table 6.14), and second, the quality of laws is
insignificantt (whereas it is significant in table 6.14).
Somee jumps in the residuals of baseline regression 2 suggest that some outliers could
bee driving these results, as shown by figure 6.1. In a statistical sense, several of these jumps
aree indeed associated with outliers, as their calculated studentized residuals turn out to be
biggerr than |2| (the rule-of-thumb cut off). Re-estimating equation 2, STATE 1 only becomes
insignificantt (but stays positive) once every observation with a studentized residual larger
than n
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Figuree 6.1 Residuals of baseline regression
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|2.5|| is left out (7 in total). The result is equation 6, which also shows that the competition
resultt is hardly changed, but LAW is turned into a significant determinant of labor-productivity
changee again. Interestingly, the latter already happens once only the biggest outlier
(observationn 271; studentized residual: 11.4) is left out. However, though these are indeed
outlierss from the statistical viewpoint, from the intuitive viewpoint they are not: the other
attributess of these observations suggest nothing special about them.71 Thus, though the results
withoutt outliers may conform more to expectations, it is fairer to stick to taking the survey
dataa at face value.
Previouss studies do indicate that privatization per se is not related to better
performancee of Russian enterprises (see Moers, 2000b), but here it is even found that no
privatizationn has a significantly positive effect on restructuring. Similar results are obtained
whenn using alternative ownership variables available from the survey instead of STATE 1.
Regardingg specific enterprise forms, it is the joint-stock enterprise that shows significantly less
restructuringg than the state enterprise. As an aside, this significance is lost if both STATE 1
andd dummy variables for the different enterprise forms (compared to the state-enterprise form)
711

Also, according to my contact person at IET the associated enterprises are 'normal units'. From the intuitive

viewpoint,, there may be a better case for leaving out the observations associated with the fiiel and energy
sectorss and/or the Kaliningrad region (see Earle and Estrin, 1998). However, re-estimating equation 2
accordinglyy hardly changes results.
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aree included in the specifications, while the former is significantly positive again. This
implicitlyy says that the exact enterprise form has no effect on labor-productivity change
beyondd the distinction between state and private ownership.
Estimatingg baseline regression 2 using alternative institutional variables available from
thee survey instead of LAW produces similar results as welL including insignificance of these
variabless in general Nevertheless, the quality of trust (TRUST) comes close to significance,
andd the number of years that the respondent is working in his position (TENURE) is certainly
significant,, as shown in table 6.16. Since a dummy variable for a tenure of more than 7 years is
nott significant, it seems that the respondent already holding his position before market reforms
begann is not as important for labor-productivity change as his actual tenure number of years.
Thiss may suggest that it is not as much having origins in the nomenklatura network, but having
enterprise-specificc knowledge gained by years of experience which is good for restructuring in
Russiann industrial enterprises. In any case, this result runs against the finding by Barberis,
Boycko,, Shleifer and Tsukanova (1996), who argue that it is the bringing of new human
capitall (that is: shorter tenure) into Russian shops which is positive for restructuring. An
explanationn for these different findings may lie in the different nature of industrial enterprises
andd shops (see Moers, 2000b). Running an industrial enterprise probably needs much more
enterprise-specificc skills (that is: longer tenure) than running a shop needs shop-specific skills.
Equationss 1 to 3 of table 6.16 display results of a general-to-specific exercise starting off by
includingg a variable for all three categories of institutions covered by the survey (that is:
formal,, informal and networks) at the same time. It shows the case for including TENURE in
thee baselineregression,next to STATE1, COMP, and LAW, as in equation 4.
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Tablee 6.16 OLS regressions explaining PRODUCTIVITY, using alternative institutional
variables s

cLAW
c W
TRUST T
TENURE E
STATE1 1
COMP P
NN
Adjustedd R2

(1) )
-59.5**** (0.00)
3.4(0.31) )
3.4(0.17) )
1.2**** (0.00)
27.5*** (0.02)
7.9** (0.06)
271 1
0.05**** (0.00)

(2) )
-51.5**** (0.00)

(3) )
-38.0**** (0.00)

(4) )
-47.0**** (0.00)
4.11 (0.20)

3.4(0.16) )
1.2**** (0.00)
22.0*** (0.05)
7.8** (0.06)
275 5
0.04**** (0.00)

1.0**** (0.01)
19.3** (0.07)
7.0** (0.07)
286 6
0.03**** (0.01)

1.1**** (0.01)
24.0*** (0.03)
6.9** (0.09)
280 0
0.04**** (0.01)

P-valuess in parenthesis; Significant at 10% level = *, at 5% level = **, and at 1% level = ***.

Insteadd of COMP, variables for the extent of competition from enterprises in Russia
(COMPRUS),, the rest of the FSU (COMPFSU), and further foreign countries (COMPFOR)
cann be included separately in the baseline regression, to check where the most effective
competitionn comes from. As table 6.17 illustrates, results confirm that the significantly positive
effectss of competition on labor-productivity change originate in non-FSU competition (see
sectionn 6.5). Similar results are obtained when including TENURE as well, which itself again
getss significantly positive coefficients. As an aside, note that the ownership result turns out to
bee not completely robust after all, and LAW gets a significantly positive coefficient in equation
1.. In any case, according to table 6.17, there is a case for including COMPFOR instead of
COMPP in the baseline regression, as in equation 3.
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Tablee 6.17 OLS regressions explaining PRODUCTIVITY, using alternative competition
variables s

0) )
-25.3*** (0.02)
cc
LAW W
5.1** (0.07)
STATE1 1
2.66 (0.78)
1.3(0.65) )
COMPRUS S
COMPFSU U
COMPFOR R
NN
588 8
0.000 (0.33)
Adjustedd R2

(2) )
-19.6*** (0.02)
3.77 (0.20)
11.7(0.21) )

(3) )
-34.0**** (0.00)
3.9(0.13) )
13.55 (0.12)

0.11 (0.98)
463 3
0.000 (0.36)

5.5**** (0.01)
410 0
0.02**** (0.01)

(4) )
-28.9**** (0.01)
3.33 (0.23)
15.4** (0.09)
-1.4(0.63) )
0.55 (0.85)
5.3*** (0.02)
388 8
0.02*** (0.04)

P-valuess in parenthesis; Significant at 10% level = *, at 5% level = **, and at 1% level = ***.

Thus,, the ultimate baseline regression arrived at for labor-productivity change is equation 1 in
tablee 6.18, and the unexpected results for the effects of state ownership (significantly positive)
andd institutions (insignificant) generally remain. Note that LAW is again significant in equation
1,, but, as has been shown, this result is not robust. The results for TENURE, STATE 1, and
COMPFORR are robust however. The evidence says that longer tenure, state ownership and
moree (non-FSU) competition have a positive effect on labor-productivity change in Russian
industriall enterprises.

Tablee 6.18 OLS regressions explaining PRODUCTIVITY, ultimate baseline

0) )
CC
LAW W
TENURE E
STATE1 1
COMPFOR R
NN
Adjustedd R2

-47.8**** (0.00)
5.1** (0.10)
1.1**** (0.00)
21.5*** (0.04)
6.3**** (0.01)
293 3
0.05**** (0.00)

P-valuess in parenthesis; Significant at 10% level = *, at 5% level = **, and at 1% level = ***.

Thee surprising results for ownership and institutions above may be related to laborproductivityy change hiding the difference between passive and active restructuring (see section
6.3).. In any case, it is useful to do a similar econometric analysis for the latter two separately
ass well. Table 6.19 shows results for equations explaining employment change
(EMPLOYMENT),, that is: passive restructuring. It shows that better laws and more
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competitionn are associated with higher, and state ownership and a hard budget constraint with
lowerr employment growth. However, from general to specific, the only variable which
survivess as being significant is LAW, leading to equation 4 as the baseline regression for
employmentt change. This equation is not robust to the inclusion of sector and region
dummies,, but that is duee to the multicollinearity problem mentioned above, and thus does not
disqualifyy the LAW result. Substituting other institutional variables available from the survey
forr LAW in equation 4 generally leads to similar results. Thus, better institutions in general
seemm to go with higher employment growth, that is: less passive restructuring.

Tablee 6.19 OLS regressions explaining EMPLOYMENT
(6) )
(5) )
(4) )
(2) )
(3) )
(1) )
-38.7 7
-29.7*** *
-49.5*** * -50.8*** * -47.9*** * -47.9*** *
(0.00) )
(0.00) )
(0.00) )
(0.00) )
(0.00) )
(0.15) )
2.5** * 0.88 (0.43) 2.2** (0.08)
2.6(0.21) ) 3.0** (0.10) 2.5** *
LAW W
(0.04) )
(0.05) )
STATEE 1 -6.00 (0.38) -7.44 (0.20) -0.99 (0.81)
1.11 (0.66) 0.99 (0.66)
COMP P
-0.99 (0.84)
HARD D
Yes*** *
SECTORS S
Yes s
REGIONS S
Yes*** *
SIZES S
876 6
866 6
336 6
417 7
875 5
876 6
NN
0.29*** * 0.02*** *
Adjusted d 0.000 (0.63) 0.00(0.19) ) 0.000 (0.13) 0.00** *
(0.00) )
(0.00) )
(0.05) )
R2 2

cc

P-valuess in parenthesis; Significant at 10% level = *, at 5% level = **, and at 1% level =

Tablee 6.20 shows results for equations explaining sales change (SALES), that is: active
restructuring,, which is ultimately most needed to foster growth. All variables get positive
coefficients,, but only LAW and COMP survive as being significant, leading to equation 3 as
thee baseline regression for sales change. Again, this equation is not (completely) robust to the
inclusionn of sector and region dummies due to the multicollinearity problem mentioned above,
thuss not disqualifying the results however. Estimating the baseline regression with other
institutionall variables available from the survey instead of LAW generally gives similar results
again.. Thus, both better institutions in general and more competition seem to stimulate active
restructuringg indeed. Estimating equation 3 with other variables for the extent of competition
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availablee from the survey shows that the competition result again originates in non-FSU
competition,, while keeping institutions significant as well

Tablee 6.20 OLSregressionsexplaining SALES
(2) )
(3) )
(4) )
(1) )
-84.4***
*
-85.3***
*
-84.3***
*
-43.1
1
cc
(0.00) )
(0.00) )
(0.00) )
(0.38) )
LAW W
7.0*** * 6.2*** (0.03) 6.1*** (0.03) 3.77 (0.17)
(0.01) )
STATEE 1 16.9** (0.09) 8.99 (0.34)
COMP P
5.6** (0.10) 7.2*** (0.03) 7.0*** (0.03) 5.4** (0.10)
HARD D
1.11 (0.85)
SECTORS S
Yes** *
REGIONS S
Yes*** *
SIZES S
NN
317 7
392 2
467 7
392 2
Adjusted d
0.02** *
0.02** *
0.02*** * 0.11*** *
R2 2
(0.03) )
(0.02) )
(0.01) )
(0.00) )

(5) )
-83.8**** (0.00)
5.8*** (0.04)

6.9*** (0.04)

Yes s
387 7
0.01** (0.07)

P-valuess in parenthesis; Significant at 10% level = *, at 5% level = **, and at 1% level = ***.

Analyzingg active and passive restructuring separately thus indeed reveals that the regressions
explainingg labor-productivity change are obscuring the underlying pattern. Better institutions
turnn out to stimulate both sales and employment change, in combination contributing to their
previouslyy found insignificant association with labor-productivity change. Note that this
combinationn of better institutions having a positive effect on active restructuring and a
negativee effect on passive restructuring, from a political-economy perspective, is actually the
bestt of both worlds: increasing sales while decreasing layoffs. The positive effect of state
ownershipp on labor-productivity change turns out to be not transferable to sales and
employmentt change separately. Ownership does not show a significant association with either
off the latter two. More (non-FSU) competition is consistently beneficial for both sales and
labor-productivity,, but insignificant for employment change, and thus also not associated with
moree layoffs, which is again rather nice from the political-economy perspective. Finally, a hard
budgett constraint is consistently insignificant for either sales, employment, or laborproductivityy change. Recall that this result may be biased against significance, as the survey
couldd be overestimating the hardness of budget constraints.
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Conclusion

Bothh IET's panel and its sample responding to the survey described in this paper do quite a
goodd job in tracking the structure of Russian industry in general. The survey questions allow
forr an investigation into the effects on enterprise restructuring in Russian industry of
ownership,, competition, budget constraints and institutions respectively.
Onn their own, the survey answers first and foremost confirm the devastating crisis
experiencedd by Russian industry between the start of market reforms and September 1999.
Thee response on ownership shows just how far privatization in Russian industry has gone:
roughlyy 90% of the responding enterprises can be classified as privatized, up from no private
ownershipp at the start of 1992. The opening-up of markets has gone much less far: the
intensityy of competition is still rather low, particularly from the side of foreign enterprises.
Budgett constraints seem to be harder than expected, but the survey may be overestimating
this.. Finally, formal institutions are overwhelmingly judged negatively, to some extent
substitutedd for by a relatively positive evaluation of informal institutions, and the networks
rulingg Russian industry seem to be still largely of a nomenklatura nature.
Ironically,, a preliminary investigation of the survey data indicates that (un)important
determinantss of enterprise restructuring in Russian industry are exactly those on which,
accordingg to the response per se, least (most) reform has been accomplished. That is: stronger
(non-FSU)) competition and better (formal and informal) institutions go with more
restructuring,, while privatization and harder budget constraints do not. Admittedly, the latter
resultt may be distorted, to the extent that the hardness of budget constraints is overestimated
byy the survey. Nevertheless, these results may be interrelated. Stronger competition and better
institutionss may be necessary conditions for more restructuring, without which privatization
and/orr harder budget constraints cannot provide the right incentives. The substitution, to some
extent,, of informal for formal institutions may have prevented even worse restructuring
figures,, but the results also suggest that better formal institutions in general would have led to
furtherr improvements. While trust plays a more positive role than networks, the best
restructuringg figures are obtained under a better quality of laws. In the end, the rule of law
seemss a prerequisite for Russia to benefit from the kind of transactions that can make a market
economyy thrive.
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Thesee results are of course only tentative. In a more general econometric analysis they
doo not all survive. In particular, regressions explaining labor-productivity change show some
unexpectedd results. However, these are obscuring the underlying pattern, as shown by
regressionss explaining sales and employment change separately. According to the econometric
resultss the most important determinants of sales change are exactly the same as according to
thee preliminary results. Thus, active restructuring, which is most important for growth, is most
stimulatedd by better institutions and more (non-FSU) competition. The econometric results
alsoo show that better institutions have a negative effect on passive restructuring. This can be
interpretedd positively from a political-economy perspective, as better institutions may thus not
onlyy allow enterprises to create more growth, but also to have less layofls. On similar note, it
iss also rather nice that more (non-FSU) competition does not go with more layoffs.
Thesee results suggest that Russian policies should focus more on stimulating
competitionn and building institutions. Incidentally, this could also help the development of the
dee novo sector, which is the main source of rapid growth in manufacturing in the more
advancedd transition countries, in particular Poland (for example Johnson and Loveman, 1995).
Inn the Russian case, to say the least, privatization (cum liberalization) has not created the
hoped-forr market pressure to fuel the development of the competition and institutions needed
forr proper enterprise restructuring.
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Full questionnaire

Onn the next pages, this appendix first gives the English translation of the questionnaire sent
outt by IET in September 1999, consisting of its one-page monthly business-cycle survey and
thee one-page special survey. Second the original Russian version, as received by respondents,
iss given.
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1039188 MOSCOW, GAZETNY PER, 5
Instituteeforthe Economy in Transition
IET,, SURVEYS DEPARTMENT
INDUSTRIALL BUSINESS-CYCLE SURVEY NO. 88
PHONE:: (095) 229-93-91, FAX: (095) 203-88-16SEPTEMBERR 1999
E-MAIL:: tsukhlo@iet.nl, HTTP://www.iet.ru/
PLEASEE FILL IN AND RETURN IMMEDIATELY AFTER RECEIVING!
FillFill in only one answer for each question.
IfIf a question is not applicable for you, fill in N/A.
Howw will change IN THIS month compared to the previous one Up p
Same e
Down n N/A A
thee physical volume of your PRODUCTION
thee average PRICESforyour production
diee physical volume of SOLVENT demand (in money!)
diee volume of BARTER DEMAND (in goods!)foryour production
Howw do YOU ASSESS the current physical volume of:
Above e Normal l
Below w N/A A
normal l
normal l
thee PRODUCTION in your enterprise
thee solvent DEMANDforproduction
thee EXPORT demandforproduction
thee STOCKS offinishedproduction
How,, IN YOUR OPINION, will change in the next 2-3 months: Up_ _
Same e
Down n N/A A
tiietiie physical volume of your PRODUCTION
thee average PRICESforyour production
thee physical volume of SOLVENT demand (in money!)
thee volume of BARTER DEMAND (in goods!)foryour production
Howw does the intensity of COMPETITION on your salesUpward dNo o
Downward d Hardd to assess
marketss influence:
influence e
thee volume of your PRODUCTION
yourr sales PRICES
thee COST PRICE of your production
Howw many persons are currently employed in your enterprise:
1-50 0
51-200 0 201-500 0 501-1000 0 1001-2000 02001-5000 05001-10000 010001-20000 0>20000 0
1
22
3
4
5
6
7
8
9
Enterr the code number or the name of your industrial sector:
Iff you want to preserve anonymity of answers, men please do not fill in the part of the survey below, or detach
andd return it,filled-in,in a separate envelope. This information is used for die maintenance of the database of
addressess of respondents and the sending-out of the results to enterprises.
Surname,,firstname, patronymic (in full)
Position n
E-maill address
Namee of enterprise
Statuss of enterprise: state enterprise, joint-stock enterprise, leased facilities, limited-liability enterprise, other
Postall address of enterprise (including zip code)
PLEASEE ALSO FILL IN THE BACK SIDE OF THIS SHEET!
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Dearr participants of the business-cycle surveys!
Thee market reforms have changed a lot in our economy. The traditional statistical data reflect
changess of demand, output, and prices. However, they do not give a direct answer to one of
thee main questions - how have the conditions of work of enterprises changed, has the
economicc and legal environment become more comfortable for producers. It is possible to
appraisee the comfort on the basis of subjective evaluations of managers of enterprises. Only
theyy are able to summarize the influence of the vast number of formal and informal factors,
whichh in reality have influence on the condition of enterprises. The additional questions of the
Septemberr survey are devoted to this theme.
1.. With respect to the start of 1992, approximately which % constitutes currently the physical
volumee of SALES (FOR MONEY) of the production of your enterprise?
%
2.. With respect to the start of 1992, approximately which % constitutes currently the
NUMBERR OF WORKERS in your enterprise?
%
3.. How many % of the VOTING shares of your enterprise belongs to the state (federal or
locall authorities)?
%
4.. What do you think, have the STRATEGIC PERSPECTIVES of your enterprise improved
inn the course of market reforms? 1) yes 2) no 3) hard to assess
5.. If, in the course of market reforms, on your enterprise would have been hanging a REAL
THREATT OF BANKRUPTCY, could you have counted ON HELP FROM THE OUTSIDE
(thatt is: from the side of the state, banks, investors, and the like), in order to avoid
bankruptcy?? 1) yes 2) no 3) hard to assess
InIn the course of market reforms, which influence have the following factors had on the
BUSINESSS ENVIRONMENT of your enterprise:
rather r definitely y
no o
definitely y rather r
negative e negative e influence e positive e positive e
6.. federal and local laws
7.. corruption and criminal situation
8.. the risk of non-payment for your
goods s
9.. the level of trust in the relations
off the people
10.. Could you assess, in the course of market reforms, which PERSONAL TIES
(CONTACTS)) have helped you most to solve the problems of your enterprise? 1) those
acquiredd before the start of 1992 2) those acquired after the start of 1992 3) none

Changingg languages:
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1039188 MOCKBA, TA3ETHUft IIEP, 5
HHCTHTVTT 3KOHOUHKH nepexQAHOTO nepMooa
H 3 n n tt c a y a c E A O O P O C O B
KOtfblOHKTyPHUftt OnPOC nPOMhllUJIEHHOCTH
T u n f M :: (095) 229-93-91, #ucc: 203-88-16
N88 8
c-—fl:: tsukhlo@ietru, http^/www.ietru/
CEHTflBPbb 1999
noaCAJiyftCTA,, 3AnOJlHHTE H OTOWJIHTE OBPATHO CPA3Y IK) nOJIYHEHHH!
OmMtHaimtOmMtHaimt monbKO odny KMemxy omtema HO itaxduü
eonpoc
ECMUECMU eonpoc He ujueem dxa Bac CMHCKZ, omAievaüme HET OTBETA
K MM B 3T0M Mecaue no CTMBHCHHIO C npGAMAvmtui
pOCT T
HCTK3-CHM-XeHHe e
HSMeHaerca a
HeHeHHH H
4>K3HHecKHiii ooieM Bauiero nPOM3BOflCTBA
Cpganee UJBHbl m Bamy npoAynimo
«tHomecuiii OGMM lUIATBKECTIOCOBHOrO (3a
AfiHbni!)) enpoca
OGUMM BAPTEPHOTO (3a toaapu!)CTIPOCAna Bamy
npQAyKUHio o

Kaxx BH OUEHHBAETE Terynud* $H3traeci«ft ofoeu:

suine e

HOpMa--

HQOMH H

JUtHldl l

T1POH3BOACTBAA Ha BameM npeAnpiumiH
fXjiaTeicecnocröiiorooCTIPOCAHa npaaymiHio
3KCnOPTHOP00 enpoca m rqxuryKumo
3ATLACX)BB rtrroaoit npoflymiiH
Kar,, ITO BAIUEMY MHEHHK), IOMCHHTC» B cncnyiomHe Bospacxer r
2-33 neem*:
4>H3HMeamitt often Bamero nPOH3BOACTBA
CpcwflKK UEHM Ha Bamy npo,ayicumo
«Nomeaadtt o f e m nflATEXECnOCOEHOTO (3a

Hinre e
noptm m

Her r
omera a

HeK3 3

Memnca a

ACHUTH!)) enpoca

OGKMM BAPTEPHOTO (saroaapu!) CTIPOCA na Bamy
npoxyicumo o
KUII BJIltMT HHfeHCHBHOCTb

BCTOpOHy y

HHKaKH H

BCTOpOHy y CJHHKHOO OUCHKTb

yeejiHWHHa a BJIHUCT T
KOHKYPEHUHH H
CHHXCHIM M
saa Banna pumax cfiura na:
OGMMM Bauiero nPOH3BOflCTBA
BamHHOTnycKHueUJSHbl
CEEECTOHMOCTbb Bauiei npoflyiciWH
CKOJIUCOO NfcnoBCK ceftqac 3aHjrro Ha BameM npeAnpHXTHH:
1-50 0 51-200 0 201-500 0 501-1000 0 1001-2000 0 2001-5000 0 5001-10000 0 10001-20000 0 >20000 0

1
22
3
4
5
88
yïcaxKree KOA OKOHX turn H33BaHHe Bauieff OTpacnx:
ECMUECMU Bbt xomume coxpanumb anonuMHOcmb omtemoe,
noatcanyücma, ue 3anoAHHüme
HUXHtoK)HUXHtoK) nacntb aHxemu unit, 3<MOAHU8, omopeume ee u omnpasbme e omdexbHOM Koueepme.
3ma3ma umpopMauu* ucnoAb3yemcH dxx noddepotcanuR 6asbi dannbtx adpecoe pecnoHdeumoe u
vaccuMKuvaccuMKu pejyMhmamo» HO npednpuxmu*.
OO Ji.O4n0Jut0CTuo).
Aojawocrv v
AApecaxerrpoHHOHH noini (e-mail)
Hasaauiiee npcArqHtaTiu
CTBTVCC npejmpttrnu: Toe, A/O, ATI, OOO, xpyrafi _
nogroaMHH am>ec npcuoipwiTiiii (c HHfteiccoM)
nOXCAJiyftCTA,, 3AnOJIHHTE H OBPATHYIO CTOPOHY 3TOrO JIHCTA!
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YBaxcaeMbiee ynacTHHKH KOHiioHKTypHbix onpocoB!
PbiHOHHbiee pe$opMbi MHoroe H3MCHHJIH B Hamei* 3KOHOMHKC H3MeHeHHe cnpoca, Bunycica,
ueHH OTcne»CHBaK)T TpaAHUHOHHbie cTaTHCTHHecKHe AaHHbie. Ho OHH He AatoT npuMoro
OTBeraa Ha OAHH H3 niaBHbix BonpocoB - KaK H3MeHHJiHCb yonoBH» paöoTw npennpHHTHH,
cranaa JIH 3K0H0MHHecicaa H npaBOBaa cpeaa 6o/iee KOM^ODTHOH AJI» npoH3BOAHTejieH.
OuCHHTbb KOM(t>OpTHOCTb MOJKHO Ha OCHOBe Cy&beKTHBHMX OljeHOK

pyKOBOflHTeJiefi

npeAnpHSTHH.. TojibKO OHH cnocoÖHbi cyMMHpOBaTb B03AeftcrBHe orpoMHoro HHCJia $opMajibHbixx H He^opMajibHbix t^aicropoB, peajibHo BJiHfliomHX Ha nojioxceHHe npeanpHATHM.
3TOHH xeMe nocBuiueHbi AonoJiHHTejibHbie Bonpocu cem-tópbCKOH aHxeTbi.

%%

1.. Kaxofi npHMepHO % no OTHOuieHHio K Hawany 1992 roAa cocraBJiser
cefiHacc $H3HHecKHH o6i>eM ITPO^HA^ (3A /tEHLfH) npoayicuHH
Bauieroo npeAnpmrrafl?
2.. KaKOH npHMepHO % no OTHOiueHHio K Hanany 1992 ro^a cocTaBjineT
cefiiacc HHCJIEHHOCTb 3AHflTbIX Ha BauieM npeAnpHaraa?
3.. CKOJibKO % rOJIOCYIOlUMX aicuHH Bamero npeAnpHHTHH
npHHaAJie)KHTT rocyaapcTBy ((heaepajibHbiM HJIH MecTHbiM BjiacniM)?
4.. KaK Bw CHHxaeTe, yjiyniuHJiHCb JIH CTPATErHMECKHE IIEPCnEKTHBMM Bauiero npeflnpHHTHH B xoAe pwHOMHbix pe<f>opM?

5.. ECJIH 6w B xoAe pwHOMHbix pe(J)opM HaA BauiHM npeAnpuHTHeM
HaBHCJiaa PEAJ1LHAÜ YTP03A BAHKPOTCTBA, MOHIH 6u Bbi
paccMHTUBaTbb HA IIOMOIIU> H3BHE (T.C co CTODOHU rocyaapcTBa,
ÖaHKOB,, HHBeCTOpOB H T.n.), HTOÖbl H36«KaTb 6aHKpOTCTBa?

l)Aa a
2)HeT T
3)) CJIO)KHO
oueHHTb b

l)*a a
2)HCT T
3)) CJIOXHO
OUeHHTb b

Kaxoee
BjiHAHHe B xoAe
PMHOHHHX
pe4>opM OKa3biBajiH Ha a
OyHKUjHQHHPOBAHHgg Bamero npejnpHgTHa cjiejyiomHe (ftaicTopbi:
onpeAeneHHO O CKopee e
OTpHua-orpHua-TejibHoe e
TeJibHoe e

H H --

Kaxoro o

CKopee e
nojioxcH-TCJIbHOe e

yCJIOBHfl l
onpeAeneHHO O

noJioncH-TejibHoe e

6.. (JKAepaiibHbie H
MecTHbiee 3aK0Hbi
7.. Koppyniuu H
KpHMHHaJIbHaX X
cHTyauHH H
8.. PHCK Heruiarexeft

3aa BauiH TOBapu
9.. ypOBeHb Aoeepiu B
OTHOUieHHflXX JIIOAefl
10.. He MorjiH 6u Bw oueHHTb, icaKHe JIHHHME CBÜ3H (KOHTAKTM) öojibuie Bcero
noMonuiHH Baa* pemaTb npoÖJieMU CBoero npeAnpHfmui B xo^e pbmoMHbix pe<|>opM?
1)) npHo6pereHHbie AO Hanana 1992 roAa
2)) npHo6pereHHbie nocne Hanajia 1992 roaa
3)) HHKaKHe
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Furtherr questions in full

Ass stated in the main text, besides the enterprise-level response to the special questions, IET
alsoo provided this response to four further questions relevant for the current paper. This
appendixx first gives their translation into English, and second their original Russian version, as
receivedd by respondents. The first two questions come straight from the September 1999
business-cyclee survey; the other two were periodically asked by IET before.

1.. How many persons are currently employed in your enterprise:
1-50 0 51-200 0 201-500 0 501-1000 0 1001-2000 0

2001-5000 0

5001-10000 0

11

10001-20000 0

>20000 0

88

2.. Status of enterprise: state enterprise, joint-stock enterprise, leased facilities, limited-liability
enterprise,, other

3.. How many years are you working in the mentioned position?,72 2

4.. What kind of COMPETITION does your
enterprisee currently face on its sales markets
fromfrom the side of:73
RUSSIANN enterprises
Foreignn enterprises from the FSU

hard d
to o
strong g intermediate e weak k none e assess s

Foreignn enterprises from outside the FSU

Changingg languages:

Thiss question is asked every May. The most recent enterprise-level response was obtained (May 1999).
733

This question has been asked every April and October, since October 1995. The enterprise-level response

wass also obtainedfromthis period on, until the most recent one (April 1999).
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1.. CKOJibKO nejiOBeK ceftnac 3aHHTO Ha BauieM npeAnpHHTHH:
1-50 0 51-200 0 201-500 0 501-1000 0 1001-2000 0

2001-5000 0

5001-10000 0

10001-20000 0

>20000 0

2.. Cra-ryc npcanpHHTHa: foe, A/O, AIT, OOO, apyrofi

3.. CKOJibKO JieT Bbi paöoTaere B yKa3aHHofi AOJDKHOCTH?

4.. Kaicyio

KOHKYPEHUHK) )
omyiuaerr ceitaac Bauie
npeflnpHJiTHee Ha CBOHX

pbiHicaxx cGbrra co cropoHw:

POCCHftCKHX X
npeAnpHflTHfi i
npeflnpHjrrnHH EittDKHETO
3apy6ewba a

npeflnpHHTHftt MJn>H£ro
3apy6eHCbH H

CHJIbHyK) ) Y M e p e H H y i o o cjiaöyio

o

HHKaKOH H

CJÏ03KHO O
OUeHHTb b

Chapterr 7
Capitall flight from transition countries
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Introduction

Capitallflightis one of the main problems transition countries have to overcome in order to get
onn a path of sustainable growth. It directly reduces the available resources to finance domestic
investmentt and growth. Besides, because governments have difficulty taxing wealth held
abroadd as well as income generated from that wealth, the ability of the government to tax is
reduced.. As government revenues fall with the erosion of the tax base, there is an increased
needd to borrow from abroad, raising the foreign-debt burden, or greater recourse to domestic
monetaryy financing, raising the inflation rate. Moreover, in the short run, capital flight can
havee potentially destabilizing effects on domestic interest rates, the exchange rate, and
internationall reserves.
Thus,, certainly from a policy perspective, it is important to know the main
determinantss of capital flight. There have been a few studies that empirically investigate the
potentiall determinants of capital flows for transition countries, most comprehensively
Garibaldi,, Mora, Sahay and Zettelmeyer (2001, henceforth GMSZ).74 Their econometric
analysiss points to the importance of the quality of institutions. However, we are aware of no
suchh study on capitalflightfromtransition countries so far.
Thiss must be due to the lack of data on capital flight from developing countries in
general,, and from transition countries in particular. The main source for comparable data on
capitall flight from developing countries so for has been Claessens and Naudé (1993).
However,, this data just covers six transition countries, all from Central and Eastern Europe
(CEE),, and only runs until 1991. Sheets (1995) is the only study so for we know of that
calculatess similar capital flight measures concentrating on transition countries. However, he
justt does so for (former) Czechoslovakia, Hungary, Poland, and Russia, and only for 1988-93.
Somee other studies focus on capital flight from Russia, for example Tflchomirov (1997),
744

Earlier studies are Calvo, Sahay and Végh (1996) and Claessens, Oks and Polastri (1998).
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Loukinee (1998), Abalkin and Whalley (1999), and Loungani and Mauro (2000), but as yet we
aree not aware of an effort to create a comprehensive data set on capital flight from transition
countries. .
Followingg the methodology by Claessens and Naudé (1993), we construct the World
Bankk residual (WB residual), Morgan, Cline, Dooley and Trade misinvoicing measures of
capitall flight for 22 countries from CEE and the former Soviet Union (FSU) for 1989-99."
Thiss (unbalanced) panel data is then used to investigate econometrically the potential
determinantss of capital flight from transition countries, drawing on the data set of right-handsidee variables constructed by GMSZ. Since the latter stress the importance of institutional
hindrancess for capital flows, we include more comprehensive data on institutions, taken from
Grogann and Moers (2001), to check whether these are important for flight as well.
Sectionn 7.2 will discuss our measures of capital flight and their construction. The
calculatedd flight data for transition countries will be described on its own in section 7.3.
Sectionn 7.4 will treat its potential determinants. This will pave the way for presenting our
panell estimations to find out what is really important for capital flight from transition countries
(andd what not) in section 7.5. Section 7.6 will conclude.

7.22

Capital flight measures

Capitall flight always concerns a subset of private capital flows, but the question is exactly
whichwhich subset. Conceptually, it may be argued that the 'normal' desire of investors to diversify
theirr portfolios does not constitute capital flight (for example Cumby and Levich, 1987). In
thiss view, the motivation behind capital flows determines whether or not they are considered
flight.flight. Only those capital outflows that are not motivated by (normal) investors' practices of
assett diversification (in order to minimize portfolio risk, increase portfolio returns, etcetera),
butt rather by (abnormal) increasing country risk (growing economic and political uncertainty,
etcetera)) are treated as capital flight. However, in practice, a proper distinction between
normall and abnormal flows has turned out to be impossible to make. Therefore, though some
755

Out of the 25 countries with European BankforReconstruction and Development (EBRD) operations, none
off these measures could be calculated for Slovenia, Tajikistan and Uzbekistan.
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doo make use of elements of this distinction, the most widely used measures of capital flight are
broader,, including more categories of capital flows than just those that are considered to be
abnormal.. In this more pragmatic view, the effect of capital flows determines whether or not
theyy are considered flight. Any capital outflows that are thought to have negative
consequencess for the economic development of a country are treated as capital flight, which
cann be any increase inforeignassets by the private sector, no matter how motivated. Claessens
andd Naudé (1993) cite four widely used measures of capital flight: the hot money, residual,
Dooleyy and trade misinvoicing measures. The former three are measures that are substitutes
conceptually,, the latter can be addedd as a complementary measure. The starting point for all is
balance-of-paymentss (BOP) statistics.
Inn principle, it is possible to take the relevant part of capital flows directly from the
BOP.. Its net errors and omissions may be added to this, in its most common interpretation as
unreportedunreported private capital flows, motivated by the desire to escape domestic authorities.76 This
iss what the hot money measure (Cuddington, 1986) does, which is also the most narrow
measuree of the four, in the sense that it stays closest to aiming to measure only abnormal
capitall flows as flight. Next to net errors and omissions, this measure takes all short-term
privatee capital flows as capital flight. Different hot money measures exist, as to exactly which
short-termm private capital flows they include. The focus on short-term flows as flight is based
onn the presumption that these are most easily reversible and most sensitive to fluctuations in
expectedd risk-adjusted international yield differentials (rather than long-term fundamentals).
However,, this is also the main problem with the hot money measure. First, in today's
internationall financial markets, the presumption that short-term are more volatile than longtermm flows may be quite incorrect. Even aside from possible interactions between the two (for
examplee complementarity between foreign direct investment (FDI) and short-term flows,
becausee foreign investors are hedging their earnings), short-termfinancingis often rolled over
repeatedlyy and long-term financing traded in secondary markets. Second, the motivation for
thee acquisition of short-term and long-term foreign assets is easily the same, as goes for their
domesticc effects. Furthermore, it may be possible to get a better measure of capital flight by
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This of course implicitly assumes that all errors and omissions are flight, which is not fully correct Part of

errorss and omissions is true measurement and reporting errors, unrelated to capital flight.
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usingg presumably higher-quality data than involved in calculating it directly from BOP
statisticss only. For these reasons, we do not construct the hot money measure.
Thee broadest and most widely used measure of capital flight is the residual measure.
Thiss measure makes use of the BOP identity, that is: its asset and liability side must add to
zero,, and derives the relevant part of capital flows indirectlyfromthe other BOP items. It thus
calculatess the residual of the sources over the uses of funds. There is capital flight if sources
exceedd uses, and vice-versa for capital repatriation. More specifically, the part of net official
inflowss and the net flow of FDI (sources) that is not mirrored in the current-account deficit
andd increases of official reserves (uses) is considered to be capital flight. The residual measure
thuss implicitly includes as flight all private capital flows that are not aimed at obtaining a
lastingg interest in an enterprise abroad (FDI).77 Presumably higher-quality data than the BOP
statisticss can be used for net official inflows, that is: increases of the external public debt,
takingg it from debt statistics.
Justt as different hot money measures exist, as to exactly which short-term private
capitall flows they view as flight, different residual measures exist, as to exactly which residual
theyy view as such. The WB residual measure (World Bank, 1985) is calculated as:

WBB residual = change in adjusted debt stock + FDI + corporate equities + increase in reserves
++ current account balance

,, where:
777

Note that currency substitution, the process whereby foreign currency substitutes for domestic money as a

storee of value, unit of account, and medium of exchange, which is an important phenomenon in a number of
transitionn countries, is thus largely included in the residual measure. Foreign currency is held either in the
formm of cash 'under the mattress', as deposits in the domestic banking system, or as deposits in banks abroad.
Onlyy the second form is not included in the residual measure as it does not lead to a net change in the BOP.
Currencyy substitution is often equated with 'dollarization'. However, dollarization refers to the use of foreign
currencyy only as a store of value and unit of account, whereas currency substitution refers to the stage where,
beyondd dollarization, foreign money is also used as a medium of exchange (for example Calvo and Végh,
1992).. Nevertheless, the dollar is surely the most important substitute currency. Agenor and Montiel (1999, p
111)) mention 'the commonly held view that up to 80 percent of the stock of U.S. banknotes could be
circulatingg outside the United States'. A significant part of it is thought to be in Russia.
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adjustedd debt stock = debt outstanding and disbursements, all + debt reduction - exchange
ratee impact

Severall things should be noted here. First, the BOP data gives credits with a positive and
debitss with a negative sign, which is why the different BOP items can simply be added. This
alsoo implies that, throughout this paper, capital flight has a positive, and capital repatriation a
negativee sign, as we treat all figures in a consistent way. Second, as we are following the
methodologyy by Claessens and Naudé (1993), we also include the net acquisition of corporate
equities.. This is based on the idea that, apart from establishing major ownership control,
corporatee equity flows represent a claim on the resources of a country similar to FDI.78 Third,
thee debt stock is adjusted for two things before taking changes: debt reduction is added back,
andd the impact of cross-currency exchange-rate fluctuations is subtracted. The former is
becausee forgiveness of debt, principal, and interest and other debt and debt service reductions
willl decrease the debt stock in the year it occurs, implying a lower annual change in the debt
stock,, which inaccurately suggests correspondingly lower capital flight. The latter is because
cross-currencyy exchange-rate fluctuations will make the change in the debt stock measured in
USS dollars fluctuate, which inaccurately suggests corresponding fluctuations in capital flight.
Finally,, note that, contrary to Claessens and Naudé (1993), we calculate the WB residual
inclusivee of private non-guaranteed debt (PNG), because the split of debt reduction into public
andd publicly-guaranteed debt and PNG is not available for the period under consideration. This
impliess that we are considering gross instead of net private sector foreign assets here.79
Twoo variants on the WB residual exist, which aim to exclude some flows that are
consideredd to be normal The Morgan measure (Morgan Guaranty, 1986) excludes the change
inn the foreign assets of deposit money banksfromthe WB residual:
Morgann = WB residual - change in deposit money banks
Inn any case, the statistical effect of the inclusion of corporate equities is generally close to zero for the
countriess under consideration.
Furtherr adjustments may be both appropriate and possible when calculating capital flight for a specific
country.. In their case study of Mexico, Eggerstedt, Brideau Hall and van Wijnbergen (1995) for example draw
attentionn to the fact that most capitalflightmeasures do not correct for the foreign assets held by state-owned
enterprises.. However, since we want to calculate comparable capitalflightfiguresformany countries, no
attemptt is made here to make adjustments based on country-specific information.
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Thus,, the Morgan measure considers the acquisition of foreign assets by banks to be normal,
whilee acquisition of foreign assets by other private agents is considered to be capital flight,
thoughh Morgan Guaranty (1986) offers no justification for this different treatment.
Inn turn, the Cline measure (Cline, 1987) excludes from the Morgan measure some
current-accountt items: travel, reinvested FDI income, and other investment income. Thus, this
leastt broad of the residual measures is calculated as:
Clinee = Morgan - travel and tourism - reinvested earnings, credit - reinvested earnings, debit
-- other investment income, private
Clinee (1987) basically argues that these categories should be excluded since they do not add to
capitall flight from previous capital inflows.
Thee measures above are all based on a flow concept. This does not go for the Dooley
measuree (Dooley, 1986), which seeks to capture the stock of private foreign assets that does
nott generate income reported to the domestic authorities. Trying to focus on abnormal (here:
illegal)) flows in this way makes the Dooley measure more narrow than the residual measures.
Sheetss (1995) argues that the Dooley measure cannot be reliably calculated for transition
countries,, because the data requirements are daunting, even for industrial countries with
comparativelyy reliable capital flows data. This may indeed be the case if Dooley's (1986) stock
approachh is strictly followed. However, Claessens and Naudé (1993) show that, through the
BOPP identity, residual measures and the Dooley measure are actually very similar, and a flow
versionn of the Dooley measure can be calculated as:

Dooleyy = change in adjusted debt stock + FDI + corporate equities + increase in reserves capitall and financial account - net errors and omissions - change in stock of reported assets

,, where:

stockk of reported assets = investment income / US treasury bill rate
Thiss calculation of the Dooley measure only differs from that of the WB residual above in that
itt includes an adjusted current account balance, via the capital and financial account, net errors
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andd omissions and the change in the stock of reported assets. The last thing is the essential
difference,, constituting an imputed normal capital flow being subtracted from the WB residual.
Thatt is: those private foreign assets that bring to the country officially registered investment
incomee are excluded from this flight measure. The stock of reported assets that corresponds
withh BOP investment income is calculated by using an international market interest rate, for
whichh we use the US treasury bill rate.
Eachh of the capital flight measures above can be broadened by adding trade
misinvoicingg (going back as far as Bhagwati, 1974), which does not even show up in errors
andd omissions, as the difference between the faked amount and the true amount of the trade
contractt is not registered anywhere in the BOP (neither in its credit nor in its debit side).
Exportt underinvoicing and import overinvoicing can hide capital flight, and differences in
statisticss of the reporting country and its trading partners can help identify it. After all, in
principle,, the exports (imports) by the country should equal the imports (exports) by the world
fromfrom (to) that country.80 Thus, the trade misinvoicing measure of capital flight is calculated as
thee sum of:

exportt underinvoicing = exports (world view, adjusted to FOB) - exports (country view,
FOB) )

,, where:

exportss (world view, adjusted to FOB) = exports (world view, CIF) / FOB-CIF conversion
factor r

,, and:

importt overinvoicing = imports (country view, adjusted to FOB) - imports (world view, FOB)
,, where:
Off course, not all differences in trade statistics need to be due toflight.Part of the dinerences may result
fromfrom inconsistent reporting methods, and true measurement and reporting errors.
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importss (country view, adjusted to FOB) = imports (country view, CIF) / FOB-CIF
conversionn factor

Notee that imports, which are reported CIF (cost, insurance, freight), are made comparable
withh exports, which are reported FOB (free-on-board), by a downward adjustment with a
country-specificc FOB-CIF conversion factor.
Thee above gives the rules by which we calculate the WB residual, Morgan, Cline,
Dooleyy and trade misinvoicing measures of capital flight. The specific data and sources needed
forr this are listed in appendix 7.A. In what follows, the WB residual will be used as our
primaryy measure, as it is the most widely used and broadest, most fully acknowledging the
impossibilityy of properly separating normal and abnormal flows, and the damaging effects of
savingss reductions through capital flight for financing investment and growth, and its
calculationn gives the largest number of observations.

7.33

Capital flight in transition

Lackingg even a proper theoretical definition, capital flight figures are inherently tentative. This
iss of course all the more so for transition countries, owing to their relatively weak quality of
statistics.. Nevertheless, statistics currently available do allow for calculating the capital flight
measuress above for transition countries. Appendix 7.B gives the raw capital flight data we
weree able to calculate.
Tablee 7.1 shows the data for our primary capital flight measure, the WB residual. It
illustratess that the Russian case is extreme. In particular, the August 1998 crisis is reflected in
capitall flight of roughly 60 billion US dollars for that year, which is exceptionally high by any
standard.. Russia experienced very high capital flight in general, averaging more than 23 billion
USS dollars per year over 1994-99. Among its root causes, weak institutions (for example low
propertyy rights security, high corruption), an unsettled political environment, an insolvent
bankingg system, and macroeconomic instability seem to figure prominently (for example
Lounganii and Mauro, 2000). Only 1995 shows some capital repatriation, coinciding with the

Capitall flight from transition countries

155 5

fixingfixing of the ruble to the US dollar, which thus apparently led to some temporary credibility
(thoughh it ultimately proved unsustainable of course). However, at less than 1 billion US
dollars,, this repatriation is not anywhere near the flight in the other years. Also note that
Russia'ss capital flight problem was certainly not solved in 1999. The difference between
Russiaa and other transition countries is of course less extreme on a per person basis, but at an
averagee of 160 US dollars per person per year Russian capital flight is still the highest by
far.*11 Our capital flight figures for Russia are more or less in line with those in Töchomirov
(1997),, Loukine (1998), Abalkin and Whalley (1999), and Loungani and Mauro (2000). In
thisthis light, the tentative estimate by the Russian authorities of capital flight of 11 billion US
dollarss per year in 1994-98 seems to be too low.

"" We use population instead of gross domestic product (GDP) for scaling here, in order not to add GDP
measurementt problems in transition (most recently stressed again by Aslund, 2001) to our capital flight
figures.figures. However, using GDP for scaling leads to roughly similar country rankings. GMSZ confirm that Russia
iss an exceptional case by documenting that it is the only transition country which consistently shows net capital
outflowss on the basis of the capital and financial account of the BOP (the mirror of its exceptional status in
consistentlyy having a current account surplus of course).
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Tablee 7.1 WB residual measure of capital flight (in millions US dollars, unless noted
otherwise) )
Countryy name

1989 9 1990 01991 11992 21993 3 1994 4 1995 5 1996 6 1997 7 1998 81999 9Average Perr
person
e
average e
(inn US
dollars) )
Albania a
-290 0 183 3 29 9 74 4 96 6 -91 1 -69 9 -141 1 -220 0 2 2 -89 9 -47 7
-14 4
Armenia a
NA A NA A NA A NA A NA A -46 6 -134 4 -145 5 -214 4 -98 8 -223 3 -143 3
-39 9
Azerbaijan n
NA A NA A NA A NA A NA A NA A -43 3 -171 1 47 7 -174 4 -28 8 -74 4
-10 0
Belarus s
NA A NA A NA A NA A NA A NA A -336 6 -470 0 -990 0 -778 8 106 6 -494 4
-48 8
Bulgaria a
396 6 -730 01292 2-616 6 -589 9 -603 3-1998 8 990 0 -859 9 -201 1 91 1 -257 7
-28 8
Croatia a
NA A NA A NA A NA A NA A NA A -165 5 211 1 -418 8 185 5 81 1 -21 1
Czechh Republic NA A NA A NA A NA A 461 1 -784 4 311 1 2378 8 3288 8 2705 5 -78 8 1183 3
115 5
Estonia a
NA A NA A NA A NA A NA A 45 5 45 5 -90 0 -350 0 262 2 53 3
-4 4
-6 6
FYRR Macedonia NA A NA A NA A NA A NA A NA A NA A 369 9 -450 0 99 9 -613 3 -149 9
-74 4
Georgia a
NA A NA A NA A NA A NA A NA A NA A NA A NA A 36 6 -90 0 -27 7
-5 5
Hungary y
-133 3 137 7 1S48 81286 6-2887 7 30 0 2042 2 -428 8 -1070 0 493 3 587 7 146 6
14 4
Kazakhstan n
NA A NA A NA A NA A NA A NA A 753 3 -832 2 1171 1 1633 31607 7 866 6
56 6
Kyrgyzstan n
NA A NA A NA A NA A NA A 63 3 -14 4 -253 3 26 6 -63 3 -65 5 -51 1
-11 1
Latvia a
NA A NA A NA A NA A NA A 492 2 354 4 -50 0 26 6 -186 6 -37 7 100 0
38 8
Lithuania a
NA A NA A NA A NA A NA A -97 7 -500 0 -68 8 -537 7 -412 2 380 0 -206 6
-55 5
Moldova a
NA A NA A NA A NA A NA A 33 3 45 5 -79 9 -44 4 -76 6 10 0 -19 9
-5 5
Poland d
-2640 03938 86218 8-4436 6-7905 51041 1-9177 7 197 7 ^1443 3-2329 9^126 6 -2151 1
-56 6
Romania a
-829 9-1977 7-29 9 -377 7 -66 6 399 9 42 2 -206 6 -1304 4 -713 3 -517 7 -507 7
-22 2
Russian n
Federation n
NA A NA A NA A NA A NA A14149 9-889 930849 98678 859655 529335 523630 0 160 0
Slovakk Republic NA A NA A NA A NA A -222 2 1019 9 248 8 -1531 1 1180 0
2 2-1345 5 -156 6
-29 9
Turkmenistan n NA A NA A NA A NA A NA A NA A NA A 465 5 444 4 NA A NA A 455 5
115 5
Ukraine e
NA A NA A NA A NA A NA A -66 6 194 4 -249 9 444 4 2806 63706 6 1139 9
23 3
Note:: Averages are not necessarily covering the same period, because of differences in data availability.
Throughoutt this paper, we use averages covering the full periods for which data is available.

Accordingg to the WB residual, the transition country with the next highest capital flight is the
Czechh Republic, with an average flight of about 1.2 billion US dollars per year over 1993-99
(1155 US dollars per person). While this may be somewhat unexpected given its image as an
earlyy star reformer, the Czech Republic is of course also the transition country that in 1997
experiencedd the biggest currency crisis after the Russian one. This corresponds with the fact
thatt its high average flight is completely driven by 1996-98, when problems culminated, with a
clearr peak in 1997. There seem to have been two main factors behind this. First, as the Czech
korunaa was fixed to the German mark, while inflation remained at around 10%, its real
exchangee rate appreciated sharply over 1994-96. Related, a current account surplus of 2% of
GDPP in 1993 turned into a deficit of 7% in 1997. Second, remaining structural deficiencies in
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thee banking system led to a banking crisis in 1997, in which several larger banks were
liquidated.. Following the growing perception that bank and enterprise restructuring had been
lesss advanced than initially thought, there was a speculative run against the koruna, leading to
aa sizable exchange rate devaluation. Apparently credibility was not yet restored by 1998, since
capitall flight continued. However, by 1999 we saw some capital repatriation. Note that,
unsurprisingly,, the Slovak Republic seems to have been most affected by the Czech crisis in
1997.. However, the Slovak Republic was able to fend off a speculative attack on its koruna,
andd prevent a full-scale banking crisis, though strains were big enough to have its third largest
bankk collapsing.
Otherr countries with relatively high average flight (per person) according to these
figuress are Ukraine, Kazakhstan, Turkmenistan, and Latvia. The first three are among the
moree notable countries less advanced in thee transition, experiencing many problems similar to
thosee in Russia. Note that the country most affected by the Russian crisis seems to have been
Ukraine,, which had to widen its exchange rate band to the US dollar and introduced
administrativee measures to control the demand for foreign exchange in 1998. However, the
factt that a relatively strong reformer like Latvia also experienced relatively high average flight
accordingg to these figures calls for more explanation again. Like in the Czech case, a banking
crisiss seems to have been one of the main contributing factors. The Latvian banking crisis
begann when it became clear that two thirds of audited banks would record losses in 1994,
withoutt sufficient capital to absorb them. It culminated in the closure of 15 banks in 1995
(includingg one that accounted for 30% of total deposits at end-March 1995), after which
bankingg supervision and the quality of loan portfolios clearly improved. The fact that the
relativelyy high average figure for the Latvian WB residual is completely dominated by 199495,, with repatriation afterwards, is in line with this.
Off the rest of the transition countries, some show incidental capital flight, but never
resultingg in an average WB residual of more than 15 US dollars per person. In several cases
thee first couple of years of reforms are accompanied by flight, declining or reversing as
transitionn progressed. In this respect, in as far as we cover the same period and countries, we
findfind a roughly similar picture as shown by Sheets (1995) over 1988-93: capital flight declined
orr reversed in Czechoslovakia, Hungary, and Poland as reforms took hold, but continued
unabatedd in Russia.

Chapterr 7

158 8

Admittedly,, our calculated figures on the conceptual substitute capital flight measures
(thatt is: WB residual, Morgan, Cline, and Dooley) are often quite different (including sign
reversals).. The bilateral correlations between these capital flight measures are small (between
0.22 and 0.7, though they are all statistically significant). However, recall that these measures
aree based on different definitions and data. Our calculations thus indicate that these definition
andd data differences can matter quite a bit for the resulting capital flight estimates. To put it
extremely:: there is no such thing as 'the' capital flight from the transition countries. Note that
thiss does not deny the potential usefulness of capital flight estimates for analytical purposes.
Tablee 7.2 shows that our figures on the various capital flight measures do lead to more
orr less similar country rankings. In particular, Russia has by far the highest capital flight
accordingg to all these measures, and Turkmenistan, Kazakhstan, and Ukraine are always at
leastt in the top six, with Turkmenistan ranking twelfth according to the Dooley measure as the
onlyy exception. The more noteworthy changes in rankings over the different measures occur
betweenn WB residual and Morgan, in particular the large drops in the rankings of the Czech
Republicc and Latvia. Recall that these countries experienced a banking crisis, and that the
Morgann conceptually differs from the WB residual measure precisely in that it excludes the net
acquisitionn of foreign assets by banks. Thus, it seems that these drops in rankings can be
explainedd by the intensity of banking problems in these countries. Generally, the narrower our
capitall flight measure, the less transition countries still show flight, and the more the rankings
seemm consistent with our priors about the extent of reform in these countries. Our most
narroww measure (Dooley) leaves only Russia, Ukraine, Kazakhstan, and Georgia with flight,
andd all most advanced transition countries at the bottom rankings with most repatriation
(Czechh Republic, Hungary, Poland, Slovak Republic, and the Baltics).
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Tablee 7.2 Capital flight averages (in US dollars per person) and rankings
Countryy name

WB B Ranking gMorgan nRanking g Cline e Ranking gDooley yRanking g
residual l
Albania a
-14 4
14 4
NA A NA A NA A NA A -35 5
99
Armenia a
-41 1
-40 0
18 8
12 2
-56 6
99
-63 3
13 3
Azerbaijan n
-10 0
12 2
-10 0
88
-26 6
66
-15 5
66
Belarus s
-48 8
19 9
NA A NA A NA A NA A -56 6
11 1
Bulgaria a
-28 8
16 6
-3 3
66
-101 1
10 0
-65 5
14 4
Croatia a
-4 4
99
-19 9
10 0 -546 6
19 9
-51 1
10 0
Czechh Republic
22
115 5
-75 5
18 8 -445 5
18 8 -206 6 21 1
Estonia a
-4 4
88
-54 4
15 5 -369 9
17 7 -215 5 22 2
FYRR Macedonia
-74 4
22 2
-92 2
19 9 -113 3
11 1 -165 5 20 0
Georgia a
-5 5
11 1
-6 6
77
-36 6
77
13 3
44
Hungary y
14 4
77
27 7
44
-157 7
14 4
-94 4
17 7
Kazakhstan n
56 6
44
52 2
33
27 7
33
35 5
33
Kyrgyzstan n
-11 1
13 3
-21 1
11 1
-24 4
55
-26 6
88
Latvia a
38 8
55
-53 3
14 4 -137 7
13 3
-80 0
15 5
Lithuania a
-55 5
20 0
-70 0
17 7 -175 5
15 5 -144 4
19 9
Moldova a
-5 5
10 0
NA A NA A NA A NA A
-7 7
55
Poland d
-56 6
21 1
-68 8
16 6 -131 1
12 2 -133 3
18 8
Romania a
-22 2
15 5
-18 8
99
-37 7
88
-17 7
77
Russiann Federation 160 0
11
159 9
11
98 8
11
180 0
11
Slovakk Republic
-29 9
17 7
-47 7
13 3 -179 9
16 6
-83 3
16 6
Turkmenistan n
115 5
33
110 0
22
69 9
22
-56 6
12 2
Ukraine e
23 3
24 4
66
55
26 6
44
47 7
22
Note:: Recall the note to the previous table; the country rankings are thus also not necessarily based on sameperiodd averages.

Alll this is of course still exclusive of trade misinvoicing, which could be a substantial omission
forr some countries. In Russia it seems for example that export underinvoicing, concentrated in
thee energy sector, is a dominant channel of capital flight (for example Loungani and Mauro,
2000).. Regretfully, the available statistics only allows for calculating trade misinvoicing on a
consistentt basis for the nine transition countries in table 7.3. It shows that trade misinvoicing
cann be substantial indeed. The (per person) figures indicate that this has been a particular
importantt channel of capital flight in the Czech and Slovak Republics, mainly around the time
off the Czech crisis, rather in line with the earlier discussion. More pronounced than above,
thesee figures suggest noticeable effects of the Russian crisis on the Czech Republic and
Hungaryy in particular. However, adding trade misinvoicing to our other capital flight measures
wouldd clearly not have uniformly upward or downward effects, and the former is often
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oppositee in sign to the latter. In any case, it would substantially reduce our number of
observations.. Therefore, we will refrain from using the trade misinvoicing measure any further.

Tablee 7.3 Trade misinvoicing measure of capital flight (in millions US dollars, unless
notedd otherwise)
Country y 1989 91990 0 1991 1 1992 2 1993 3 1994 4 1995 5 19% %1997 7 1998 8 1999 9Average e Perr person
name e
averagee (in US
dollars) )
Croatia a NA A NA A NA A NA A ^»83 3-1347 7-852 2 -621 1 -350 0 -506 6 108 8 -579 9
-121 1
NA A NA A NA A NA A -977 7-1765 -1765
Czech h
-688 8 1355 5 631 1 4415 5 792 2 537 7
52 2
Republic c
Estonia a NA A NA A NA A 141 1 -694 4 -533 3 -295 5 -296 6 -78 8 85 5 -277 7 -243 3
-157 7
Hungary y 617 7 179 9 1091 1 -790 0-1271 1-241 1 -131 1 358 8 -433 3 3555 5 943 3 353 3
35 5
Latvia a
NA A NA A NA A 0 0 -23 3 -265 5 -308 8 ^181 1 -503 3 89 9 -1035 5 -316 6
-124 4
Lithuania a NA A NA A NA A -56 6 -13 3 -706 6 -612 2-1101 1-105 5 -108 8 -597 7 -412 2
-110 0
Poland d -1621 1-1720 0-1796 6-4276 6-4543 3^785 5-7276 6-8653 3-9021 1-4588 8-7776 6 -5096 6
-132 2
Romania a 576 6 1833 3 715 5 -440 0 524 4 1060 0 1360 0 578 8 697 7 66 6 -26 6 631 1
28 8
Slovak k NA A NA A NA A NA A 185 5 72 2 15 5 737 7 1557 7 1244 4 90 0 557 7
104 4
Republic c

Thus,, our calculations of different measures of capital flight indicate that their use of different
definitionss and data can lead to quite different capital flight estimates. Nevertheless, the
Russiann case is extreme by any standard, and country rankings according to the different
measuress are roughly similar. Though the above points to some trends in the capital flight
figures,figures, and to some possible relationships with potential determinants, the picture is not
particularlyy clear in general, also because of the unbalanced nature of our panel data. An
econometricc analysis should be able to shed more light on the issues. For this, a more
thoroughh discussion of the potential determinants of capital flight is first needed.

7.44

Potential determinants

Thee theoretical literature on capital flight does not offer a unique model telling exactly which
potentiall determinants to investigate. We draw on the data set of right-hand-side variables
constructedd by GMSZ, updated to 1999. In order to better investigate the role of institutional
factors,, we include the more comprehensive institutional data from Grogan and Moers (2001),
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alsoo updated to 1999. Appendix 7.C lists the primary sources and variables we use.82 We
dividee the potential determinants of capital flight into four groups: macroeconomic variables,
structurall reform variables, institutional variables, and initial conditions and other control
variables. .
Underr macroeconomic variables we first of all include basic variables of
macroeconomicc performance: growth (in %, GROWTH), inflation (in %, INF), and fiscal
balancee (in % GDP, FBAL). Growth a priori has an ambiguous effect on capital flight. On the
onee hand economic agents probably prefer fleeing an economy in which output is collapsing,
forr example because it can worsen profitability, suggesting a negative sign on growth. On the
otherr hand collapsing output could also be viewed as increasing the marginal product of new
capital,, implying the opposite sign. The sign on inflation we would expect to be positive, as
macroeconomicc instability is widely viewed as contributing to capital flight. The prior on the
fiscalfiscal balance is more ambiguous again. The fiscal balance can be seen as an alternative proxy
forr macroeconomic stabilization (Fischer, Sahay and Végh, 1997), which would argue for a
negativee sign (surpluses are better than deficits to prevent capital flight). However, a large
deficitt might also proxy a budgetary need for foreign financing, which would argue for a
positivee relationship between thefiscalbalance and capital flight. We also include indicators of
defaultt risk under macroeconomic variables: external debt (in US dollars per person, DEBT),
ratioo of short-term to total debt (in %, STDTD), and international reserves (in US dollars per
person,, RES). A priori, we expect that countries with higher (short-term) debt and lower
reservess are more prone to default on their obligations, and are therefore confronted with
higherr capital flight. Furthermore, we include indicators of the exchange rate regime here.
Thesee include whether or not a preannounced exchange rate peg was in place (1 if so, ERR),
andd whether the country had unified the exchange rate or applied restrictions on convertibility
thatt resulted in multiple exchange rate practices (1 if the latter, MCP). To the extent that it
reducess exchange rate risk, a peg might reduce capital flight. However, a peg that is clearly
seenn as overvalued might actually increase capital flight (illustrated by for example the Russian
andd Czech crises). Thus, the coefficient sign is again ambiguous here. Multiple exchange rates
andd restrictions on convertibility are typically believed to stimulate capital flight, for example
becausee they may create obstacles for the repatriation of profits. Finally, we include the threeSeee die mentioned papers if a more extensive discussion of our data is desired.
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monthh treasury bill rate (in %, TBILLO) under macroeconomic variables. Ceteris paribus
capitall flight should be lower for a country that offers higher real interest rates on its
governmentt paper. There is a substantial set of missing observations here, typically due to
countriess and/or years in which treasury bill markets were non-existent or in rudimentary
stages.. To avoid restricting the sample size, we replaced these missing values by zero entries
andd at the same time defined a dummy that takes the value 1 when data is available and 0
otherwisee (TBILLD).83
Underr structural reform variables we first of all include the liberalization index (LI)
fromfrom De Melo, Denizer and Gelb (1996), and the private sector share of the economy (in %,
PS),, to get a grip on the effects of privatization per se. Here negative signs are expected,
reflectingg the view that countries that are further along in liberalizing and privatizing will find
itt easier to attract foreign capital, and thus have lower capital flight. We also include under
structurall reform variables the EBRD transition indicators for governance and enterprise
restructuringg (ENT), banking reform and interest rate liberalization (BNK), and securities
marketss and non-bank financial institutions (SECS). Countries with higher ratings in these
fieldss should have more credibility to foreign investors. Therefore we expect negative signs on
thesee variables as well. Note that these EBRD transition indicators actually have some
institutionall content, because for example bankruptcy legislation, banking and securities laws
andd regulations are taken into consideration in the respective ratings. Nevertheless, these
EBRDD transition indicators are conventionally seen as structural reform indices, and we
classifyy them accordingly, as the variables classified as institutional indices below have much
broaderr institutional content.
Thee institutional variables are included to capture the argument that lower institutional
qualityy stimulates capital flight, and we thus expect negative signs here. We take the same
institutionall variables as in Grogan and Moers (2001), because these have the most complete
coveragee of transition countries. They are indices for the quality of the rule of law (RULE),
investmentt law (ILAW), property rights (PROP) and civil society (CIVIL). The last variable is

833

The priors on the sign of this dummy are unclear. For example, if countries with missing treasury bill rates

behavee 'as if they had positive rates, then the dummy should have a positive sign, if they behave as if they had
negativee rates, then the dummy should have a negative sign.
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aa measure for the quality of informal institutions, contrary to the others, which are measures
forr the quality of formal institutions.
Finally,, under initial conditions and other control variables we include a dummy for
warss (1 if so, WAR), the pre-transition extent of liberalization (LI89), and the US three-month
treasuryy bill rate (USTBILL). These should capture potential determinants of capital flight that
aree unrelated to policies during the sample period. Through increasing uncertainty, wars
shouldd encourage capital flight. Pre-transition liberalization may be relevant if not just the
mostt recent level of reforms might matter, but also how long they have been in place. The
three-monthh US treasury bill rate is included as a basic opportunity cost variable, with a higher
ratee expected to lead to higher capital flight from transition countries.
Whilee the list of variables can clearly not be exhaustive, the above should be able to
capturee the most important potential determinants of capital flight from transition countries.

7.55

Panel estimations

Usingg panel data for 22 transition countries for 1993-99, we now investigate the ability of the
potentiall determinants above to account for the behavior of capital flight from these countries.
Restrictingg the sample to 1993-99 has the advantage that it largely abstracts from the most
severee initial shocks that the transition process involved.84 We focus on the results of
estimationss explaining the WB residual measure of capital flight (per person), for the reasons
statedd at the end of section 7.2.
Givenn the many potential determinants, discussed in the previous section, it is a
challengee to maintain a reasonable degree of parsimony while avoiding misspecifying the
model.. To deal with this, we use a general-to-specific model selection approach in the context
off a dynamic panel of the form:

y«.tt = ao + aiyiit.i + aXi<t + pZj + eM

Att the same time, it throws away only few observations, as our capital flight figures are overwhelmingly
non-availablee before 1993.
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wheree yj,t is the dependent variable, Xj,t denotes a vector of time-varying variables, Z* is a
vectorr of initial conditions and time-invariant controls, and Ei,t is the error term, t and i being
thee time and country index respectively. The advantage of this approach is that it enables us to
'testt down' among a reasonably large set of potential right-hand-side variables in the context
off a flexible dynamic specification. This minimizes the chances of bias due to omitted variables
andd inappropriate dynamic restrictions.
Thee presence of a lagged dependent variable precludes the use of the standard fixed or
randomm effects estimation.85 We thus used pooled OLS estimation, which is consistent and
efficientt only if the model does not contain unobserved country-specific effects. This means
thatt the specification we start out with must be sufficiently general to contain all countryspecificc effects that are correlated with other right-hand-side variables, a further reason to start
outt with a very broad initial specification.
Ourr general-to-specific approach consists of a sequence of F-tests, checking whether
exclusionn of a certain group of variables discussed in the previous section significantly
decreasess the explanatory power of the regression.86 If not, that group is excluded from
furtherr regressions. In the opposite case, another F-test is performed to check whether any
individuallyy insignificant variables of this group can be excluded all at the same time.
Ultimately,, we thus arrive at our most-preferred estimated equation, for which we can then
testt whether all exclusion restrictions at the same time significantly reduce explanatory power.
Thee main drawback of our approach, as in any general-to-specific exercise, is the 'path
dependency'' problem, that is: the fact that the parsimonious specification obtained may be
sensitivee to the order of elimination, which in turn reflects priors in giving some variables a
relativeh// better chance to remain in the model (by ordering them last). Initially, we performed
thee exclusion tests in the following order: first on initial conditions and other control variables,
secondd on macroeconomic variables, third on structural reform variables, and fourth on
institutionall variables. However, other orderings led to roughly similar results, so that,
apparently,, there is little path dependency in our sample.

*55 Fixed and random effects rely on a strong exogeneity assumption that is automatically violated in dynamic
panelss (for example Keane and Runkle, 1992).
*** We use the 10% significance level throughout this paper.
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Tablee 7.4 gives the estimation results of our initial, most general equation explaining
thee WB residual measure of capital flight. Clearly, there are variables that are insignificant, and
off the wrong sign. However, growth, reserves, the dummy for multiple currency practices, the
qualityy of property rights, and the pre-transition liberalization index are significant. Growth
getss a negative sign, suggesting that higher growth is associated with lower capital flight.
Surprisingly,, reserves get a positive sign. Apparently, a country with higher reserves is not
takenn as less default prone. Perhaps this result may be interpreted as saying that a country with
higherr reserves simply has more flight capital 'available', and is therefore confronted with
higherr capital flight if it occurs. This may be not that surprising after all, as it has increasingly
beenn realized that high reserves only can ultimately never 'save' a country that is perceived as
'beyondd rescue' by the market. The remaining coefficient signs of the individually significant
variabless are as expected, and indeed suggest that the existence of multiple currency practices
iss associated with more capital flight, while higher quality of property rights and pre-transition
extentt of liberalization are associated with less.
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Tablee 7.4 Initial, most general regression explaining WB residual per person
Dependentt Variable: WBCAP
Method:: Pooled Least Squares
Sample:: 1993-1999
Includedd observations: 7
Numberr of cross-sections used: 22
Totall panel (unbalanced) observations: 106
Coefficient t
t-Statistic c
Std.. Error
Variable e
-0.522150 0
CC
170.5814 4
-89.06914 4
-1.500244 4
WBCAP(-l) )
-0.169544 4
0.113011 1
GROWTH H
-2.066695 5
-5.584385* *
2.702085 5
-0.446595 5
INF F
-0.068733 3
0.153905 5
-0.764570 0
-3.806822 2
4.979040 0
FBAL L
0.017591 1
0.044902 2
0.391751 1
DEBT T
-0.127275 5
-0.146740 0
0.867352 2
STDTD D
0.199243* *
0.096057 7
2.074219 9
RES S
0.209022 2
ERR R
7.346285 5
35.14606 6
43.33945 5
2.384690 0
103.3511* *
MCP P
0.278385 5
1.064289 9
0.261569 9
TBILLO O
-43.17570 0
44.90131 1
-0.961569 9
TBILLD D
0.754578 8
177.2073 3
234.8429 9
LI I
0.967154 4
0.593498 8
1.629583 3
PS S
-7.578652 2
54.35126 6
-0.139438 8
ENT T
-20.58510 0
48.02842 2
-0.428603 3
BNK K
0.490934 4
31.50006 6
15.46443 3
SECS S
0.710590 0
13.75239 9
19.35349 9
RULE E
1.320108 8
128.7560 0
97.53446 6
ILAW W
8.750433 3
-1.724768 8
-15.09247* *
PROP P
-1.353720 0
25.38233 3
-34.36056 6
CIVIL L
218.4888 8
-212.4444 4
-0.972336 6
WAR R
163.6027 7
-2.284843 3
-373.8067* *
LI89 9
29.63234 4
0.371586 6
11.01095 5
USTBILL L
0.382964* * Meann dependent var
R2 2
0.190140 0 S.D.. dependent var
Adjustedd R2
107.1991 1 Summ squared resid
S.E.. of regression
1.986084 4 Durbin-Watsonn stat
F-statistic c
0.011362 2
P-value(F-statistic) )
Significantt at 10% level = *.

P-vahie e
0.6030 0
0.1375 5
0.0420 0
0.6564 4
0.4468 8
0.6963 3
0.8837 7
0.0413 3
0.8350 0
0.0195 5
0.7943 3
0.3392 2
0.4527 7
0.5545 5
0.8895 5
0.6694 4
0.6248 8
0.4794 4
0.1906 6
0.0884 4
0.1796 6
0.3338 8
0.0250 0
0.7112 2
-7.971632 2
119.1204 4
919331.3 3
2.114231 1

Tablee 7.5 reports the results of our exclusion tests on this initial equation. The initial
conditionss and other control variables cannot be eliminated all at the same time (step 1), but
thee war dummy, and US treasury bill rate can (step 2). For the macroeconomic variables (step
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3),, we can also only eliminate a subset (step 4). Note that the structural reform variables can
bee eliminated all at the same time (step 5), which is surprising. It seems that capital flight
occurss on the basis of a more superficial picture of the economy than could have been taken if
thee extent of structural reforms were properly taken into account. On the contrary, for the
institutionall variables (step 6) we can again onJty eliminate a subset (step 7). This model
selectionn process does not change the basic story of the previous paragraph: after each step,
thee same variables remain significant with the same sign, but for the last step, in which the
dummyy for multiple currency practices just loses its significance.

Tablee 7.5 Model selection steps for regressions explaining WB residual per person
Step p Characterization n
Initiall model: includes constant, lagged dependent variable, and all
potentiall determinants discussed in section 7.4
11
Eliminatee all initial conditions and other control variables
22
Eliminatee only war dummy, and US treasury bill rate
33
Eliminatee all macroeconomic variables
44
Eliminatee onh/ inflation, fiscal balance, debt, short-term debt ratio,
dummyy for exchange-rate peg, and treasury bill rate
55
Eliminatee all structural reform variables
66
Eliminatee all institutional variables
77
Eliminatee only quality of rule of law, investment law, and civil society
Jointt restrictions: all steps above at the same time

P-value e

0.01 1
0.60 0
0.04 4
0.90 0
0.57 7
0.08 8
0.36 6
0.87 7

Thee latter is illustrated in table 7.6, which shows the final result of our general-to-specific
approach.. Standardized coefficients are 0.67 for reserves, -0.33 for the quality of property
rights,, -0.31 for growth, -0.30 for the pre-transition extent of liberalization, and 0.16 for the
existencee of multiple currency practices respectively.87 This seems to confirm that capital flight
fromm transition countries has been high in particular where reserves were amply available.
Beyondd that, the quality of property rights seems to be the most important determinant of
capitall flight, followed by growth, and the pre-transition extent of liberalization respectively,
thoughh the differences in impact are minor. Note the low explanatory power of this regression

Standardizationn is done here by adjusting the original coefficient by the ratio of the standard deviation (s) of
thee exogenous variable to s of the endogenous variable, and giving the effect of a 1 s change in the exogenous
variablee on the endogenous variable, also measured in s (see for example Pindyck and Rubinfeld, 1991, p 85).
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still:: only about 30% of the variation in the WB residual is explained by the variation in the
explanatoryy variables that survived the model selection process.88

Tablee 7.6 Final, most specific regression explaining WB residual per person
Dependentt Variable: WBCAP
Method:: Pooled Least Squares
Sample:: 1993-1999
Includedd observations: 7
Numberr of cross-sections used: 22
Totall panel (unbalanced) observations: 106
Coefficient t
t-Statistic c
Std.. Error
Variable e
CC
0.392197 7
28.79175 5
11.29203 3
0.099794 4
WBCAP(-l) )
-1.595062 2
-0.159178 8
2.036834 4
-5.124410* *
GROWTH H
-2.515870 0
0.062340 0
3.860739 9
0.240679* *
RES S
30.09490 0
1.607222 2
48.36918 8
MCP P
-8.725621* *
-1.990100 0
4.384514 4
PROP P
-271.0150* *
-3.087696 6
87.77257 7
LI89 9
0.295600* * Meann dependent var
R3 3
0.245286 6 S.D.. dependent var
Adjustedd R2
S.E.. of regression
103.4850 0 Summ squared resid
5.875083 3 Durbin-- Watson stat
F-statistk k
P-value(F-statistic) )
0.000010 0
Significantt at 10% level = *.

P-value e
0.6958 8
0.1139 9
0.0135 5
0.0002 2
0.1112 2
0.0494 4
0.0026 6
-7.971632 2
119.1204 4
1049496.0 0
2.023097 7

Ass stated, all the results above are based on estimations using the WB residual measure of
capitall flight. We also did all these estimations for the other measures. This did not lead to
similarr results. These regressions also have low explanatory power, and moreover mostly lead
too counterintuitive results. The better results with the WB residual measure may originate
preciselyy in its more full acknowledgement of the impossibility of separating normal and
abnormall flows, and of the damaging effects of saving reductions in the broadest sense. In any
case,, we were not able to produce sensible results explaining the Morgan, Cline, and Dooley
measures,, which all aim to exclude normal flows from capital flight to some extent.
uu

This is comparable to the results in GMSZ, whofindthat their regressions explaining portfolio investment
havee a relatively bedfitas well (with an R2 of about 0.4). They alsofindthat the quality of property rights is
thee most significant institutional determinant of portfolio investment, and one of the very few significant
variabless at all.
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Thee low explanatory power of our panel estimations illustrates that it is quite hard to
modell capital flight, even using a rich set of potential determinants. Given the volatility and
largee cross-sectional dispersion of capital flight from transition countries this is not entirely
surprising.. Capital flight is surely not just influenced by economic fundamentals, but also by
thee psychology of the market. Moreover, we find that using different capital flight measures
cann lead to quite different results, which again illustrates that there is no such thing as the
capitall flight from the transition countries, only different subsets of capital flows that may or
mayy not be interesting for analytical purposes. Even when using the WB residual measure,
remarkablyy few potential determinants survive our model selection process, in particular none
off the structural reform variables. At the same time, the variables that do survive as important
determinantss of capitalflighthere suggest sobering policy conclusions. There is not that much
specificc the government can do to lower capital flight; its best options are to ensure the quality
off property rights and the growth of the economy in general.

7.66

Conclusion

Too our knowledge, this paper contains the first comprehensive data set on capital flight from
transitionn countries. Lacking even a proper theoretical definition, capital flight figures are
inherentlyy tentative, all the more so for transition countries, with their relatively weak quality
off statistics. Thus, care should be taken not to draw too strong conclusions from our data set.
However,, widely-used capital flight measures can be constructed for transition countries. We
focuss on the WB residual measure of capital flight, as it is the most widely used and broadest,
andd its calculation gives the largest number of observations, but also use other measures.
Onn their own, the capital flight figures illustrate that the Russian case is extreme. In
particular,, the August 1998 crisis is reflected in a WB residual of roughly 60 billion US dollars
forr that year. Russia experienced very high capital flight in general, averaging more than 23
billionn US dollars per year over 1994-99. The difference between Russia and other transition
countriess is of course less extreme on a per person basis, but at an average of 160 US dollars
perr person per year Russian capital flight is still the highest by far.
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Ourr calculations of different measures of capital flight from transition countries
indicatee that their use of different definitions and data can lead to quite different capital flight
estimates.. Nevertheless, Russia has by far the highest capital flight (per person) according to
alll measures we calculate, while resulting country rankings are roughly similar. Generally, the
narrowerr our capital flight measure, the less transition countries still show flight, and the more
thee rankings seem consistent with our priors about the extent of reform in these countries.
Withh panell data for 22 transition countries for 1993-99, we investigate the ability of a
richrich set of potential determinants to account for the behavior of capital flight, using a generalto-specificc model selection approach. The results illustrate that it is quite hard to model capital
flight.. It is surely not just influenced by economic fundamentals, but also by the psychology of
thee market. Only the estimations explaining the WB residual measure of capital flight lead to
intuitivee results. The better results with the WB residual measure may originate precisely in its
moree full acknowledgement of the impossibility of separating normal and abnormal flows, and
thee damaging effects of savings reductions in the broadest sense. In any case, the different
figuress and estimation results when using different measures illustrate that there is no such
thingg as the capital flight from the transition countries, only different subsets of capital flows
thatt may or may not be interesting for analytical purposes.
Evenn when using the WB residual, remarkably few potential determinants survive our
modell selection process, in particular none of the structural reform variables. In the final
specification,, only the following variables have a significant effect on capital flight, in
decreasingg order of importance: reserves, quality of property rights, growth, and pre-transition
levell of liberalization. Surprisingly, higher reserves are associated with higher capital flight.
Thiss may reflect that higher reserves imply more 'availability' of flight capital. Higher quality
off property rights, growth, and pre-transition level of liberalization are all associated with
lowerr capital flight, and the differences in impact are minor. Nevertheless, from a policy
perspective,, these results are suggestive of the importance of ensuring the quality of property
rightsrights and the growth of the economy in general as the best strategy to lower capital flight in
thee broadest sense.
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Appendixx 7.A

Data sources for construction of capital flight measures

Ass table 7.7 shows, most of the data used for the construction of the capital flight measures in
thiss paper is from International Monetary Fund (IMF) BOP. The remaining data is from IMF
Directionss of Trade (DOT), IMF International Financial Statistics (IFS), and World Bank
Globall Development Finance (GDF).

Tablee 7.7 Data sources for construction of capital flight measures
Seriess name
Currentt account balance: net
Travel:: ere
Investmentt income: ere
Otherr investment income: ere
Directt investment: net
DII reinv earnings abroad: net
DII reinv earnings in rep econ: net
PII equity securities as: net
PII equity securities lb: net
Reservee assets: net
Capitall and financial account: net
Nett errors and omissions
Exportss FOB
Exportss FOB
Importss CIF
Importss CIF
FOBB CIF factor
Depmonbks-totall frgn assets (claims)
(US$) )
USS treasury bill rate
Externall debt, total (DOD, current
US$) )
Debtt forgiveness or reduction
(currentt US$)
Cross-currencyy valuation (current
US$) )

Sub-seriess name
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk & tape (US$)
Seriess in BOP yrbk 8c tape (US$)
Seriess in BOP yrbk & tape (US$)
Countryy name
Thee world
Countryy name
Thee world

Source e
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF BOP
IMFF DOT
IMFF DOT
IMFF DOT
IMFF DOT
IMFF IFS
IMFF IFS
IMFF IFS
Worldd Bank
GDF F
Worldd Bank
GDF F
Worldd Bank
GDF F

172 2

Appendixx 7.B

Chapterr 7

Capital flight figures

Tablee 7.8 gives the raw capital flight data calculated using the sources mentioned in appendix
A,, and the rules in section 2.

Tablee 7.8 Capitalflightfigures(in millions US dollars)
Countryy name Series s 1989 9 1990 01991 1 1992 2 1993 3 1994 4 1995 5 1996 6 1997 7 1998 8 1999 9Average e
name e
Albania a
Cline e NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A
Albania a
Dooley y -281 1 188 8 14 4 66 6 -136 6 -134 4 -303 3 -253 3 -129 9 -155 5 -128 8 -114 4
Albania a
Morgan n NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A
WB B
Albania a
-290 0 183 3 29 9 74 4 % %-91 1 -69 9 -141 1 -220 0 2 2
-89 9 -47 7
residual l
Armenia a
Cline e NA A NA A NA A NA A NA A NA A -138 8 -156 6 -263 3 -160 0 -318 8 -207 7
Armenia a
Dooley y NA A NA A NA A NA A NA A NA A NA A -221 1 -336 6 -318 8 -72 2 -237 7
Armenia a
Morgan n NA A NA A NA A NA A NA A ^ 6 6 -136 6 -139 9 -229 9 -98 8 -261 1 -151 1
Armenia a
WB B
NA A NA A NA A NA A NA A -46 6 -134 4 -145 5 -214 4 -98 8 -223 3 -143 3
residual l
Azerbaijan n
Cline e NA A NA A NA A NA A NA A NA A -152 2 -220 0 -135 5 -273 3 -198 8 -196 6
Dooley y NA A NA A NA A NA A NA A NA A NA A -345 5 -103 3 -388 8 399 9 -109 9
Azerbaijan n
Azerbaijan n
Morgan n NA A NA A NA A NA A NA A NA A -75 5 -160 0 49 9 -116 6 -83 3 -77 7
NA A NA A NA A NA A NA A NA A ^ 3 3 -171 1 47 7 -174 4 -28 8 -74 4
WB B
Azerbaijan n
residual l
Cline e NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A
Belarus s
Belarus s
Dooley y NA A NA A NA A NA A NA A NA A -359 9 -503 3-1195 5 -587 7 -207 7 -570 0
Morgan n NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A
Belarus s
Belarus s
WB B
NA A NA A NA A NA A NA A NA A -336 6 -470 0 -990 0 -778 8 106 6 -494 4
residual l
Cline e NA A NA A NA A NA A NA A NA A NA A 641 1 -1743 3-1557 7 -920 0 -895 5
Bulgaria a
Bulgaria a
Dooley y 60 0 -762 21862 2-3204 4 -40 0 483 3 -2732 2 935 5 -1248 8-2354 4 618 8 -580 0
Bulgaria a
Morgan n NA A NA A NA A NA A NA A NA A NA A 1169 9-1214 4 -287 7 214 4 -29 9
Bulgaria a
WB B
3 % %-730 01292 2-616 6 -589 9 -603 3 -1998 8 990 0 -859 9 -201 1 91 1 -257 7
residual l
Cline e NA A NA A NA A NA A NA A NA A -2175 5-2526 6-3557 7-2399 9 -2210 0 -2573 3
Croatia a
Dooley y NA A NA A NA A NA A NA A NA A -773 3 -952 2-1802 2 -512 2 2790 0 -250 0
Croatia a
Morgan n NA A NA A NA A NA A NA A NA A -656 6 -306 6 -721 1 710 0 502 2 -94 4
Croatia a
Croatia a
NA A NA A NA A NA A NA A NA A -165 5 211 1 -418 8 185 5 81 1 -21 1
WB B
residual l
Czechh RepublicCline e NA A NA A NA A NA A -4246 6-3845 5-3807 7^»330 0^109 9-5921 1 -5859 9 -4588 8
Czechh RepublicDooley y NA A NA A NA A NA A NA A-1896 6-3297 7 -385 5-1979 9 288 8 -5484 4 -2126 6
Czechh RepublicMorgan n NA A NA A NA A NA A -2341 1-1184 4 -270 0 393 3 471 1 -903 3 -1587 7 -774 4
Czechh RepublicWB B
NA A NA A NA A NA A 461 1 -784 4 311 1 2378 83288 8 2305 5 -78 8 1126 6
residual l
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Tablee 7.8 continued
Countryy name Series s 1989 9 1990 01991 1 1992 2 1993 3 1994 4 1995 5 1996 6 1997 7 1998 8 1999 9Average e
name e
Estonia a
Cline e NA A NA ANA A NA A NA A -244 4 -423 3 -603 3-1184 4 -259 9 -654 4 -561 1
Estonia a
Dooley y NA A NA A NA A NA A NA A 128 8 -279 9 -1155 5-390 0 -219 9 -55 5 -329 9
Estonia a
Morgan n NA A NA A NA A NA A NA A -95 5 -34 4 -90 0 -591 1 342 2 -28 8 -83 3
Estonia a
WB B
NA A NA A NA A NA A NA A 45 5 45 5 -90 0 -350 0 262 2 53 3
-6 6
residual l
FYRR Macedonia
Cline e NA A NA A NA A NA A NA A NA A NA A 356 6 -539 9 10 0 -738 8 -228 8
FYRR Macedonia
Dooley y NA A NA A NA A NA A NA A NA A NA A NA A -338 8 -48 8 -607 7 -331 1
FYRR Macedonia
Morgan n NA A NA A NA A NA A NA A NA A NA A 394 4 -507 7 48 8 -679 9 -186 6
NA A NA A NA A NA A NA A NA A NA A 369 9 -450 0 99 9 -613 3 -149 9
FYRR MacedoniaWB B
residual l
Georgia a
Cline e NA A NA A NA A NA A NA A NA A NA A NA A NA A -167 7 -210 0 -188 8
Georgia a
Dooley y NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A 70 0
70 0
Georgia a
Morgan n NA A NA A NA A NA A NA A NA A NA A NA A NA A 29 9 -92 2 -32 2
WB B
NA A NA A NA A NA A NA A NA A NA A NA A NA A 36 6 -90 0 -27 7
Georgia a
residual l
Hungary y
-1253 3-48 8 -480 0 -4358 8-1763 3 9 9 NA A NA A NA A -3411 1 -1610 0
Cline e -1575 -1575
Hungary y
Dooley y 618 8 -744 4-669 9-5026 6-6026 6-395 5 3759 9-9486 6-4428 84878 8 6801 1 -974 4
Hungary y
Morgan n-360 0 -14 4 1299 9 1187 7-2715 5 332 2 2150 0 NA A NA A NA A 295 5 272 2
Hungary y
WB B -133 3 137 71548 8 1286 6-2887 7 30 0 2042 2 -428 8-1070 0 493 3 587 7 146 6
residual l
Kazakhstan n Cline e NA A NA A NA A NA A NA A NA A 417 7 -987 7 849 9 1065 5 735 5 416 6
Kazakhstan n Dooley y NA A NA A NA A NA A NA A NA A NA A -1125 5 841 1 1229 9 1203 3 537 7
Kazakhstan n Morgan n NA A NA A NA A NA A NA A NA A 584 4 -721 1 1227 7 1563 3 1381 1 807 7
Kazakhstan n WB B
NA A NA A NA A NA A NA A NA A 753 3 -832 2 1171 1 1633 3 1607 7 866 6
residual l
Kyrgyzstan n Cline e NA A NA A NA A NA A NA A NA A NA A -255 5 -10 0 -72 2 NA A -112 2
Kyrgyzstan n Dooley y NA A NA A NA A NA A NA A NA A NA A -272 2 -21 1 -144 4 -56 6 -123 3
Kyrgyzstan n Morgan n NA A NA A NA A NA A NA A NA A NA A -247 7 4 4
NA A -96 6
Kyrgyzstan n WB B
NA A NA A NA A NA A NA A 63 3 -14 4 -253 3 26 6 -63 3 -65 5 -51 1
residual l
Latvia a
Cline e NA A NA A NA A NA A NA A -2 2 366 6 -787 7-1046 6 -116 6 -492 2 -346 6
Latvia a
Dooley y NA A NA A NA A NA A NA A -126 6 254 4 -740 0 -616 6 -906 6 905 5 -205 5
Latvia a
Morgan n NA A NA A NA A NA A NA A 58 8 419 9 -471 1 -752 2 174 4 -234 4 -t34 4
Latvia a
WB B
NA A NA A NA A NA A NA A 492 2 354 4 -50 0 26 6 -186 6 -37 7 100 0
residual l
Lithuania a
Cline e NA A NA ANA A NA A NA A -206 6 -634 4 -609 9-1067 7 -949 9 ^76 6 -657 7
Lithuania a
Dooley y NA A NA A NA A NA A NA A -184 4 -921 1 -163 3-1083 3-1405 5 504 4 -542 2
Lithuania a
Morgan n NA A NA A NA A NA A NA A -116 6 -527 7 -238 8 -614 4 -343 3 258 8 -263 3
WB B
Lithuania a
NA A NA A NA A NA A NA A -97 7 -500 0 -68 8 -537 7 -412 2 380 0
66
residual l
Moldova a
Cline e NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A NA A
Moldova a
Dooley y NA A NA A NA A NA A NA A NA A 42 2 -123 3 -130 0 -19 9 109 9 -24 4
Moldova a
Morgan n NA A NA ANA A NA A NA A NA A NA A NA A NA A NA A NA A NA A
Moldova a
WB B
NA A NA A NA A NA A NA A 33 3 45 5 -79 9 -44 4 -76 6 10 0 -19 9
residual l
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Tablee 7.8 continued
Countryy name Series s 1989 9 1990 01991 1 1992 2 1993 3 1994 4 1995 5 1996 61997 7 1998 8 1999 9Average e
name e
Poland d
-5590 0-10013 3 -5047 7
Cline e -3230 0-361 16234 4-6837 7-8101 1-3793 3-12295 5-2922 2-8605 -8605
Poland d
4
4-6042 27970 0-16173 3-9873 3-3058 8-17852 22630 0 -5118 8
Dooley y -3631 1 962 23654 -14884
Poland d
Morgan n-2618 8 620 07002 2-5778 8-7182 2-776 6 -8589 9 1220 0-5587 7 -459 9 -6595 5 -2613 3
Poland d
WB B -2640 03938 86218 8-4436 6-7905 51041 1-9177 7 197 7-4443 3-2329 9 -4126 6 -2151 1
residual l
Romania a
Cline e -945 5-2140 0161 1 -564 4 -414 4 -28 8 -557 7 -799 9-2023 3-1235 5 -821 1 -851 1
Romania a
Dooley y -467 7-2077 7378 8 -15 5 -592 2 -67 7 1216 6 -217 7-3661 1-2526 6 3756 6 -388 8
Romania a
Morgan n-607 7-1860 0392 2 -249 9 -156 6 493 3 97 7 -205 5-1311 1 -721 1 -520 0 -422 2
Romania a
WB B -829 9-1977 7-29 9 -377 7 -66 6 399 9 42 2 -206 6-1304 4 -713 3 -517 7 -507 7
residual l
Russian n
6
650690 019030 0 14525 5
Cline e NA A NA A NA A NA A NA A 7255 5-5154 416886 -1556
Federation n
Russian n
Dooley y NA A NA A NA A NA A NA A NA A 3906 621397 711093 358351 138218 8 26593 3
Federation n
Russian n
Morgan n NA A NA A NA A NA A NA A12927 73056 627688 89584 461222 226241 1 23453 3
Federation n
WB B
NA A NA A NA A NA A NA A14149 9-889 9 30849 98678 859655 529335 5 23630 0
Russian n
Federation n
residual l
Slovakk RepublicCline e NA A NA A NA A NA A NA A -70 0 -950 0 -2989 9-653 3 -1372 2 265 5 -962 2
Slovakk RepublicDooley y NA A NA A NA A NA A NA A 2048 8-1310 0-1578 8-498 8 -3250 0 1903 3 -448 8
Slovakk RepublicMorgan n NA A NA A NA A NA A NA A 579 9 -149 9 -2222 2 76 6 -618 8 831 1 -250 0
NA A NA A NA A NA A -222 2 1019 9 248 8 -1531 11180 0 -442 2 -1345 5 -156 6
Slovakk RepublicWB B
residual l
Turkmenistan n Cline e NA A NA A NA A NA A NA A NA A NA A 205 5 336 6 NA A NA A 270 0
Turkmenistan n Dooley y NA A NA A NA A NA A NA A NA A NA A NA A -213 3 NA A NA A -213 3
Turkmenistan n Morgan n NA A NA A NA A NA A NA A NA A NA A 335 5 526 6 NA A NA A 430 0
NA A NA A NA A NA A NA A NA A NA A 465 5 444 4 NA A NA A 455 5
Turkmenistan n WB B
residual l
Ukraine e
Cline e NA A NA A NA A NA A NA A NA A NA A -470 0 26 6 2439 9 3359 9 1339 9
Dooley y NA A NA A NA A NA A NA A NA A NA A NA A -529 9 3403 3 4272 2 2382 2
Ukraine e
Morgan n NA A NA A NA A NA A NA A -207 7 556 6 -147 7 423 3 2863 3 3763 3 1208 8
Ukraine e
WB B
NA A NA A NA A NA A NA A -66 6 194 4 -249 9 444 4 2806 6 3706 6 1139 9
Ukraine e
residual l
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Data sources forright-hand-sidevariables

Thee right-hand-side variables were taken from GMSZ and Grogan and Moers (2001),
updatingg the data to 1999. Their primary sources are listed below.

(1)) Macroeconomic variables:
-- GROWTH: Real GDP growth (in %); IMF World Economic Outlook (WEO).
-- INF: Inflation (in %); IMF WEO.
-- FBAL: General government balance (in % GDP); IMF WEO.
-- DEBT: External debt (in US dollars per person); IMF WEO.
-- STDTD: Ratio of short-term debt to total debt (in %); IMF WEO.
-- RES: International reserves per person (in US dollars per person); IMF WEO.
-- ERR: Preannounced exchange rate regime dummy (1 is yes, 0 is no); IMF Annual Report on
Exchangee Arrangements and Restrictions.
-- MCP: Multiple exchange rates dummy (1 is yes, 0 is no); IMF Annual Report on Exchange
Arrangementss and Restrictions.
-- TBILLO and TBILLD: TBILLO is the real three-month treasury bill rate (in %), where
missingg observations are replaced with a 0. TBILLD is a dummy for availability of TBILLO (1
iss yes, 0 is no); IMF IFS, supplemented by IMF staff and country reports.
(2)) Structural reform variables:
-- LI: Index for extent of liberalization, increasing from 0 to 1; De Melo, Denizer and Gelb
(1996),, extended according to Berg, Borensztein, Sahay, and Zettelmeyer (1999) based on
EBRDD transition indicators.
-- PS: Private sector share of GDP (in %); EBRD.
-- ENT: Index for extent of governance and enterprise restructuring, increasing from 1 to 4;
EBRD. .
-- BNK: Index for extent of banking reform, increasing from 1 to 4; EBRD.
-- SECS: Index for extent of securities markets and non-bank financial institutions reform,
increasingg from 1 to 4; EBRD.
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(3)) Institutional variables:
-- RULE: Index for quality of rule of law, increasing from 0 to 10; Central European Economic
Review. .
-- ILAW: Index for quality of investment laws, increasing from 0 to 1; EBRD.
-- PROP: Index for quality of property rights, increasing from 0 to 25; Euromoney.
-- CIVIL: Index for quality of civil society, increasing from 1 to 7; Nations in Transit.

(4)) Initial conditions and other control variables:
-- WAR: War dummy (1 is yes, 0 is no), GMSZ.
-- LI89: Index for pre-transition extent of liberalization, increasing from 0 to 1; De Melo,
Denizerr and Gelb (1996).
-- USTBILL: US three-month treasury bill rate (in %); IMF IFS.
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Sincee the fell of the Berlin Wall, in 1989, the countries of Central and Eastern Europe (CEE)
andd the former Soviet Union (FSU) have been engaged in a historic transition process from
centrally-plannedd to market economies. Economic performance among these countries has
widelyy differed in the years since the start of the transition. So have economic policies. Of
course,, although the transition countries all came from a central-planning background, initial
conditionss also differed. Nevertheless, beyond the millions of affected lives, for the economist
thiss is a unique 'natural experiment', giving useful data from which to distill lessons about the
policiess that have worked and those that have not. These may have broader significance than
'just'' for the transition countries. They may also be relevant for developing countries in
general,, where similar issues play a role.
Thiss thesis, 'Institutions, Economic Performance and Transition', groups together
sevenn separately-written papers (chapters), of which the first six were previously published as
journall artictes.*9 The common denominator of all chapters of the book is that they investigate
howw important differences in the quality of institutions have been as an explanation for
differencess in economic performance since the start of transition in the countries of CEE and
thee FSU, relative to other factors. The measures of economic performance that we concentrate
onn are growth, enterprise restructuring, and capital flight. Institutions are loosely defined as
thee rules of the (economic) game, encompassing both 'rule of law' (enforced by the state, for
examplee property rights), or 'formal' institutions, and 'civil society' (enforced by convention,
forr example trust), or 'informal' institutions. Among other things, transition involves moving
fromfrom plan to market institutions. It is fair to say that, at the start of transition, few economists
recognizedd institutional factors as crucially important.90 Most stress was given on the quick
achievementt of macroeconomic stabilization and liberalization

(privatization, price

liberalizationn etcetera).
199

See the acknowledgements, and the special footnotes to these chapters.

However,, the 'founder' of the modern economics profession, Adam Smith (1776), and even earlier Bernard
Mandevillee (1705), the first to celebrate the virtues of the market economy in their writings, at the same time
wouldd have recognized this, as the quotations on p xii make clear.

Summary y

178 8

Chapterr 1 focuses on the theoretical explanation of the output collapse that all
transitionn countries experienced on their way from a centrally-planned to a market economy.
Thiss transitional output collapse was much worse than initially expected. However, as central
planningg yielded an allocation far inside the production possibility frontier, the question may be
askedd why output needed to decline at all during the transition process. Of course, the
transitionall output collapse does not have one single common cause, and the intensity of the
effectss of the separate causes can vary across countries and in time. Both demand and supply
factorss have played a role. Nevertheless, it seems primarily an institutional supply-side
phenomenon.. Transition has destroyed the formal institutions of central planning, which given
thatt system had their own logic, without automatically replacing them with the required
markett institutions. The resulting 'institutional vacuum' contributed to economic destruction
outpacingg creation, and initially even to coordination disruptions, causing uniform output
collapse.. Historically, market economies have been co-shaped by state authorities, for example
shapingg and enforcing the rule of law. However, evolutionary forces involving long series of
recurringg situations through which new conventions could be gradually established also played
theirr role. Both things inherently take time.
Amongg other things, chapter 2 shows how transitional output collapse can be more
specificallyy explained as an occasion of coordination collapse in institutional change. More
generally,, this chapter illustrates in what ways the standard game-theoretical framework of
coordinationn problems is relevant for the transition from plan to market. Coordination
problemss show path dependence and illustrate that lock-in in an inefficient equilibrium is a
clearr possibility. As such, this framework points in particular to the relevance of building
institutionss that can guide transition towards an efficient equilibrium and prevent collapse of
coordination.. Furthermore, it clarifies the trade-off that exists between complementarities and
adjustmentt costs of different reforms, so that a priori it is not evident whether shock therapy
orr gradualism is to be preferred in reforming the transition economies.
Thee rest of this thesis is mainly empirical. In chapter 3 we start an investigation of how
importantt the quality of institutions is for macroeconomic growth in transition countries,
relativee to other factors. As the transitional output collapse is of course part of their growth
experience,, some of the issues were already touched upon in chapters 1 and, to a lesser extent,
2.. Chapter 3 surveys the most important empirical studies on the relationship between the
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qualityy of institutions and growth in general, and those that focus on transition countries. Until
recently,, in particular the latter have been scarce. This has mainly been due to a lack of data
concerningg the quality of institutions, which is obviously hard to measure. However,
increasingly,, subjective measures of the quality of institutions, based on surveys of its
perceptionn by international analysts or local economic agents, have come into use. The recent
literaturee shows that, as one of the few variables found to do so, the quality of institutions
robustlyy matters for growth and particularly investment. Moreover, it seems likely that better
institutionss indeed cause higher growth and not the other way around. The very few
applicationss to transition countries suggest that once a certain degree of macroeconomic
stabilizationn has been accomplished, the institutional environment becomes the more important
determinantt of growth in transition countries.
Somee of the issues identified in chapter 3 are taken up in chapter 4, which contains an
applicationn of growth empirics with institutional measures for transition countries. It uses
cross-sectionn data on 25 transition countries for 1990-98. It introduces some new institutional
measures,, performs extensive sensitivity tests, and checks for reverse causation. Estimation
resultss suggest that state institutions in particular are quite robustly important for growth and
foreignn direct investment (FDI). The relationship between institutions and growth is likely to
bee a causation, that between institutions and FDI less so. The significance of macroeconomic
stabilizationn and liberalization is also confirmed, but multicollinearity problems make it
impossiblee to properly judge their importance relative to that of institutions.
Inn chapter 5 we move to the investigation of the potential determinants of enterprise
performancee in the Russian transition, again giving particular attention to the quality of
institutions.. In order to achieve sustainable (macro)economic growth in the transition
countries,, it is crucial that (micro) enterprise performance is improved. However, it is not a
priorii clear which factors are essential for this. Russia is a particularly interesting case not only
becausee it is the most important of the transition countries, but also because the performance
off its enterprises since reform began has widely falsified expectations on the negative side. On
thee basis of the relatively limited empirical literature on potential determinants of enterprise
performancee in Russia, surveyed in chapter 5, only two firm conclusions can be made. First,
moree (regional) competition is related to better performance. Second, privatization per se is
not.. If there is one ownership category performing better, it is new private enterprises. The
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actuall situation in Russia on these counts is bad. The chapter identifies ample room for further
empiricall investigations on the effects of potential detenninants on enterprise performance in
Russia,, in particular those of different kinds of institutions.
Thiss is followed up in chapter 6. While appropriate (institutional) macro data can be
foundd (see chapter 4), it is much harder to find appropriate micro data on enterprise behavior
inn Russia. The empirical investigation of the potential determinants of enterprise restructuring
inn Russia in chapter 6 therefore uses data obtained by means of an own survey among more
thann 1400 Russian industrial enterprises. This survey collects data on enterprise restructuring,
ownership,, competition, budget constraints and, particularly, institutions, covering the period
betweenn the start of 1992 and September 1999. The survey questions on the quality of
institutionss were explicitly designed with the subjective institutional measures used in chapter
44 in mind. The response per se shows a devastating restructuring crisis, massive privatization,
ratherr weak competition, unexpectedly hard budget constraints, an overwhelmingly negative
andd relatively positive assessment of formal and informal institutions respectively, and largely
thee same ruling networks as before the start of market reforms. Ironically, preliminary results
indicatee that (un)important determinants of enterprise restructuring in Russian industry are
exactlyy those on which, according to the response per se, least (most) reform has been
accomplished.. That is: stronger competition and better (formal and informal) institutions go
withh more restructuring, while privatization and harder budget constraints do not.
Econometricc results confirm this specifically for active restructuring, which is most needed for
sustainablee growth.
Finally,, chapter 7 returns to (international) macroeconomics, investigating the potential
determinantss of capital flight from transition countries. For this purpose, to our knowledge,
thee first comprehensive data set on capital flight from transition countries is constructed.
Capitall flight can be a mechanism preventing transition countries from achieving sustainable
growth,, and can potentially be influenced by changes in the perceived quality of institutions.
Chapterr 7 uses the same subjective institutional measures as chapter 4. On their own, the
capitall flight figures illustrate that the Russian case is extreme. In particular, the August 1998
crisiss is reflected in capital flight of roughly 60 billion US dollars for that year according to the
measuree used most widely. With panel data for 22 transition countries for 1993-99, we
investigatee the ability of a rich set of potential detenninants to account for the behavior of

Summary y

181 1

capitall flight, using a general-to-specific model selection approach. The results illustrate that it
iss quite hard to model capital flight, which is surely not just influenced by economic
fundamentals,, but also by the psychology of the market. Moreover, different figures and
estimationn results when using different capital flight measures illustrate that there is no such
thingg as 'the' capitalflightfromthe transition countries, only different subsets of capital flows
thatt may or may not be interesting for analytical purposes. Even in the best specification, only
thee following variables have a significant effect on capital flight, in decreasing order of
importance:: reserves, quality of property rights, growth, and pre-transition level of
liberalization.. Surprisingly, higher reserves are associated with higher capital flight However,
thiss may reflect that higher reserves imply more 'availability' offlightcapital. Higher quality of
propertyy rights, growth, and pre-transition level of liberalization are all associated with lower
capitallflight,and the differences in impact are minor.
Nevertheless,, from a policy perspective, the results in chapter 7 are suggestive of the
importancee of ensuring the quality of property rights and the growth of the economy in general
ass the best strategy to lower capital flight in the broadest sense. Recall that chapter 4 gives
evidencee that there is quite a robust positive relationship between the first two variables as
welll Furthermore, chapter 6 leads to results that confirm the significance of the quality of
institutionss for (active) enterprise restructuring, which is a crucial factor behind economic
growth.. In all these cases the quality of institutions proves more important than a host of
variabless that are generally considered significant. Thus, this thesis can be seen as a small piece
inn the body of evidence that has developed that indicates that institutions 'matter' crucially,
specificallyy for transition countries. It implies that more stress should have been given on
institutionn building in economic transition, certainly early in the process. Partly under influence
off the body of evidence, this is by now a point that is mostly well-taken, and also considered
too be applicable to economic development in general.
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Sindss de val van de Berlijnse muur, in 1989, zijn de landen van Centraal en Oost-Europa
(CEE)) en de voormalige Sovjetunie (FSU) verwikkeld in een historisch transitie-proces van
centraall geleide naar markteconomieën. Hun economische prestaties zijn sindsdien zeer
verschillendd geweest. Hetzelfde geldt voor hun economisch beleid. Hoewel deze transitielandenn allen een achtergrond van centrale planning hebben, verschilden hun intitiële condities
natuurlijkk eveneens. Desalniettemin is de transitie, achter de miljoenen beïnvloede levens, voor
dee econoom een uniek 'natuur-experiment', dat nuttige gegevens oplevert waaruit lessen
kunnenn worden getrokken over het beleid dat wel en niet heeft gewerkt. Deze lessen kunnen
vann breder belang zijn dan 'slechts' voor de transitie-landen. Ze kunnen ook relevant zijn voor
ontwikkelingslandenn in het algemeen, waar gelijksoortige factoren een rol spelen.
Ditt proefschrift, Instituties, economische prestatie en transitie', bundelt zeven losse
paperss (hoofdstukken), waarvan de eerste zes eerder zijn gepubliceerd als tijdschriftartikelen.91
Hett gemeenschappelijke kenmerk van alle hoofdstukken van het boek is dat wordt onderzocht
hoee belangrijk verschillen in de kwaliteit van instituties zijn geweest ter verklaring van
verschillenn in economische prestatie sinds het begin van de transitie in de landen van CEE en
dee FSU. Het gaat er daarbij met name om het relatieve belang van de verschillende
beleidsmaatregelenn en initiële condities econometrisch te onderscheiden, zodat we een beter
gefundeerdd antwoord kunnen geven op de vraag hoe de beleidsprioriteiten in de transitielandenn (hadden) moeten liggen. De maatstaven voor economische prestatie waarop het
onderzoekk zich toespitst zijn groei, bedrijfsherstructurering en kapitaalvlucht, die uiteraard
onderlingg verbonden zijn. Instituties worden ruwweg gedefinieerd als de regels van het
(economische)) spel. Deze omvatten zowel 'wettelijke regels' (gehandhaafd door de staat,
bijvoorbeeldd eigendomsrechten), ofwel 'formele' instituties, als 'civiele maatschappij'
(gehandhaafdd door conventie, bijvoorbeeld vertrouwen), ofwel 'informele' instituties. Het is
redelijkk te stellen dat aan het begin van de transitie weinig economen institutionele factoren
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vann cruciaal belang achtten. De meeste nadruk werd gelegd op het snel bereiken van macroeconomischee stabilisatie en liberalisatie (privatisering, prijsliberalisatie etcetera). De
laatstgenoemdee factoren stonden ook centraal in de onderzoeksagenda.
Hoofdstukk 1 en 2 van dit proefschrift zijn theoretisch van aard. Hoofdstuk 1
concentreertt zich op de verklaring van de ineenstorting van de produktie die alle transitielandenn op hun weg van centraal geleide naar markteconomieën ervoeren. Deze transitionele
ineenstortingg van de produktie was veel erger dan aanvankelijk verwacht. Aangezien centrale
planningg een allocatie ver binnen de grens van de produktiemogelijkheden opleverde, kan
echterr de vraag worden gesteld waarom de produktie überhaupt moest dalen tijdens het
transitie-proces.. In hoofdstuk 1 wordt een overzicht gegeven van de belangrijkste theoretische
verklaringenn die zijn geopperd als antwoord op deze vraag. De transitionele ineenstorting van
dee produktie heeft natuurlijk niet één enkele oorzaak; de intensiteit van de effecten van de
verscheidenee oorzaken kan per land en in de tijd verschillen. Zowel vraag- als aanbodfactoren
hebbenn een rol gespeeld. Desalniettemin üjkt het vooral een institutioneel aanbodzijdefenomeen.. Transitie vernietigde de formele instituties van centrale planning, die gegeven dat
systeemm hun eigen logica hadden, terwijl ze niet automatisch werden vervangen door de
vereistee marktinstituties. Het resulterende 'institutionele vacuüm' droeg ertoe bij dat
economischee destructie sneller plaatsvond dan creatie. Aanvankelijk werd de coördinatie zelfs
zodanigg ontwricht, dat er een algehele ineenstorting van de produktie optrad. Historisch
gezienn zijn markteconomieën mede vormgegeven door de staat, bijvoorbeeld middels het
vormenn en handhaven van wettelijke regels. Evolutionaire krachten, die lange reeksen van
wederkerendee situaties omvatten via welke geleidelijk nieuwe conventies konden ontstaan,
speeldenn echter ook een rol. Beide zaken kosten noodzakelijkerwijs tijd.
Hoofdstukk 2 is verbonden met hoofdstuk 1 omdat het onder andere laat zien dat de
transitionelee ineenstorting van de produktie meer specifiek kan worden verklaard als een geval
vann ineenstorting van coördinatie tijdens institutionele verandering. Meer algemeen wordt
doorr dit hoofdstuk geïllustreerd op welke manieren het standaard speltheoretische kader van
coördinatieproblemenn relevant is voor de transitie van plan naar markt. Behandeld wordt hoe
922
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institutiess zijn te beschouwen als wijzen om met coördinatieproblemen om te gaan en kunnen
helpenn een efficiënt evenwicht te bereiken. Coördinatieproblemen vertonen padafhankelijkheid
enn illustreren dat 'opsluiting' in een inefficiënt evenwicht een reële mogelijkheid is. Als zodanig
duidtt dit kader met name op de relevantie van het opbouwen van instituties die de transitie in
dee richting van een efficiënt evenwicht kunnen sturen en ineenstorting van coördinatie
voorkomen.. Verder verheldert het de afweging die bestaat tussen complementariteiten en
aanpassingskostenn van verschillende hervormingen, waardoor het a priori niet duidelijk is of
schoktherapiee danwei gradualisme te prefereren is bij het hervormen van de transitieeconomieën.. Er is tot nu toe relatief weinig gedaan aan formele theoretische modellering in de
geestt van de descriptief theoretische conclusies van hoofdstuk 1 en 2.
Dee rest van dit proefschrift is empirisch van aard. In hoofdstuk 3 en 4 wordt
onderzochtt hoe belangrijk de kwaliteit van instituties is voor macro-economische groei in
transitie-landen,, ten opzichte van andere factoren. Aangezien de transitionele ineenstorting van
dee produktie uiteraard deel uitmaakt van hun groei-ervaring, werden een aantal relevante
puntenn al aangestipt in hoofdstuk 1 en, in mindere mate, in hoofdstuk 2. In hoofdstuk 3 wordt
eenn overzicht gegeven van de belangrijkste empirische studies naar de relatie tussen de
kwaliteitt van instituties en groei in het algemeen, en van hen die zich daarbij concentreren op
transitie-landen.. Tot voor kort waren met name de laatste schaars. Dit kwam vooral door een
tekortt aan gegevens betreffende de kwaliteit van instituties, die uiteraard moeilijk te meten is.
Inn toenemende mate zijn echter subjectieve maatstaven voor de kwaliteit van instituties in
gebruikk geraakt, gebaseerd op de visie van internationale analisten of lokale economische
agenteaa Met behulp hiervan wordt door de recente literatuur geïllustreerd dat de kwaliteit van
institutiess een van de weinige variabelen is die van robuust belang is voor groei en vooral
investeringen.. Bovendien lijkt het erop dat betere instituties inderdaad hogere groei
veroorzaken,, niet vice versa. Het geringe aantal toepassingen op transitie-landen suggereert
datt de institutionele omgeving de belangrijkste determinant van groei wordt, als er eenmaal
eenn bepaalde mate van macro-economische stabilisatie is bereikt. In hoofdstuk 3 wordt een
behoeftee vastgesteld aan meer empirische studies van groei in transhielanden die dit soort
institutionelee maatstaven gebruiken.
Ditt krijgt een vervolg in hoofdstuk 4, waarin een toepassing van groei-empirie met
institutionelee maatstaven op transitie-landen wordt beschreven. Hierbij is gebruik gemaakt van
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dwarsdoorsnedegegevenss van 25 transitie-landen voor 1990-98. Er zitten een viertal nieuwe
aspectenn aan ditt hoofdstuk. Ten eerste worden enkele institutionele maatstaven geïntroduceerd
diee niet eerder werden gebruikt. Ten tweede wordt naast een maatstaf voor formele ook een
maatstaff voor informele instituties gebruikt. Ten derde wordt een relatief uitgebreide
gevoeligheidsanalysee gedaan. Ten vierde wordt de mogelijkheid van omgekeerde causaliteit in
dee relatie tussen de kwaliteit van instituties en groei in transitie-landen expliciet behandeld. De
resultatenn suggereren dat vooral staatsinsthuties van robuust belang zijn voor groei en
buitenlandsee directe investeringen (FDI). Het is bovendien waarschijnlijk dat de relatie tussen
institutiess en groei een causaliteit is, terwijl dit voor de relatie tussen instituties en FDI in
minderee mate het geval üjkt. Het belang van macro-economische stabilisatie en liberalisatie
wordtt eveneens bevestigd, maar problemen van multicollineariteit maken het onmogelijk om
hunn belang ten opzichte van dat van instituties correct te beoordelen.
Inn hoofdstuk 5 en 6 verleggen we de aandacht naar het onderzoeken van de potentiële
determinantenn van bedrijfsprestatie in de Russische transitie, waarbij opnieuw met name
aandachtt wordt gegeven aan de kwaliteit van instituties. Aangezien het teneinde duurzame
(macro-)) economische groei te bereiken in de transitie-landen cruciaal is dat (micro)
bedrijfsprestatiee wordt verbeterd, kunnen deze hoofdstukken worden gezien als een 'microspiegel'' van hoofdstuk 3 en 4. De methodologie die wordt gebruikt in deze beide deelgebieden
vann de literatuur is in essentie ook hetzelfde, hetgeen in dit proefschrift eveneens het geval is.
Ruslandd is niet alleen een extra interessant geval als het belangrijkste transitie-land, maar ook
omdatt de prestatie van haar bedrijven sinds het begin van de hervormingen ver beneden de
verwachtingenn is gebleven. Een basis voor eigen analyse wordt opnieuw gelegd met een
literatuuroverzicht,, in hoofdstuk 5. Op grond van de relatief beperkte empirische literatuur op
hett gebied van de potentiële determinanten van bedrijfsprestatie in Rusland kunnen slechts
tweee duidelijke conclusies worden getrokken. Ten eerste: sterkere concurrentie is gerelateerd
aann betere prestatie. Ten tweede: privatisering op zich is dit niet. Als er één
eigendomscategoriee met betere prestatie bestaat, dan zijn het geheel nieuw opgerichte
particulieree bedrijven. Op deze beide punten doet Rusland het in de realiteit slecht. In
hoofdstukk 5 wordt een grote behoefte gesignaleerd aan verder empirisch onderzoek naar de
effectenn van potentiële detenninanten op bedrijfsprestatie in Rusland, met name naar die van
verschillendee soorten instituties.
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Hieraann wordt gevolg gegeven in hoofdstuk 6. Hoewel geschikte (institutionele)
macro-gegevenss tegenwoordig wel degelijk kunnen worden gevonden (2de hoofdstuk 4), is het
veell moeilijker om geschikte micro-gegevens op het gebied van bedrijfeprestatie in Rusland te
vinden..

Het

empirische

onderzoek

naar

de

potentiële

determinanten

van

bedrijfsherstructureringg in Rusland in hoofdstuk 6 is daarom gebaseerd op gegevens die zijn
verkregenn middels een eigen enquête onder 1400 Russische industriële bedrijven, hetgeen een
nieuww aspect is aan dit hoofdstuk. Deze enquête levert gegevens over bedrijfeherstructurering,
eigendomsverhoudingen,, marktstructuur, budgetrestricties en, vooral, instituties, over de
periodee tussen begin 1992 en september 1999. De enquête-vragen naar de kwaliteit van
institutiess werden ontworpen met de subjectieve institutionele maatstaven uit hoofdstuk 4 in
gedachten.. De respons op zich laat een verwoestende herstructureringscrisis zien, massale
privatisering,, tamelijk zwakke concurrentie, onverwacht harde budgetrestricties, een
overweldigendd negatieve en relatief positieve evaluatie van respectievelijk formele en
informelee instituties, en grotendeels dezelfde heersende netwerken als voor het begin van
markthervormingen.. Ironisch genoeg duiden tentatieve resultaten erop dat de belangrijke
determinantenn van bedrijfeherstructurering in de Russische industrie juist die zijn waarop de
minstee mate van hervorming is bereikt. Dat wil zeggen: sterkere concurrentie en betere
(formelee en informele) instituties gaan samen met meer herstructurering, terwijl privatisering
enn hardere budgetrestricties dit niet doen. Econometrische resultaten bevestigen dit specifiek
voorr actieve herstructurering, die het meest nodig is voor duurzame groei.
Mett hoofdstuk 7 keren we tenslotte terug naar (internationale) macro-economie,
waarbijj de potentiële determinanten van kapitaalvlucht uit transitie-landen worden onderzocht.
Voorr dit doel wordt, zover wij weten, het eerste brede gegevensbestand op het gebied van
kapitaalvluchtt uit transitie-landen geconstrueerd. Dit creëert het nieuwe aspect aan dit
hoofdstuk.. Het verband met de voorgaande hoofdstukken ligt in het feit dat kapitaalvlucht een
mechanismee kan zijn dat transitie-landen ervan weerhoudt duurzame groei te bereiken en
potentieell kan worden beïnvloed door veranderingen in de waargenomen kwaliteit van
instituties.. In hoofdstuk 7 worden dezelfde subjectieve institutionele maatstaven gebruikt als in
hoofdstukk 4. Op zichzelf illustreren de kapitaalvluchtcijfers dat het Russische geval extreem is.
Datt geldt met name voor de crisis van augustus 1998, die zich volgens de meestgebruikte
maatstaff uitte in een kapitaalvlucht van ruwweg 60 miljard dollar in dat jaar. Met paneldata
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voorr 22 transitie-landen voor 1993-99 wordt onderzocht in hoeverre een grote verzameling
vann potentiële determinanten het gedrag van kapitaalvlucht kan verklaren, waarbij we uit een
zeerr algemeen een specifiek model selecteren. De resultaten illustreren dat het behoorlijk
moeilijkk is om kapitaalvlucht, die zeker niet alleen door economische fundamentele factoren
wordtt beïnvloed, maar ook door de psychologie van de markt, te modelleren. Bovendien
illustreertt het feit dat verschillende maatstaven voor kapitaalvlucht verschillende cijfers en
schattingsresultatenn opleveren dat er niet zoiets is als 'de' kapitaalvlucht uit transitie-landen,
maarr slechts verschillende subgroepen van kapitaalstromen bestaan, die al dan niet interessant
kunnenn zijn voor analytische doeleinden. Zelfs in de beste specificatie hebben slechts de
volgendee variabelen een significant effect op kapitaalvlucht, gerangschikt naar afnemend
belang:: reserves, kwaliteit van eigendomsrechten, groei, en het pre-transitie hberalisatieniveau.
Verrassendd genoeg zijn hogere reserves geassocieerd met hogere kapitaalvlucht. Dit kan
echterr weergeven dat hogere reserves meer 'beschikbaarheid' van vluchtkapitaal impliceren.
Hogeree kwaliteit van eigendomsrechten, groei, en pre-transitie liberalisatieniveau zijn allen
geassocieerdd met lagere kapitaalvlucht, en de verschillen in impact zijn van ondergeschikt
belang. .
Vanuitt beleidsperspectief zijn de resultaten in hoofdstuk 7 desalniettemin suggestief
voorr het belang van het garanderen van de kwaliteit van eigendomsrechten en van de groei van
dee economie in het algemeen als de beste strategie om kapitaalvlucht in de breedste zin te
bestrijden.. Dit wordt nog belangrijker als we ons herinneren dat hoofdstuk 4 bewijs levert
voorr een behoorlijk robuuste positieve relatie tussen de eerstgenoemde twee variabelen.
Hoofdstukk 6 leidt bovendien tot resultaten die het belang bevestigen van de kwaliteit van
institutiess voor (actieve) bedrijfsherstructurering, die een cruciale factor voor economische
groeii is. Deze hoofdstukken vormen de kern van dh proefschrift, aangezien ze enige nieuwe
bijdragenn bevatten, terwijl de rest van dit boek grotendeels werk van anderen evalueert.
Volgenss de nieuwe bijdragen blijkt de kwaliteit van instituties belangrijker dan de meeste
variabelenn die in het algemeen van belang worden geacht. Derhalve kan dit proefschrift
wordenn gezien als een kleine bouwsteen in het bewijs dat inmiddels is ontwikkeld dat aangeeft
datt instituties er cruciaal toe doen', specifiek voor transitie-landen. Dit impliceert dat meer
nadrukk had moeten worden gelegd op het opbouwen van instituties in de economische
transitie,, zeker vroegtijdig in dit proces. Gedeeltelijk onder invloed van dit bewijs, wordt dit
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puntt tegenwoordig meestal breed geaccepteerd en ook van toepassing geacht op economische
ontwikkelingg in het algemeen.
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Sincee the fall of the Berlin Wall, in 1989, the countries of Central and
Easternn Europe (CEE) and the former Soviet Union (FSU) have been
engagedd in an historic transition process from centrally-planned to
markett economies. Economic performance among these countries
hass widely differed in the years since the start of the transition.
Soo have economic policies. Of course, although the transition
countriess all came from a central-planning background, initial
conditionss also differed. Nevertheless, beyond the millions of
affectedd lives, for the economist this is a unique 'natural experiment',
givingg useful data from which to distill lessons about the policies
thatt have worked and those that have not. These may have broader
significancee than 'just' for the transition countries. They may also
bee relevant for developing countries in general, where similar issues.
playy a role. This book researches the relative importance of the
variouss economic policies and initial conditions for economic
performancee in CEE and the FSU, specifically for growth, enterprise
-- restructuring and capital flight, which are obviously linked.
Thee special focus is on institutional factors, such as the rule of law,
whichh were given little attention in earlier research. Results suggest
thatt the quality of institutions is more important than a host of
variabless that are generally considered significant. This implies
thatt more stress should have been given on institution building
inn economic transition, certainly early in the process.
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