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I ntroduction

The political and ideological concerns aside, the fundamental ecoragument in
favor of postsocialist transition to a market system has beapposition that it will improve
allocative efficiency and thus the competitiveness of the indastnd standard of living of
the households. It was believed that the shift of property rights $tate to private sector
must facilitate such an improvement fast. Yet in the majafitgases - even after the first
decade of transition - the economies have not returned to the patktaihable growth. In
1999 a quarter of transition economies of East Central Europe (E@Eha former Soviet
Union (FSU) are still in or have returned to contraction.

The pre-transitional 1989 level of GDP has been recovered only in Poldré®5, in
Slovenia in 1998 and in Slovakia in 1999. In the remaining 25 countries oBBCESU as
well as in Mongolia the output is still below the pre-transitioreleand on average for the
whole transition economies region it is at a low 75% of the outpigtezed in 1989 (EBRD,
1999). In the two biggest postsocialist countries, Russia and Ukraieejains around half
and one third, respectively, of the pre-transition level. Still eiatsappears likely to continue
shrinking in 1999-2000.

Such a meager outcome from the early phases of transition stechismore from the
fundamental mismanagement of the process of postsocialist chédragedrom the over-
emphasized "legacy of the past” (Kolodko, 1999a).

Neither the governments of the countries involved, nor the internationainanity
assisting the process of postsocialist transition assumed atagey of the endeavor that the
process would follow such an awkward route. After 10 years of ti@m$dr the majority of
them it is a rather bitter surprise.

The policies implemented in the ECE and the FSU emerging rmdikee been based
to a great extent on the early Washington Consehkysresupposed - though was designed
in the first place to address the structural crisis in LatimeAca, and not in the region of the
formerly centrally planned economies - that liberalization-stalnilization, together with
fast privatization, if only supported by financial policy, must brgogn recovery and later
sustained growth. Such a prognosis took for granted that this courseoafvaould secure
improvement of allocative efficiency and automatically wipe oasteful allocation typical
for the distorted socialist economy. Yet, for a number of reagomasi not occurred. The
crucial cause for such disappointment has been the negligencéeoinstitutional
arrangements necessary for the successful performance of passeconomies (Kolodko,
1989; Poznanski, 1996; Kolodko and Nuti, 1997; North, 1997; Stiglitz 1998, 1999).

The countries that are dealing more successfully with the isswesovery and growth
are these which were able to focus not only on de-nationalization efateeassets, but also
on the development of venture entrepreneurship, mainly on the small Sbal grass-rooted
development of especially small and medium enterprises has cagdriBignificantly to
overcoming the transitional depression and then to recovery and ffasthg Yet
accomplishing such a sequence requires that specific systempolarydconditions must be
met. Just the policy of liberalization-cum-stabilization and dézzttion is not sufficient. To

! The Washington Consensus describes the policigonse agreed at the turn of 1980s and 1990s taward
debt crisis in Latin American economies. Under pgpular name it was first presented and discuseed i
Williamson (1990).



facilitate the required path of development proper institutional geraents must be executed
by the governments, a legal framework must be established agdweement policies must
support the rise and competitive performance of the SMB. Libatilizin the broad sense of
opening up market processes, is a prerequisite for the growthsosehtor in transition
economies, yet itself is not satisfactory.

In this paper we discuss some of the fundamental features ngdesshe take-off of
SME in postsocialist economies in transition. The second section nfredbe
conceptualization of the transition process, within which the SME dewelaipis discussed.
In the third section, the meaning of the legacy and the structaraleldas institutional and
behavioral, characteristics inherited from the past are condideoairth, the significance of
the removal of shortages, economic (price, trade, in-out business| ¢apv) liberalization
for entrepreneurship development and the demand factors are pieseéfite the role that
the change in property rights plays in development of the SMEamierd and the meaning
of the legal measures and the new institutional arrangemerdsanssed. Sixth, the role that
an emerging 'growth lobby' may play for the expansion of the SMkasiined. And last, the
policy conclusions which support the sustainability of development are drawn.

Transition and the entrepreneurship

Transition to a market economy must be seen as a historical process of compigs cha
leading from the centrally planned economy based upon the dominance atidratie
coordination and state property to an open economy based upon markkhateor and
dominance of private property. From such an angle the crucialrfactestablishing the
market economy - after the statist economy of the socialkstirally planned type is
abandoned - is the development of the private sector. Yet privatizafimnfiom sufficient to
accomplish such a target.

Transition consists of three parallel processes (Kolodko, 1992), Histalization-
cum-stabilization, second, institution building and, third, the microeconaestoaucturing of
the existing capacity.

Considering the point of departure towards a free market, i.e. @yatgtorted price
structure and financial disequilibria at the late stage oérarally planned economy, the
liberalization process initially caused further financial dafization, mainly initiating an
inflationary process. Since inflation was repressed under thelisbo@aonomic regime,
liberalization at first leads to acceleration of price (opefiation and therefore calls for
thorough stabilization policy. This, in turn, requires tough financidl monetary policies,
which has particular implications for further structural refe@ssociated with transition to a
market system.

Second, the core of transition is the process of institution buildingmBlnleet does not
mean just a liberal regulation (or de-regulation) and dominancevateproperty expanding
fast due to ongoing privatization, i.e. de-nationalization of theiegisissets. The market
means both private property and liberal regulation AND the buildingnstitutions. The
institutions are the rules of the economic game and the organizteilitating these rules as
well as the links between them (North, 1997). Thus the establishmeapprbpriate
institutional arrangements is indispensable for the birth and grofvéh market economy.
This is more the case in the postsocialist countries, whexddhestitutional regime is being
dismantled and the new one must be developed almost from scratch. lihdidization-
cum-stabilization, which may be (if the political circumstanpermit) executed in a more or



less radical manner, institution building in each case must bedaajrprocess|t takes time
and calls not only for new law and an organization framework buf@lsolasting process of
learning by doing.

Transition to a market makes sense only if it leads to theoweprent of efficiency and
thus relatively better overall economic performance. Hence,oggonomic restructuring,
tied to the liberalization-cum-stabilization, on the one hand, and tmehe institutional
arrangements, on the other, must be seen as another indispensable thertwdfole
transitional endeavor. This process needs not only time but, firsllofcapital, new
investment and retraining, as well as redeployment of labds.dtso very costly in terms
both of financial resources and social costs. The new economic stroesuitting from these
changes contributes to upgrading industrial capacities and thus to boghpetitiveness and,
finally, to raising the standard of living. Microeconomic restruotyris linked to both the
streamlining of existing capacities and to the creation ofedpntitew units facilitating the
processes of producing the goods and delivering the services.

Within such conceptual framework transition is always a graguaess. It can be
managed better or worse, it can last a shorter or longer ltumen its complexity it is and
must be, by its very nature, a gradual process. In this comtem, in the countries most
advanced in transition, e.g. those that have already joined the OE&M® negotiating their
accession to the EU, the transition is far from over.

Therefore, the development of entrepreneurship in the postsoatalisitries in
transition should be seen through the prism of this three-dimensicedial) process. It
should also be interesting to examine the systemic and policy catiphs for the
development of the SME from such an angle.

One may claim that the main purpose for the whole transitiortisgds the creation of
entrepreneurship. Undoubtedly, liberalization and privatization are thilgasthe
entrepreneurship, yet these two processes are not sufficieantntererging activities in
manufacturing, trade, financial and other services into a consteuctice. As much as the
final success of postsocialist transition in ECE and FSU andefloems of the socialist
system in China and Vietnam depend on the expansion of entreprenenrahigdctors of
the economy, the development of sound entrepreneurship is due to the properofiesig
certain other processes, firstly institution building.

Only the appropriate institutions can channel the emerging taesivin postsocialist
countries in such ways that the new market-based entrepreneuilipnivibute to growing
competitiveness and sustained growth. Otherwise, it can turn agaigsterm growth and
development, as has happened, unfortunately, in some transition econoohielng Russia,
the most important and largest of them all.

2 |nstitution building, that is the creation of theles that serve the market economy, also encorepabe
behavioral aspect. Thus even in the case of teeG&IR - despite the fact that the legal framewods indeed
introduced in a radical manner (actually overnigitl July 1990) - institution building is a gradpabcess. The
rules have been adopted radically, but securingtiilgy to comply with these new rules is a pracdsat must
be learned and, if necessary, enforced by the rairelevant organizations.



Thelegacy of reformed vs unreformed economiesfor SME development

Leaving aside the agriculture sector in some countries ciedlgan Poland where as
much as 80% of farmland was neither nationalized nor collectivizadd some positive
examples, though only with minor meaning, from the service sectgr (etail trade,
construction, transport, housekeeping, etc.) there were almost nanSkH=old system. This
single fact has the most significant implication for their &gp@ during the transition
period, since in the majority of cases they must be developedtfi®ieginning. Yet there
are some systemic and real differences between the countries under aliscussi

The point of departure to postsocialist transition 10 years agdiffesent in particular
countries. On the one hand, we have had traditional, soviet-typegedgimbmies of the FSU
and some rather orthodox ECE. On the other hand, we have had refoonethies of the
ECE, especially Hungary, Poland and the former Yugoslavia. Wetng the remaining
centrally planned economies of the ECE region there were, fisrpaint of view, negligible
differences. Whereas in the GDR, and to some extent in Buldagi® was a little bit more
room for the SME, in countries like Albania and Romania the SME simply did not exist.

A typical feature of the development in the statist centralllynned economies was
reliance on heavy industry. From the beginning of so-called Isbdredustrialization’, that is
from the 1950s in ECE, the heavy industries were provided with troeitpras far as
resources allocation was concerned. Such a pattern of developmdmsedsupon the long
lasting and, prevalent across the region, conviction that the exparisi@avy industries in
the long-run would be decisive for economic efficiency and thus pélgigaemacy. Later,
even if such ill-advised conviction had evaporated, the way the indusatebeen managed
facilitated the concentration of production. As long as thereceasally planned allocation
of scarce resources there was also a natural inclination tontrateeproduction within the
large units. Actually, often according to the rules 'the larger, the better'.

So, there was not enough room for the development and performaneeSME Even
if they were allowed to function (formally true in most cas&a®j even if from time to time
(when a reform-oriented mood was gaining momentum) they triétl the vacuum left by
the large companies, they were, to some degree, actually disaech against. A lack of
proper supply of the means of production and limited

access to other resources, often in short supply, made theteneesstill more
problematic. If - as had occurred periodically - there watempts to facilitate the
development of SME, it did not last long and in the real strugglehéocéentrally distributed
resources there were always the losers. The legal framewdrich was introduced
intentionally to support this part of the production and service seetassnot strong enough
to secure the smooth performance of SME, which were always pugbeitienshadows by
big industrial units, that were much easier to manage from the top of the statiecbacy.

Of course, the particular situation differed from country to aguyet such a course of
evolution was rather typical for all of them. However, in those wagting communist
orthodoxy, the room for private SME performance was alwaysyanarow one, including
the periods where in other countries there were certain attémpteercise a more flexible
approach towards this sector.

Indeed, the way the management over the state sector in aissoet@nomy was
exercised was of paramount importance for the evolution of the economic strawotare the



concentration of economy into a few, rather large, units. If itquéte understandable in the
case of, say, steel mills or shipyards, it was a ratherrbizxercise in the instance of the
factory making buckets or ropes. Yet even in the latterscadfeit was difficult to organize
the production solely under one roof - special organizational units gveated to bring the
process of production and distribution under some form of control of central bureaucracy.

In countries that tried to reform their institutional set-up adjgist the legal system
towards the needs of a more flexible economy the SME did much. bettéungary, Poland
and the former Yugoslavia - somewhat like China in the 1990s - @brsof small
companies employing just a few workers performed well, togetitarlarge firms. Yet the
core problem was not the size of companies as such. What re#iéredavas the character
of the property. Since they were socialist economies, theyrefiestate property and there
were ideologically motivated constraints imposed upon the expansite &ME. Whereas
the state sector was inclined towards big units, since it thexs easier to compete for
centrally distributed means of production, the private sector's egpawsis strictly limited.
The small sector was indeed doomed to remain small, since weyea political limit
imposed on its size. And not because of the concern about efficiencgedause of the
general features of the old systém.

These orthodox limitations were somehow eased in the reform-orieotgatries.
Therefore, these economies were able to shift more resourcesrgaholyment to the SME
sector which, at the same time, happened often to be the privat€henprivate sector was
exclusively small, because there were no private units amongrtfeecompanies. The SME
were allowed to perform, especially in the light industr@é@gibusiness and traditional service
sector. Later, the existence of such companies had an importaningidor the transition
process for three reasons.

First, small and medium scale of production was more flexibletlamictfore, at the
instant liberalization came, the supply response from the SMEnwab faster and better
facilitated market needs than the response from the more rigid large companies

Second, the SME under the old system were mostly private eséspso it was the
true route for the growth of private capital. Many SME, if ohigyt were able to concentrate,
invest and form new capital, become larger companies, thus contribiatirgponer
accomplished recovery and growth. This is an important part of thamatjgn why the
transitional recession lasted several years less in Polandjauand Slovenia - the only
former Yugoslav republic that was able to escape the misfootfuthe local military conflict,
or its direct consequences such as mass migration.

However, there were many SME which had perished 'a day #fiereconomic
liberalization arrived. A number of them were able to survive undecdh@nunist regime
and its accompanying shortage environment, yet they were not abdartage in a free
market. The bulk of the SME performing in the previous systene \eéicient, yet their
management did focus mainly on procurement of the means of produatiomaterials and
other assets, and, of course, securing a labor. When the real madtetnism had begun to
be introduced, the main difficulty became sustaining profitabilihenvthe market clearing
mechanism was set in motion due to price liberalization. This time the diffiwakyto sell an
output, not to acquire an input. Hence, many SME were not up to thisngealied had been

% This was true to some extent in China too, sifieeexpansion of a purely private SME did not reatiyne
until after the 1992/93 ideological benediction.



wiped out of the emerging market.

Third, the skills of the managing staff of the SME was st more adequate for the
needs of the emerging market economies. Despite the fachthatanagers of these small
units were far behind the qualifications of managers in the advanced market,qy&y were
more flexible and better prepared to undertake the riskshibatperation at market economy
had brought. Yet they were also oriented with their traditiondissknherited from the old
system, to manage the firm under the environment of the shortagesh&vothe shortages
were eliminated many of them were not ready to meet the amallenge brought by the
transition, because their 'fine art' of management was rdibdinbwledge of how to acquire
the scarce goods than how to sell a plenitude of them. Howevefadhes that in those
countries, which enjoyed the SME sector under the previous regimeng tevthe market
reforms introduced before the transition took off - the process wftstal adjustment went
much smoother. The institutional building was going faster, the recoaeane sooner, growth
became more robust.

Shortage removal and the demand factors

The common feature of the distorted socialist economy was the pheownuod
shortage. In addition to all its implications for the allocation gfiteh and behavior of the
households sector, it also had an influence upon the SME. Even in cotimatieid not
introduce market oriented reforms prior to the systemic transition, e.gniAlbaRomania, in
some sense there were SME as long as there was also anainéegtor in the economy.
Owing to the short supply, various economic activities had been undertakesn 'shadow
economy'.

Mostly it occurred in the service sector but also in manufactairggnall scale in the
industries not requiring either the scarce raw materials or gsimalésl equipment. Such
informal activities were exercised firstly in labor-intergsiproduction, for example in the
garment industry in urban areas, or in the food-processing industrsainareas. Depending
on the attitude of the governments there were more or lesstiessiimposed upon these
types of activities. Yet in all cases - as long as it wamfthe official point of view the
informal sector - neither the flow of output from these units, nor thairall numbers were
registered. Thus we know that there were some SME under the ecohasimyrtage, yet we
don't know how big such a sector actually was.

A driving force behind the SME functioning under the shortage economyheahort
supply of goods and services, especially sought by the household aether consumers
market. Therefore, the first feature of this activity weat the supply was addressed basically
at the consumers market. Hence, these SME were able to sejpritdduct in the shadow
economy, which was linked entirely to the 'private’ economy, i.ehdchbusehold sector.
They hardly operated in the investment or heavy industry sectors at all.

The second fundamental feature of the SME under the economy ofgehwrda the
syndrome 'easy sell, difficult buy'. Where the goods and semuessin short supply, it was
extremely easy to sell the products at the parallel maiket always - and it was a systemic

* For instance, in Poland - the economy with thedat private sector among all ECE and FSU countries
reaching about 20% of GDP already in the 1980s hgb the largest SME sector - the transitional sgioa
lasted ‘only' 3 years (mid-1989 until mid-1992).nétheless, even during this relatively short petloel GDP
contracted by as much as 20% mainly due to theakest of the policies carried out at the initialgstaf
transition (Kolodko and Nuti, 1997).



characteristic - the aggregate demand was in excess oveygitegjate supply (Kolodko and
McMahon, 1987). But for the SME it was also difficult to buy the mseaf production, since
they were also - owing to the same systemic factorshamt supply. Since such SME were
often informal, so the transaction of acquiring the raw matempatecurement goods, labor,
etc., were often quasi-informal. Thus to buy inputs was difficult and to sell outputssas e

These foundations had changed significantly at the onset of iman€dn the one hand,
the SME that had operated up until then in the shadow economy emertjerdlsamface and
tried to meet the new challenge and opportunities in the formal s€stdhe other hand, the
SME that were already performing in the formal sector, ftbem on had to meet another
challenge, because instantly they found themselves in competitfeafuae they were not
familiar with. It explains why in reformed economies, e.g. Relar Hungary, the pace of
growth of SME was much higher than in non-reformed centrally pthr@o®nomies. In
countries with a relatively liberal financial regime, or ewghere the centrally planned
allocation was actually abandoned during the reforms of the 1970s and fi83@swere
more SME in both the formal and informal sectors before the transition.

The paradox of this legacy for the expansion of the SME at thHg siages of
postsocialist transition was that in some cases (the bestpkxasnPoland) the shortage
economy, together with the reforms aiming at limited libertibra did contribute to faster
expansion of the SMB. If shortages were vast (as indeed wasskein Poland during the
1980s) and simultaneously the shadow economy was tolerated - eveffaéihiatted by the
actual government policies - there was a greater potentiahadated for the take-off of the
SME on the day true liberalization eventually arrived. And on the agntwhen shortages
were vast, but yet the supply response from the SME acting imtbenal sector was
repressed by the government policies - as, for instance, odénrRomania in the course of
the 1980s - then the conditions for SME growth at the onset of tansitere also very
limited.

Thus, when the process of transition was set in motion at the begofrtimg 1990s the
biggest chance for expansion came from the overall liberalizatieaonomic activities and
the cessation of numerous bureaucratic constraints imposed for a rafméesons under the
previous institutional arrangements. The biggest challenge, in turn, stemmed frawct thatf
the end of shortages also removed the easy way of beingpghié the products and services
on the market, disregarding their quality. It became necessaoyrtpete not for access to the
inputs, but for the sale of the output. Thus new expertise was ndedty,the marketing
skills and the ability to take care of the quality of output. Tdeantity drive’ must be
abandoned, the ‘quality drive' was just born.

Yet one more paradox of development of the SME has emerged. Daspigoval of
short supply of the needed inputs for the SME, which could be bought nowlibetadized
markets, and despite deregulation coming as an indispensable parisitidn, the shadow
economy persists. Moreover, in a number of the countries, espectaly tf the FSU that
are less advanced in the transition, the parallel sectoruish greater than ever before.
Leaving aside the pathologies - like organized crime activitieRussia, that take a large
share of all resources and create a large part of the infggotr, and especially operates in
the large companies and big business (Satter, 1998; Ermarth, 1998; drmmist, 1999),
usually the informal sector is composed basically of the SME.

Yet this time the cause is not the shortage, since this malaibe centrally planned
economy has been removed together with the entire old institutionap.s@tis time the



reason is a temptation to avoid taxes. The reluctance to pagdsge éven if not necessarily
the highest ones, is quite strong in the emerging marketsndt isnly a matter of weak tax
administration, which must be streamlined in a gradual way astibangrocess progresses,
but also a matter of the lack of proper fiscal culture and undeggmcklinstitutions in the

postsocialist economies (Tanzi, 1992).

Another feature of the SME which stems from the shortage-reneffealt is their real
structure in the transition economies. To a much larger degreentttza developed countries
and advanced market economies, the SME in ECE and FSU perform mairdge. Trade
liberalization and the hunger for consumer goods, including the imported ones, ha
contributed to the mushrooming of SME in the trade sector, espenialietail trade. It
happens - at least at the early stages of liberalizatibat-itt is much easier to establish a
small scale endeavor in retail trade than in manufacturing.

From this perspective any evaluation of the number of so-called IBME be analyzed
carefully, since it is obvious that these numbers are simplyutietion of the magnitude of
the country and the number of its population, on the one hand, and of the manhihi the
trade is organized, on the other hand. Later - when the process of catmoersiso comes to
private business in the trade sector and the SME in retail &iedéeing replaced by the
system of super- and hyper-markets - the number of SME wiadtecline. This is simply the
result of the technological progress in the trade industry.

Therefore, both the range and characteristics of the reforms afetiieally planned
economies, as well as the specific features of the shortagerag, have had a significant
impact upon the development of the SME during transition to a marketrsyi the quantity
and quality of this sector of emerging postsocialist econontlgeabnset of transition were
given by the legacy of the outgoing system, its evolution and batitn to the performance
of the postsocialist economies was basically a result opaheies already executed during
transition. Both liberalization-cum-stabilization policy and the gotitinstitutional building,
i.e. systemic policy, are important for the expansion and performance of theeSME s

If the combination of these policies has been a fortunate one artksign has
addressed the specific needs of the SME in an appropriateheaythis sector has not only
expanded faster than the large companies, but has also been edtelgeper into the formal
economy. Since its output is registered, it also shows bettdisres far as recovery and
growth are concerned. Yet it is not only a statistical pointesthese small firms have not
only begun to operate at the formal, registered market, but theyeajsanded - and
sometimes significantly - the range and scope of their activities.

There is also a link between the aggregate demand's shifts asupthlg response that
has been delivered by the SME sector. Initially - owing tcsthbilization attempts following
liberalization - the aggregate demand was contained by aisagmiimargin. Thus, it caused
transitional contraction, which lasted in certain countries for atyears. Later, when the
economies were put back on the path of recovery and growth, the grownegatggdemand
was another driving force behind the expansion of the SME. This timetodliberal
regulation and easy access to freed markets, they were ablactcand there was a positive
supply response to increasing demand of both the households and firms sectors.

Yet in certain cases and periods it has occurred that the aggosgatind was on the
decline again. The resurgence of recession in some countries (e.g. Czech Republi©, 1997
Russia in 1998-99, Albania in 1997-98), or remarkable slowdown in some otheRajend



in 1998-99) had also led to slowing down of the process of expansion of tite BMatever

the actual cause of triggering the policies aiming at the containoheéhe rate of growth -

was it a concern about too fast and too much growing current accdiaitt de for instance

in Estonia and Hungary, or was it the reaction for the fallout fteenRussian crisis, as for
instance in Slovakia and Moldova - the resulting downward shift in aggreganand must
lead to slower than otherwise expansion of the SME sector.

Property rights, institutional arrangements and micr oeconomic efficiency

Essentially, there are two major ways to expand output. Firstintheovement in
efficiency of the existing companies. Second, growth of the number of companiasnapie
the market. In real economic life both cases occur, yet at spewfic stages of development
they may play a different role. This is also the case during@astist transition to a market
system, especially if the high rate of growth of the numbe8ME is concerned. Yet, it must
be remembered that this phenomenon occurs only once. After imikiedoff - owing to
overall liberalization and the shortage-removal effect - the earmbSME is growing fast.
Later, after some degree of satiation is achieved, it stekilizhe structure and particular
samples are changing, since now there is both free entry to $sisineé free exit from it, but
beyond some point the quantity of SME ceased to increase fast, if at all.

Yet there are relatively few SME in the transition economies, far belaav edonomies
with similar GDP levels. There are two reasons for suchature. First, the SME are born
gradually through the growth of micro-enterprises (less thanefiweloyees), of which there
are too many in transition economies, resulting in a dualist populatitarge and micro-
enterprises. Second, through founding by large enterprises, wieidhugy restructuring for
the time being, and are impeded by large interest costs. Thusgrdéinefer some assets and
labor to the SME they create for the sake of providing senacessupplying them with
particular goods.

As a good example, the case of the SME mushrooming around the bigrdkipy coal
mines can be brought to the fore. They continue the same as befaxbere.they were still
large state-owned units, assets and the same labor - ainlehst initial period of their
existence - but after restructuring, they are managed in aediffevay. From the formal
viewpoint, they are independent SME (most often already privatized) initially they
perform the same functions as these units did while they wkngast of the large company,
a demand which they now satisfy. Such type of restructuring lsasbaen an important
means of privatization. The bulk of previously state-owned assets liere transferred -
often just for a fraction of their real value - into private hardsthe long run it could
contribute both to a growing number of SME and increased efficiehag, facilitating
overall growth ability.

This makes a great difference if compared with advanced and devyelopeket
economies, where there is rather a smooth spectrum of compaemefsmsa the viewpoint of
their size. The scale goes gradually from the micro-ensespthrough small and medium

® |t is worth stressing that in this particular caset is in Poland after 1997, the pace of groofththe SME

sector has slowed down significantly, because @fitlong policy measures. The excessive attemptsediscal

and monetary policies to contain the aggregate ddrhave caused a sort of squeeze at the marketsasrad
result, several SME have been driven out of theniess owing to shrinking demand for their produatsl

services.

® Actually, it must be remembered that in some cases a growth was in part an illusory one, sifcgnply
resulted from the SME coming into the official eoany out of the so far unregistered activities.



companies, to large and very large firms, unlike transition econoinidbe latter, such a
continuum is broken, especially as far as medium companies anidbsisiakss employing
labor within a range of 50-500 persons are concerned.

The SME sector in postsocialist economies is of a dual natarthedone hand, it is the
continuation of pre-existing SME, under the socialist economy, in botmafaand informal
sectors. If these SME were owned by the state prior to ti@msthe bulk of them were
quickly privatized, mainly through selling the assets to managetemployees of the small
companies, often below the market clearing prices and in rather an insidey trestner.

In the socialist economy there were two dominant forms of owneishiphe state and
the cooperative property. As for the SME, they were basicallydtimain of the latter. A
chain of SME - for instance in dairy products procurement, or in local taxi trarfigpitities -
was organized under the tutelage of the cooperatives. Therefar@s ieasy to exercise
specific 'socialist corporate governance' over such units ande tkem under though
limited, yet true control of the government bureaucracy. Self-depend#nthese type of
cooperatives was always an issue in the era of centrally planned ecdrmsyt was enough
to dismantle the bureaucratic umbrella spreading over small prodwsid service units and
to decentralize the management of the units belonging to such cooperatives.

In the aftermath, a bulk of 'new' SME emerged. That was tbe, cater alia, in the
former Czechoslovakia, the former GDR, or Hungary and Poland. Such asegux@lains a
kind of myopia towards the development of the SME. Actually, a paheoh texisted already
under the socialist regime. And the more the system becanrenegfothe more such units
were there. Thus, from a technical viewpoint, a number of SME did lesfste, yet they
were not counted as such unless legal decentralization occurred. ThissYatéon, together
with bringing many SME from the informal to the formal sector, explains tlghrmoming of
the SME in Hungary and Poland at the beginning of 1990s.

On the other hand, a great many new ventures have been establisimgd towi
liberalization. The liberalization is reflected not only in freeing thegsriand trade, but - what
iIs most important from the viewpoint of the SME expansion - in érgey to and exit from
the business. In the SME sector, much more than in big businesgnibigttand exit are less
restricted. In particular, exit is indeed very free, if the bissriarns out not to be a profitable
one. So, in the SME, due to overall liberalization and deregulatiae, i@ dynamic process
of establishing the new entities and retiring from the business,hdppened not to be a
successful endeavor.

The core of postsocialist transition is the process of privaiizalWet there are many
‘privatizations'. It has been assumed - and still this isuhgamental supposition justifying
privatization - that de-nationalization of the state assets mosh bring growth of
microeconomic efficiency. But, unfortunately, it has not been the easfar, since the
continuing financial distortions and especially weak institutions ees@dhe gains that the
shift of property rights from government towards the privateosestiuld bring in the short
and medium-term.

More visible is the progress of efficiency in the SME sectaos. dimost fully owned by
the private sector, but as far as microeconomic efficiencgnserned its superiority over the
large companies stems rather from the very size of the consphaie from the fact that the
SME belong entirely to the private sector. If the other part opthate sector, i.e. the just
de-nationalized large companies, are less efficient, thiseisrdsult of the more complex



structure of the latter. It is also more difficult to exezct®mpetitive management over the
larger units. Moreover, they require a more complex institutiomat@ment than the SME,
which are much simpler to put on a competitive basis and are hagiigd in adjusting to the
market signals.

Undoubtedly, the property rights revolution, which has arrived togethér the
postsocialist transition, has made the expansion of the SME possilever, their further
development and relative meaning within the whole economy depends on tfal ove
institutional arrangements as well as the specific institutiandllegal setup facilitating just
the SME. Additionally, government policies can assist growth and ddmeeess of SME,
or, on the contrary - if designed inappropriately, it can hampempetsormance and
development.

That is very much the case in Russia where liberalization nmestititional chaos and
free choice meant de facto acceptance of illegal and ralmeéconomic activities (The
Economist, 1999). Thus, in the pathological case of Russia - due migtitenare of neither
plan nor market syndrome, and following the collapse of the previotsnsygeating an
institutional vacuum - the SME sector must function within the coedipystem which is, to
a large extent, controlled by organized crime.

In Russia, as in several other emerging markets of the F§i¢dially in the larger
countries), the weak record of SME development stems both froteghey of the past and
the mismanagement of the early phase of transition in the coutee @P90s. Neither was
there a favorable point of departure, as for example in Hungary, asrtlvere any real
attempt to create a proper legal framework to support the devetdpoh the SME sector
from scratch. Additionally, following bungled price liberalizatiand the resulting wild
inflation, the ill-advised stabilization policy led to extremelgthinterest rates, discouraging
growth of the SME. Furthermore, it also caused the collapse ofgajgrdemand and severe
friction and disturbances within the normal payments mechanism.

Crucial for the success of SME development is property rights gbiate In post-
socialist economies it is secured by law, often written intont#he constitutions. However,
the protection of property rights also needs a mature judicigsgers and proper
organizations that can serve the needs of the rise and expansiorSdiEhét also calls for
decency and proper market culture that is always a produaingttérm developments.
Protection of property rights also means that the systenais/edy free of bribery, extortion,
racketeering and government corruption. None of these conditions has s®efamet in
Russia. Thus, in this largest postsocialist country, contributing abothiot@f total GDP of
all 28 countries of the ECE and the FSU, the SME sector is a montributor to the output,
employment and government budget. Not surprisingly, the output is shrinkiemployment
growing and the fiscal system is in dire straits.

Sound economic and social performance of the postsocialist economytheexdsne
institutional arrangements facilitating the SME sector aslalge companies. Yet it is not
sufficient, considering the specific characteristics of tktedaBeing always in the shadow of
'big business' they do need some special solutions, means of polayures and
organizational support. It is so, since their lobbying power is hardlg par with the big
companies. They must rely most often on short-term commercit.ciéey cannot afford
their own marketing branches. Their access to market informatidranalyses is limited and
their ability to process the otherwise accessible data is also limited.



Therefore, the SME sector needs some special support. Thisagaionst the rule of an
equal treatment of all enterprises, but rather an attempleiaaé the existing chance to
compete in the emerging, open market economy. Hence, these andysteenic factors,
specific for the SME sector, justify certain institutionalaagements to enhance the SME
ability to perform within the competitive environment.

First, the SME must have the right to organize themselves in, tcademerce and
industrial chambers. Being indeed small and medium as far asdle of production and
provided services are concerned, these units should have a forumdssett@ir views and
opinions on the legal system as well as on the governments andamycengthorities policies
as though they are a big and important partner. Indeed they are, Yoiftpyoperly organized
and if their lobbying is managed in an adequate way. The law must establiglkeshi®r such
SME self-governing bodies and representation on the local, edgamd country scale. The
rules ggverning such organizations of the SME must be transparentguictesl with these
sectors.

Second, the development of SME requires special financial fesiéind intermediaries.
Lines of micro-credit must be provided and thus special banks,tmgeenong the SME,
should be created, mostly with the capital participation of the SBtsidering the legacy
and structure of SME in transition economies - especially velgtilarger importance of
agriculture and traditional services - there is room for firncooperatives and small
regional banks specializing in providing financing for the SME.

Third, under some circumstances, the commercial credit for the Shkld be
supported by government subsidies to ease the burden of interesivhaté are often too
high in real terms, owing to side effects of stabilizadtempts during the period of high
inflation. However, such assistance must always be based upaorigionality that the
credit is used for a profitable endeavor and that the flows$tasy capital must only add to
one's own accumulation. Such a policy can be exposed to risk of migenaerat, yet if
regulated and monitored suitably, should be transparent and well-performing.

Fourth, there are many particular cases where a specialatieg is needed. For
example, the SME sector can provide employment for disabled pedpieh v& not the
domain of large business. Thus, such projects must be furnished withsthetional and
financial assistance of the government, including directed govetnmaasfers. In particular
instances, special government semi-financial organizationsséablished to manage and
support these policiés.

Fifth, the governments must create special semi-banks and govermgenties
supporting particular expansion of the SME, meeting the needsuctustl and industrial
policies. Taking into consideration the structure of the reah@my, there may be a need to

" The regulations vis-a-vis this aspect of SME oizgtions vary from country to country, and in soofg¢hem
is still neither clear, nor stable. For instancePbland membership of the chamber of commercelimtary,
whereas in Slovenia it is mandatory, and in Ukraiiné not yet regulated. Of course, it has meafiuing
implications for the position and lobbying strengftthese bodies and thus their ability to influemice policies'
and institution's matters of SME performance ancetigment.

8 A fine example of such a scheme is the Fund ofaRiitation of Disabled and Handicapped Peoplebdistaed
in Poland. If the SME investor is keen to sign atcact and to secure the employment of such persoes it is
provided with soft credit by the government ager@f/course, it involves a transfer of taxpayer motieough
the state budget. Yet, at the other end, it redtieepressure on this same budget to provide otbemecessary
financial allowances for disabled and handicappszbte, who would be idle and jobless otherwise.



create and capitalize initially by government money (somsetimih help from foreign
donors, e.g. from the EU) special organizations facilitating uetstring of the agricultural
sector, constructing reasonable quality houses and apartments paothpart of society, or
supporting specific R&D in various industries.

In the longer run such agencies are supposed to be self-finamzingrivately owned,
but at the initial stages of transition they must be boosted baitganizational and financial
terms by the governmehtHowever, there are many examples from different countries at
different levels of development and institutional maturity thahsarganizations can perform
as well as the government agencies. Hence, in the transibooomies they may also remain
in the hand of the state and under government management as long aethentributing
firmly to the accomplishment of their aims.

Sixth, whilst there should be one comprehensive government policy towlaeds
development of the SME, there are also many regional aspect®ma regions special
development agencies, supported by the local governments, should bd.cFeair role is to
provide technical assistance and advice for the new SME which,oftes, are aiming at the
local markets. Such development agencies may be streamlinedhtrentyal government
financial transfers. Later, they must rely on their own comialeactivities and participation
as well as on the fees collected from the SME from their region.

Seventh, both the central and local governments ought to take caieiofjtthe cadres
needed for the SME growth. Managing SME is basically a psookkarning by doing, by
considering the legacy from the past - especially in the umnefibisocialist economies - it is
wise policy to teach basic business and managerial skills tdoubmess owners-to-be.
Marketing, accounting and financial engineering as well akribe/ledge how to prepare the
feasibility studies and applications for credits and other fi@hnarrangements are
particularly important here.

Eight, as long as trade is the gist of the business, in theot&M™E the governments
must initially facilitate regional and country commodity exchangéey must be regulated
by the law and at the beginning supported logistically and finlywds the government.
Later, once established on a sound basis and being well-regulaégd,may also be
privatized, yet in several cases they can work well whilebstihg owned by the government.
Sometimes it is just necessary that the state, or thedogalrnment and the municipalities,
continue acting as the owners and managers - and not only theirtoegyiaof such
organizations. Otherwise, they can overlook and neglect the needs oéstimes, including
relatively weaker SME, and may make them unable to stand #ssyse of the better
organized competition of the large units, often at the cost of custofBeen in the most
advanced countries there are many cases like these, e.g. RikeirPBeattle, or the Paris
markets.

° There are many examples of such exercises incplaticountries. In the case of Poland, for instaseveral
government initiatives did contribute significantty the development of the SME. The Agency for
Reconstruction and Modernization of Agriculture (MR) contributes to the creation of new job oppoities

in rural areas, however, mainly outside agricultueey. small food-processing factories, hard infreture
development, agri-tourism and eco-tourism, variservices, etc. The Agency for Technological Develept
(ART) assists the SME projects by industrial palicgsearch and development. The Agency for Indastri
Restructuring (ARP) operates as a soft-lendingniiie intermediary and helps, on the basis of célsef
examined feasibility studies and guided condititpato co-finance projects linked to the introdoat of new
technologies and high-tech know-how.



Hence, the best advice one may give to the policymakers dkefatevelopment of
entrepreneurship, in general, and vis-a-vis the SME sector, inypartics primum non
nocere. It seems to be wise to support this self-sustaining prtiwesigh a proper legal
framework and institutional set-up. The SME sector has the aboligxpand itself in the
long-run, but at the initial stages of the functioning of the gmgrpostsocialist system such
an ability can be wisely enhanced with the proper engagement of governmenidis pol

Interest groups and the formation of a growth lobby

An evolution in interest groups is of the greatest importance irfotimeation of the
public support required for the development of entrepreneurship and thios,lamg-run, for
sustained growth. In view of their origins, characteristics anémigs, the interest groups
inherited from the socialist system are quite different frbas¢ needed for the expansion of
the new system, including its SME component. One should not waéetawbkat sorts of
interest groups emerge from the chaos of the transition, but appropcisdes aimed at
shaping new and influential groups representative of society should be taken quickly.

The appearance of a 'growth lobby' should not be made to depend on the assumpti
that certain groups will spontaneously begin vigorously supportingiy@msneasures to
expand the economy. This should be a matter of policy. Although lib&tiah and
privatization did automatically set in motion the creation of soroeigg acting in favor of
growth, the process ought also to be a deliberate one. Workers, Saaoademics, and the
bureaucracy are not all able to join naturally togetherke part in the growth lobby. The
emergence of a special group of development leaders must beedosiging the wide-
ranging restructuring of society and the overhaul of old ingiitsti The leaders of the SME
sector naturally do belong to such a group.

It is necessary to intervene because interest groups are hesnge transition.
Moreover, there is a great deal of interaction between tffts sixiperienced by these groups
and ongoing economic and political change. In extreme cases,a&itlegr growth lobby will
emerge to act as a decisive interest group, or the old bureausihcontinue to lead
economic events. In the worst case, a new political elite Magedies to organized crime
will come to exercise a significant role in the informal itasibnal set-up and thus in
policymaking (Kolodko, 2000; Satter, 1998; Stiglitz 1998, 1999).

It may be thought that a growth lobby will emerge on its ownoduhe new middle
class, including the SME owners and managers, arising from licrah and structural
reform. Yet, if this process is to occur in a sensible and speagythere must be strong and
determined political leadership. The growth lobby in a transitioregoconsists initially of
entrepreneurs, investors, managers, and reform-oriented politici@h®c@momists. The
legacy of the centrally planned regime - with its institutioriahavioral, and cultural
dimensions - represents a hurdle for the appearance of the new lol®y,tlee market
environment is fundamentally different.

The formation of a growth lobby is a slow and complex processhwshould be
assisted as much as possible. Because it is linked to thé fa# old elite and the rise of a
largely new one, it is also a conflict-prone process. First,otteelite seek to remain in
control and to become 'the new' elite. Second, the process takemteeeontext of a series
of sensitive privatizations and the restructuring of financialnmégliaries, and this generates
lively public debates about the best ways to realize the pgli€hard, the process is also tied
to and influenced by the democratization of political life andehmergence of democratic



institutions. There is thus interaction between the economic pawdkepalitical position of
particular individuals, groups, and parties, and this has an impact enretii®on of interest
groups.

Among those involved in such groups, be they entrepreneurs, managers, ,bankers
investors, politicians, trade unionists, civil servants, economistsefawgr journalists, some
will act in favor of growth, but others will seek to bulldoze eventsatovtheir own particular
ends, even at the cost of growth, that is, at the cost of societyvé®le. Especially if the
institutional environment is weak, some of these people will adghstgthe law, will not
respect the market rules, or will try to evade taxes, theuslolermining the potential for
expansion. Their logic seems to be, the less they pay to theufiyetse more they will be
able to save and then spend including, of course, on their own affaiysafiéheot concerned
that this behavior has a negative effect on the fiscal balanaeducing the resources
available for financing the public expenditures indispensable foaiaugj growth, also for
the institutional and financial streamlining of SME development.

If the entrepreneurial spirit is oriented mainly toward c&gdanation, investment,
export expansion, the generation of new jobs, and fair competition, temnaivth lobby can
be strong. But if this spirit is directed toward the redistribubbrexisting capital, mergers
and acquisitions, tax evasion and tax avoidance, the exploitation of lahdrunfair
competition, then there is a sort of 'capitalist populism’, and the tamdobbies tend to be
‘anti-growth'. In the case of the emerging SME sector initram&conomies both tendencies
- the favorable and unfavorable - can be observed. Their ultimateckealvill be a function of
the commitment of government and policy interventions.

The challenge for the political leadership is to enhance thegemgegrowth lobby and
to coordinate policies, both macro and micro, in such a way tbajrtbups desirous of real
economic expansion will be able to check populist tendencies andttienipower of the
conservative bureaucracy, while not becoming too strong themselve=e thencoordination
of transition and development policies involves passing between thia Stylopulism and
the Charybdis of expansionism. While populism stresses too heavilymih@tance of
income distribution and consumption without proper attention to efficiengansionism
emphasizes too much the significance of capital formation and gnelilout sufficient
consideration for equity (Kolodko, 1999b,c).

Entrepreneurs and investors are taking the places vacated big gharty activists, the
statist bureaucrats, and the directors of state companies. dileeiee people who are now
expected to bear the risk and to take responsibility not only for their own decisior, that
consequences on others of those decisions. Entrepreneurship and thesseiadiake risks in
investment are features of a certain sort of personalityeflett a certain kind of knowledge
and technical skill. Whereas character traits and attitudesa given, the expertise must be
acquired. The government must therefore also foster technical afesgional training
among business people. Even if these people believe that they &readyow to solve the
mounting problems in risk assessment, marketing, and management, the state shealkkenot c
seeking to upgrade these precious abilities. The greater thetiesahile, the greater also will
be the rate of expansion, including the growth of the SME.

For several years subsequent to the onset of transition, befooédénestaff members
begin to retire and are replaced by a new generation, the tpabthe executives running
the privatized and newly market-oriented companies are recruttedthe old guard among
the directors of former state enterprises. This is lessforugne SME enterprises, since they



are most often run either by their bosses from the previostemny yet within a new
institutional environment, or they have just been established byahmagket entrepreneurs.
Yet not all these people are able to change old habits eaditythe degree necessary for
business management in the market, which is so different from tlsysikein. Transforming
the director of a state enterprise who has functioned for so Watign a closed statist
economy into a manager of a private company operating on open dorepatirkets can be
as difficult as converting an old-style politician into a newdeeaer or a central planning
zealot into a capitalist fanatic. In fact, the latter metamorphoses alelessdifficult.

While some managers are quick to devote themselves to expansioe aager to take
up the competitive challenge represented by the open market, atbedsen to insist on the
maintenance of the state tutelage which is so familiar to.thNéhile progressive managers
are ready to shoulder risks and lobby on behalf of fair conguetileregulation and growth,
others act conservatively and lobby only for subsidies and allowanbes) influence the
redistribution of income and cause distortions in market signals and consequatitgative
efficiency. Nevertheless, such an attitude is more typicaltier managers of the large
companies, since those that are associated with the SME have poobedmuch more
flexible and indeed more efficient for business expansion.

To be sure, in the long-term the more deregulated the economy, the thigg®ice of
profit-oriented managers and of the growth lobby. However, themsdsa danger of going
too far in this direction. Likewise, if it is too far-reachirajmd poorly designed, state
involvement in economic matters, especially the supervision of corpgoaErnance and
microeconomic policy, can weaken the growth lobby. Yet the SMEnigtural ally in such a
lobby, which in turns facilitates the rise and development of entreprghip in emerging
market economies in transition countries.

The policy conclusions

Considering the outcome of the first decade of transition, i.e. thespviekd fall of
output and lasting great ‘transitional depression’ of 1990-99, it is obviauthéhpolicies
have not generated the anticipated results. This judgment sugjgesteed to search for
alternative measures. As the postsocialist markets have emeygehave fresh issues,
problems, and concerns. The reactions to these have differed, and neachpprhave been
evolved. But if one wants indeed the proper legal framework, institlizorengements and
supportive policies for the development of the SME sector, one must lowk drwider
perspective for the implications for policies of sustainable trowen major policy
conclusions can be identified here.

First, institutional arrangements are the most important féatahe accomplishment of
durable growth. They should be established through a process dirgctgvdrnment (by
design) rather than spontaneously (by chance). In those nations in whéhment has been
committed to this approach, recovery has come sooner, growth has beemomgst, and
there are more prospects for sustainable development. Those counwigsh government
has relied on the spontaneous appearance of new institutions have not beennadhage
this complex process adequately and are lagging behind in the transition.

Second, the size of government is less important than the qualiby@fmgnent policies
and the manner in which the change is realized. In transition eg@sam profound
restructuring of the public finance system is more importhan tis a downsizing of the
government. Fiscal transfers should be redirected from non-compedgieters toward



institutional building (including behavioral and cultural changes) andsiments in human

capital and hard infrastructure. Attempts to downsize governmemnighrexpenditure cuts

can do more harm than good in terms of recovery from transitiocaksi®en and the

achievement of sustainable growth. Additionally, it can affectnegative way the aggregate
demand, thus causing first growing capacity underutilization ared, @creasing ability for

the output expansion, including its part coming from the SME s&tor.

Third, institutional building must be a gradual process. The eftécpecific inputs in
this process must be constantly monitored, and policies must bertggadjusted and
corrected. One should not depend on the experiences in distorted ®eokemies, but
should understand the special features of the emerging postsoamaikets. This is
especially true in privatization and the development of capitéketgrbut also in enhancing
the development of the SME sector.

Fourth, if institutional arrangements are neglected and left to spamia processes and
liberalized market forces, then there arises a systemicuuwac and ‘informal
institutionalization' occurs. Spreading corruption and organizedecaira extreme examples
of informal institutionalization. These are the two principal dissas countries in which
liberalization and privatization have taken place under weak government.

Governments may sometimes be too weak because they are toothig,tiansition
economies they are often too weak because they have been downsized tdmefcoerthe
emerging market was able to take over relevant functions dftébe. Even if the aim of the
downsizing is to reduce the scope of fiscal redistribution so esdaurage capital formation
and hence investment and growth, one must not overlook the fact thatuthglestagainst
informal institutions is costly in fiscal terms, too.

A prematurely or too thoroughly downsized government may not be strunugle to
lead in this struggle, and the market may quickly expand withimtbemal sector, while the
difficulties are mounting in the official economy. Thus, profits \aiticrue to the informal
sector, while revenues drop in the official sector. Profitstla@ecby 'privatized’, while loses
are 'socialized’ in a politically unsustainable process fulhegfative consequences for the
budget and for social policy.

Fifth, in transition economies policies must aim at transfornang streamlining the
legal system so that it can serve the market economy. staklishment and development of
new laws - trade and tax codes, capital market regulations, dtection of property rights,
antitrust regulations, banking supervision, consumer protection anemmeént protection -
are extremely important and ought to be addressed before or simukbnwith the process
of the state assets privatization. The establishment of kftageework which is appropriate
for the market economy should be much higher on the agenda of irdeabdinancial

1 That was, for example, the case in Poland in 1®®8Fhe faulty government policy - intentionallyraing at
bringing the soaring current account deficit unctamtrol through the containment of aggregate demdras led
to growing underutilization of the capacity, incing SME. In some sectors, e.g. wholesale and retade, the
absolute number of the SME declined significantig dater was taken over by the large units (mafatgign
capital), which were able to stand longer agaihst ¢dds of such policy. On the one hand, the taofet
diminishing the current account deficit was not ns#tce it even increased from only 3.25 of GDR997 to
about 6.5% in 1999. On the other hand, the ragr@ith of GDP was brought down from 6.4%, on averag
1994-97 to about 2% in the first half of 1999. Andfortunately for the prospects for regaining tirgh-quality
growth typical for the period of the implementatioh'Strategy for Poland' in 1994-97, the expansibrhe
SME has been put on hold.



organizations. It must be a more urgent and important issue tharalization and
privatization, since these latter can contribute to sound growth bt iformer has been
assured.

Sixth, a shift in functions from the central government to local governmentsassagy
for deregulation in the postsocialist economy. Such deregulatiofiagiftates the growth of
the SME. This means that some decentralization must be undentak®n public finance
system and that local governments must be given more fiscal autonomy. Tésspbtaking
functions away from the central government must be matched byoneng local
governments. Both levels of government must be seen as two parggfeaentity which is
essential for gradual institutional building. If local governmenésrant strengthened as the
central government is reduced, then healthy market forces cannstpperted by new
institutional arrangements, and liberalization and privatizati@n less likely to improve
capital allocation and raise efficiency.

Seventh, the development of non-governmental organizations must be &edelera
More significant international technical and financial asst#amust be channeled into the
effort to empower non-governmental organizations. Along with the prsetéor and the
state, these organizations are an indispensable pillar of the condeynparket economy and
civic society. A wide range of non-governmental organizations actiweious areas of
public life is needed to ease the constant tension between tharstaeciety. The expanding
private sector cannot adequately fill this gap. Certain arepslgic life can rely neither on
the state, nor on the business-oriented private sector. Without tietimsal infrastructure
provided by nongovernmental organizations, successful systemic chadgdeigh-quality
growth become more problematic, the infant market economy and desyoe postsocialist
nations cannot evolve properly, and the transition will remain incdaempl€he non
government organizations ought to also be a natural ally of tHe, Sice they too operate
closer to the people and the local - or regional - level needs.

Eighth, income policy and equitable growth are very important for dbeess of the
transition. Because increasing inequality is unavoidable duringitined years of transition,
the government, through fiscal and social policies, must play aeactie in managing
income dispersion. Beyond a certain limit, income disparities inhii@t expansion of
economic activity, stunt economic growth, and delay recovery. Substaeiiplities hamper
crucial institutional and structural reforms and start to gatrst the expansion of the SME
sector, which relies to a great extent on the development andeued of the emerging
middle class?

Ninth, the postsocialist transition to the market is taking plaeedontext of worldwide
globalization. Hence integration with the world economy is an indigdagart of the
process. This must be managed carefully. Special attentionbeystid to short-term capital
liberalization, which must be monitored and controlled by fiscal amdetary authorities and
supported by international financial institutions. It is betteilderalize capital markets later
rather than sooner. Institutional building must first be sufficiemtlyanced, and stabilization

' The case of Russia - with its political patholsgierony capitalism and vast capital flight - i® tmost
spectacular illustration of this phenomenon. Net ldck of the capital for the development of theESMut the
overall mismanagement of the transition processl@mgl lasting international tolerance for mountaagruption
and continuing capital flight have caused that ggistor by all means remains significantly undeettgyed. In
turn, it hampers the prospects for overall grovetted, when the recovery at last will come. For lmog too
much of the policy's attention - domestically anteinationally alike - has been focused on hugadiras
Gazprom or Lukoil, without regard to the issueSME expansion (Kolodko, 1998).



ought already to be consolidated into stability. Only then should fialamsarkets be
liberalized in a gradual manner. Otherwise the populations in thegyand emerging
democracies will not back the introduction of market mechanisms egration with the
world economy and may even become hostile to these steps.

Tenth, international organizations should not only encourage regionalaiti@gand
cooperation, but should insist upon them. Rapid and durable growth requires export
expansion, which depends on strong regional linkages. In turn, this calissfibutional
support through import-export banks, commodity exchanges, credit insuraaesg and
so on. This should be the main focus of the institutional building effalteoEBRD through
its direct lending and technical assistance. This sort of marfetstructure is now
underdeveloped in transition economies, and regional trade and diksg-country
investment are lagging behind in the process of change. What shouldifbgng force
behind sustainable growth, is actually now one of the major obstacles.
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