
HILE much has been written about the eco-
nomic changes that must take place for cen-
trally planned countries to become market
economies, less has been written about how

the economic role of the state must change. In “shock 
therapy,” advocated by some economists at the start of the
transition, the main ingredients for success
were assumed to be price liberalization,
macroeconomic stabilization, and pri-
vatization. Little was said about the

role of the government in the new environment. A complete
transformation of the economy, the institutions, and eco-
nomic processes requires, in addition, that

• profitability be the guiding criterion for most investment
decisions;

• activities deemed socially desirable be financed by the
government; and

• the government effectively perform its core functions in
the economy while withdrawing from, or drastically reduc-
ing its role in, many secondary activities.

Elements of a market economy
To function well, market economies need govern-

ments that can establish and enforce the “rules of
the game,” promote widely shared social objec-

tives, raise revenues to finance public sector
activities, spend the revenues productively,
enforce contracts and protect property, and
produce public goods. They also need a pared-
down set of regulations that are clear and
leave little margin for interpretation or dis-
cretion. While the guiding principle under

central planning was that nothing was per-
mitted unless explicitly authorized, the
guiding principle in a market economy
should be that everything is permitted
unless expressly forbidden.

The transformation to a market econ-
omy is not complete until functioning 

fiscal institutions and reasonable and
affordable expenditure programs,
including basic social safety nets for
the unemployed, the sick, and the

elderly, are in place. Spending programs
must be financed from public revenues 

generated—through taxation—without
imposing excessive burdens on the private
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themselves into market economies. To be successful, they need to develop the 
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sector. Because the level of taxation of a country depends on,
among other criteria, the extent of its economic development
and the sophistication of its tax systems and administration,
these constraints must be considered in discussions of public
spending.

Finally, because the optimal role for government derives
not just from economic considerations but also from the
interplay of political and economic forces, the views of the
executive branch of government should broadly match those
of the legislative branch. If the two sides are miles apart on
what the government should do, as they have been in Russia
and some other countries, neither an optimal government
role nor rational policies are likely to emerge.

Institutions in a market economy 
To perform their tasks, governments in market economies
need some well-developed institutions run by competent
individuals and guided by appropriate incentives. The objec-
tives of the managers must not diverge from those of the
institutions, which must in turn be consistent with the public
interest. Such institutions do not materialize magically. They
need to be created and continually reformed. In industrial
countries, it took centuries for these institutions to evolve.

When the necessary public institutions do not exist or, if
they do exist, when the incentives for their managers are per-
verse, the government can easily become an impediment to

economic activity because it ends up being used by individuals
for their own ends. This is what normally happens in a corrupt
system, where parts of the government apparatus are priva-
tized for the gains of individuals or special interest groups. In
such a system, the achievement of social objectives is difficult
and some of the government’s actions may appear predatory,
such as when state employees extract bribes from citizens who
need permits or authorizations.

Pre-transition environment
At the beginning of the transition, the share of GDP derived
from private sector activities was small in all transition coun-
tries. It ranged from less than 1 percent in the former
Czechoslovakia and Russia to almost 20 percent in Poland,
compared with about 80 percent in the United States.
Economic production occurred overwhelmingly in the pub-
lic sector because few productive assets could be privately
owned and few private activities were allowed. Prices and
genuine economic profits did not play much of a role in
resource allocation because the use of resources was deter-
mined by political decisions made within the planning office.

The transition countries did not need market-type tax sys-
tems to raise public revenues because the government
decided how to use total output and could simply appropri-
ate production for its own needs. Taxes were mostly transfers
from some activities to others. The primary function of tax

Progress in transition, 1998
Financial institutions 2

Private sector Enterprises 2 Markets and trade 2 Banking reform 
share of GDP Large-scale Small-scale Price and interest rate

(percent, mid-1998) 1 privatization privatization liberalization liberalization

Albania 75 2 4 3 2
Armenia 60 3 3 3 2+
Azerbaijan 45 2 3 3 2
Belarus 20 1 2 2 1
Bulgaria 50 3 3 3 3–

Croatia 55 3 4+ 3 3–
Czech Republic 75 4 4+ 3 3
Estonia 70 4 4+ 3 3+
Georgia 60 3+ 4 3 2+
Hungary 80 4 4+ 3+ 4

Kazakhstan 55 3 4 3 2+
Kyrgyz Republic 60 3 4 3 3–
Latvia 60 3 4 3 3–
Lithuania 70 3 4 3 3
Moldova 45 3 3+ 3 2+

Poland 65 3+ 4+ 3+ 3+
Romania 60 3– 3+ 3 2+
Russian Federation 70 3+ 4 3– 2
Slovak Republic 75 4 4+ 3 3–
Tajikistan 30 2 2+ 3 1

Turkmenistan 25 2– 2 2 1
Ukraine 55 2+ 3+ 3 2
Uzbekistan 45 3– 3 2 2–
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Source: European Bank for Reconstruction and Development, Transition Report, 1998, Table 2.1.
1 Private sector shares of GDP represent rough EBRD estimates, based on available statistics from both official (government) and unofficial sources. The underlying concept of private 

sector value added includes income generated by the activity of private registered companies, as well as by private entities engaged in informal activity, in those cases where reliable 
information on informal activity is available.

2 The numerical indicators range from 1 to 4, with 1 representing the least progress. They are intended to represent cumulative progress in the movement from a centrally planned 
economy to a market economy in each dimension, rather than the rate of change in the course of the year.



administrators was to ensure that funds were transferred to
the government books and accounted for. There was no bud-
get office, no budget law, and no treasury.

Tax revenues were obtained from three major sources—
turnover taxes, taxes on enterprises, and payroll taxes—
which generated large revenues (at times up to 50 percent of
GDP). Under this system, most taxes were hidden, so that
individuals were largely unaware that, indirectly, they were
paying high taxes. Taxes were collected on the basis of nego-
tiations with government officials. The government was free
to change the rates and changed them often; when it needed
extra revenue, it negotiated to raise more taxes. An enterprise
in difficulty might negotiate to lower its taxes.

Particular characteristics of central planning made tax col-
lection relatively simple: (1) the authorities’ knowledge—
available from the plan—of quantities of goods produced
and of the prices at which they would be sold; (2) the role of
the central bank in processing payments and imposing
restrictions on how payments were to be settled; and (3) the
concentration of economic activities in a few large enter-
prises. Well-defined or fixed rules of law that individuals or
enterprises could appeal to when they disagreed with the
actions of the government did not exist.

Progress in general reforms
How much progress have the former socialist countries
made in transforming their economies? Evaluating them on
the basis of the shock-therapy approach gives the impression
that progress has been considerable. In general, the Eastern
European and Baltic countries have progressed rapidly, while
the other countries have been less successful in establishing
fiscal institutions, controlling fiscal imbalances, and redefin-
ing the role of the state. But even within these groups, the
differences are significant (see table). In some countries, one
senses that the old system is largely gone but that nothing has
taken its place, leaving an institutional vacuum.

Privatization. The private sector share in GDP, almost
insignificant 10 years ago, has risen dramatically in many
transition countries, reaching 70 percent or more in Albania,
the Czech Republic, Estonia, Hungary, Lithuania, Russia,
and the Slovak Republic. Only in Belarus, Tajikistan, and
Turkmenistan does it remain at 30 percent or lower. While
impressive, these percentages reflect privatization of owner-
ship but not necessarily of management. In many countries,
either the prereform managers are still running the enter-
prises or the new managers behave as if the enterprises were
still owned by the state.

One intriguing aspect of the privatization experience in
these countries is that, as state ownership has declined, the
rise in fiscal proceeds from privatization has not been com-
mensurate. Although the state owned almost everything
before the transition, the revenues it collected from the sale of
its assets were minuscule. In Russia, for example, assets valued
at $50–60 billion were reportedly bought for $1.5 billion.

There are several reasons for the low revenues. Privat-

ization was tantamount to a fire sale to which only a 
privileged few were invited, and they used their positions or
connections to amass enormous wealth. Thus, although con-
stituting a fundamental step toward a market economy, pri-
vatization became an obstacle to the protection of private
property—another prerequisite of a market economy.

Nomenklatura privatization—the purchase of state enter-
prises by former high officials of the communist party—and
other similar developments, such as the purchase at low
prices of valuable assets of state enterprises, have contributed
to the dramatic changes in the distribution of income in
these countries. Before the transition, they had some of the
most even income distributions in the world, a source of
pride for their leaders. Within a few years, however, some of
the richest men and women in the world—some of whom
also acquired substantial political power—were living a life
of conspicuous consumption. More worrisome is the
increase in inequality that has occurred, not because individ-
uals who rose higher on the income scale created wealth but
because they raided the government’s wealth.

It is easy to guess the reaction of these countries’ popula-
tions to the economic changes that created these new cir-
cumstances and to understand why the market economy,
which is identified with these changes, is blamed. Many of
the measures necessary to make a market economy vibrant
and efficient will be seen as protecting the ill-gotten wealth
of the new upper class and will encounter difficulty in the
political process. It should not be surprising if privatization
is not universally accepted as a sign of progress.

Price liberalization. The transition countries as a group
have gone far toward liberalizing and stabilizing prices (see
table). Although Belarus, Tajikistan, and Uzbekistan show lit-
tle progress, most countries show some, and a few—Hungary
and Poland—show a great deal. However, freeing prices on
some goods does not ensure increased efficiency if prices
remain controlled in large and vital sectors such as energy.

Fiscal reforms. Most transition economies have imple-
mented major fiscal reforms in the 1990s, some more suc-
cessfully than others. Because a tax culture never developed
in the centrally planned economies, people reacted with hos-
tility to the introduction of an explicit tax system.

The economic reforms that took place in these countries at
the beginning of the transition had a damaging impact on
the existing public finances.

• They destroyed the plan, thus eliminating the informa-
tion (good or bad) on quantities of goods produced and on
prices. The government had to rely on other sources, includ-
ing taxpayers’ declarations, for this information. Tax evasion
increased.

• They increased dramatically the number of producers
and thus the number of potential taxpayers, as private sector
activities came into existence. Tax administrations that had
been used to dealing with relatively few, friendly enterprises
had to deal with hundreds of thousands, or even millions, of
unfriendly taxpayers. Large state enterprises, which had 
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provided the bulk of tax revenue, declined in
importance, while new small and difficult-to-
tax private producers emerged as the most
dynamic sector of the economy. They required
both close attention from tax authorities,
because of their propensity to evade taxes, and
protection from unscrupulous tax officials.

• They removed the restrictions on payment
methods that had existed under central plan-
ning (when all payments were channeled
through the central bank). Unfortunately, tax
arrears and payments in the form of barter have
grown, creating major difficulties for the new
system.

Because of these changes, among others, the
old systems could not easily be reformed.
Totally new systems were needed, and they
required not just new tax laws but also new fiscal institu-
tions, new skills, technical knowledge, and political capital.
Few of the transition economies have been able to meet these
requirements of a market-oriented system.

Many countries attempted to patch up the old institutions
to make them behave like new ones. The poorly paid person-
nel of these institutions, schooled in the old ways, were often
the main obstacle to change, and those who were put in
charge of these institutions often had limited knowledge of
how tax administrations should work in market economies.
Their incentive was to maintain the old system. It would have
been far better to create, from scratch, new institutions.

Many governments have failed to accept or understand
that, in a market economy, a tax system should be based on
laws that establish tax rates and rules for objectively defining
the tax bases and should have one paramount objective—to
raise revenue as efficiently and equitably as possible. Rather,
these governments view the tax system as a tool that should
do many things—keep failing enterprises alive, sustain
employment by allowing loss-making enterprises to pay
wages instead of taxes, stimulate economic activity, and so
on. In some ways, the tax system replaced the plan as the key
instrument for economic and social policy. Thus, in some of
these countries, taxes have continued to be soft and discre-
tionary, and key ministers have continued to spend more
time dealing with individual taxpayers’ tax problems than
reforming the tax system. This may have sharply increased
the tax burden on segments of the economy that are not able
to receive preferential treatment.

In many of these countries, especially the larger ones, public
spending has remained very high as a share of GDP. Once
made, spending plans may be difficult to revise, especially
downward. This is particularly true of pensions, health bene-
fits, and public employment, which involve long-term com-
mitments. One reason for many countries’ high ratios of
spending to GDP is that they have experienced declines in out-
put. Another is that they have not yet formulated policies for
shrinking the role of the state. The government remains

engaged in far too many activities.

Conclusion
Major changes will need to occur to complete the
transition. Changes can be either superficial—
essentially those envisaged by the shock-
therapy approach—or deep, including creation of
new institutions, changes in incentives, changes in
processes, and transformation of the role of gov-
ernment. These deep changes are much more dif-
ficult and time-consuming because they involve
structural reforms and require a major modifica-
tion of attitudes, incentives, and relationships.

Once a country has made the transition to a
market economy, the role of government is dra-
matically different. It operates not through direct
controls but mostly through the tax system, the

budget, and a few essential regulations. The tax system must be
totally reformed to make it efficient and equitable and capable
of raising reasonable revenues. Expenditure policies must be
brought in line with the reduced public resources. The new
regulations will play a role in setting the rules of the game, reg-
ulating private pensions, and enforcing competition. Most per-
mits, authorizations, and other mechanisms that are known to
promote bribery must be eliminated, because they lead to the
corruption that is widespread in many transition economies.

Given the decline in income equality in these countries
and their experiences with privatization, it is likely that their
governments will be asked to play a more positive role in
income redistribution. Policymakers should work hard to
harmonize the concept of the role of the state that seems to
prevail in many of their legislatures with one that is feasible,
given the existing macroeconomic conditions and level of
institutional and economic development.

There must be a fuller realization that, while large fiscal
deficits are often a macroeconomic problem, they become a
more fundamental problem when they force governments to
renege on their legal contracts by sequestering or freezing
payments across the board. These actions are a corruption of
the budgetary process and the market economy. When a pub-
lic employee is not paid or when pensioners do not receive
pensions to which they are legally entitled, something is fun-
damentally wrong with the whole political budgetary process.
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