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"Human Life occurs only once, and the reason we cannot
determine which of our decisions are good and which bad is
that in a given situation we can make only one decision; we
are not granted a second, third, or fourth life in which to
compare various decisions. [... ] If history could be repeated,
we should of course find it desirable to test the other
possibility each time and compare the results. [... ] History is
as light as individual human life, unbearably light, light as a
feather, as dust swirling into the air, as whatever will no
longer exist tomorrow."

Milan Kundera
The Unbearable Lightness of Being
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Chapter 1
Economics and Politics of Post-communist Transitions *

I take stock of the main results of economic and political transition in 25 post-communist
countries in Central and Eastern Europe and the former Soviet Union. After showing that
economic liberalization has positive effect on economic performance, I explore the effect of
political liberalization. I argue that this relationship is non-linear-low political
liberalization retards growth (increases the cumulative output contraction during transition)
whereas it enhances growth (reduces the output fall) at higher levels. Finally, I document the
relationship between the adverse effect of the reforms and the pol itical support for the
reforms, as expressed in electoral outcomes in seven post-communist countries.

1.1 Introduction

"Essentially we see an economy that's in chaos right now and it's very hard to

measure what's going on there. " I

In Fall 1989, Mikhail Gorbachev renounced the Brezhnev doctrine and replaced it with the so-

called Sinatra doctrine ("My Way"). Soon thereafter, several dramatic changes took place in

the countries of Central and Eastern Europe. The Berlin Wall came down and borders opened

up. Romania's beloved leader Nicolae Ceausescu was gunned down by his rebellious

subjects. The playwright Vaclav Havel and electrician Lech Walesa became the presidents of

their countries. Throughout the region, communist regimes were toppled by massive and

peaceful protests or armed struggle. Free and democratic elections ensued and sealed the

change. After more than forty years, the pendulum of history fmally swung back. Soon it

appeared that the political transition was essentially over, and the only questions left to be

answered were those relating to stabilization, economic reform, and the optimal path to

prosperity.

However, the news about the demise of communism proved to be vastly exaggerated. The

economic reforms turned out more costly and painful than expected, and public support for

belt tightening soon dissipated. Disillusioned voters became easy prey for nationalism and

populism. Soviet Union disintegrated, leaving many of the newly independent states facing

escalation of inter-ethnic conflict within and across their borders. The war of Yugoslavia's

• I benefited from comments and suggestions by participants of the EMMA meeting at CentER. This
research was undertaken with support from the European Union's Ph are ACE Program 1996

I Joseph Stiglitz, quoted in RFE/RL NEWSLINE END NOTE Vol 3, No. 83, 29 April 1999.
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dismemberment still goes on in the Balkans. Czechs and Slovaks agreed to disagree and went

their own ways. Throughout the regions, post-communist parties rose from their graves and

returned to power. Symbolically, once again, Poland now has a communist president.

The pendulum swung again, as politics and economics have become intensely intertwined

in the post-communist countries. The continuation of reforms and the very sustainability of

democracy came under threat from the political backlash brought about by the adverse effects

of the reforms. In the following Chapters of this dissertation, I undertake to analyze-

theoretically as well as empirically-the interactions between economics and politics in the

specific conditions of post-communist transition. In the present Chapter, I take stock of the

main results of economic and political transition in 25 post-communist countries in Central

and Eastern Europe (CEE) and the former Soviet Union (FSU). In the next Section, I describe

the main outcomes of the reform process. In Sections 1.3, I evaluate the relationship between

economic and political liberalization, and economic performance. In Section 1.4, I look at the

relationship between economic performance and political support for reforms, as expressed in

electoral outcomes in seven post-communist countries. Finally, in Section 1.5, I outline the

contents of the following Chapters of this Dissertation and briefly discuss the main results.

1.2 Transition: Results and Setbacks

The communist regimes of Central and Eastern Europe collapsed in the wake of deterioration

economic situation and deepening imbalances throughout the Communist Block. Economic

growth halted or became negative. Total output chronically fell short of total demand, which

lead to shortages resolved by rationing and/or queuing on the one hand, and forced savings

(monetary overhang) on the other hand. Half-hearted attempts at marketizing socialism-for

example in Poland and former Yugoslavia--only resulted in run-away inflation and

macroeconomic instability.

Overall, the communist experiment turned out to be rather costly. Fischer, Sahay and

Vegh (1998b) estimate the hypothetical level of GDP per capita that six socialist countries

(Bulgaria, Czechoslovakia, Hungary, Poland, Romania and Yugoslavia) could have attained

had they followed the same convergence pattern as Western Europe. They compute that these

6 countries could have grown between 1937 and 1992 from an average GDP level of $1,887

to $14,404 per capita-whereas the actual 1992 value was $4,619 (all figures are in

purchasing power parity terms). The cost of four decades of communism was thus on average

$9,785 per capita. Fischer, Sahay and Vegh (1998b) then estimate the growth potential of
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these countries, and conclude that the consequences of the experiment lasting for about two

generations will take one generation (23-24 years) to undo.

Economic reforms adopted in early 1990s focused on four broad areas: macroeconomic

stabilization, economic liberalization, institutional and legislative reform, and privatization

and/or restructuring of state-owned enterprises. The adverse effects of the reforms and the

depth of the transformational recession that followed exceeded most expectations. Table 1

reports the average growth rates of GOP, the lowest level of GOP reached during transition,

and the average inflation over 1990-97, as well as the unemployment rates as of 1994.

According to the official statistics, economic activity virtually collapsed in many post-

communist countries-real GOP declined by 16 to 75 per cent (Uzbekistan and Georgia,

respectively) between 1989 and 1997. The average contraction of output over the 25 countries

listed in Table 1 was 42 per cent. For comparison, US GNP declined only by 34 per cent

during the Great Depression. Price liberalization brought about a one-time inflationary jump

as the prices adjusted to equate demand and supply. However, inflation spiraled away in

several post-communist countries, reaching four or even five digit levels. Unemployment

increased from virtually zero to over ten percent. Transition also brought about a dramatic

increase in income inequality and poverty: for instance, the number of people below poverty

line in the FSU increased from 14 million in 1989 to 147 million.

It is generally accepted that the official statistics exaggerate the severity of the

transformational recession and the actual size of the output fall-see, for example, Blanchard

(1997) and Fischer, Sahay and Vegh (1998a). A part of the output fall captured by the official

statistics is due to elimination of undesired production, reduction of waste, and fall in

inventories as shortage economy turned into a surplus. Official statistics do not capture the

improvements in quality and elimination of queuing either. There are also measurement

problems--official statistics directly measure the production of medium-sized and large firms,

but only estimate the output of small firms which make up most of the new and growing

private sector. Over-reporting under communism (for political reasons) and under-reporting at

present (for tax purposes) also playa role. The official statistics also only imperfectly estimate

the extent of the transfer of economic activity from the official to the unofficial economy.

Dobozi and Pohl (1995) and Dobozi (1995) estimate the size of output fall by electricity

consumption statistics-this methodology is motivated by observation that the elasticity of

electricity consumption to GOP in market economies is close to one. They conclude that the

actual average output fall during 1989-94 was 18 percent in CEE (compared with 20 percent
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according to the GDP statistics) and 32 percent in FSU (compared with the reported GDP

slump of 52 (!) percent). Nonetheless, even if the official statistics overestimate the severity

of the recession, the reform-induced output fall in CEE and FSU was quite remarkable.

Several theoretical explanations have been suggested in the literature to account for the

reasons of the output fall. Calvo and Coricelli (1993) blame the credit crunch-credit

restrictions and high real interest rates--due to overly restrictive monetary policy. Mundell

(1997) identifies the following culprits of the output decline: the elimination of soft budget

constraint; collapse of exports because of the disintegration of the CMEA (Council of Mutual

Economic Assistance) and the Soviet Union, and due to terms of trade deterioration; and slow

expansion of the private sector (because of bureaucracy and lack of human capital). He argues

that the effect of export slump compounded via the foregn trade multiplier was particularly

detrimental for output. Blanchard and Kremer (1997), and Roland and Verdier (\999) develop

supply-side explanations based on disorganization of production (supplier-buyer)

relationships due to asymmetric information about outside options in bargaining, or search

frictions and relation-specific investment, respectively.

The ultimate objective of the reforms was to remove the inefficiencies inherent to a

socialist economy and transfer resources to a more productive use. After an initial transitory

decline, economic activity should have picked up and exceeded the pre-reform levels. Instead,

the recovery was slow or non-existent-as Table 1 reports, GDP on average increased by less

than 8 per cent since the economy had hit the bottom. In eight countries out of 25, the

recovery has been less than two per cent. Only in Poland, output exceeded the pre-transition

level by 1997. Overall; transition turned out more successful in the countries of Central

Europe and the Baltics, whereas economic performance has been much worse in the Balkans

and especially the FSU.
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Table 1 Post-communist Countries in Transition: Selected Indicators
GNP Avg. GOP GOP Avg. Un- EBRD Dist- Polit.
Per Growth Fall Recove Infla- empl. Lib. ance Free-

capita Rate [1989= ry [%] tion Rate Index from dom
[USD] [%] 100] [%] [%] Brussel Index
1989 1990-97 1990-97 1990-97 1990-97 1995 1995 [km] 1995-96

Czech Rep. 6653 -0.01 85.24 13.6 16.83 2.90 3.67 913 6.5
Slovakia 5535 -0.30 74.97 20.5 17.51 13.10 3.44 1223 5.5
Hungary 6810 -1.10 81.89 8.7 24.79 1040 3.67 1412 6.5
Poland 5150 1.63 82.21 29.6 103.65 14.90 3.56 1338 6.5
Slovenia 9200 000 82.04 16.9 119.24 13.90 3.33 1352 6.5
Bulgaria 5000 -5.44 63.19 0.0 234.76 11.10 2.11 2175 6.0
Romania 3470 -2.19 74.99 7.2 124.41 9.50 2.56 2234 4.5
Albania 1400 -1.86 60.38 19.6 52.71 16.90 2.33 2427 4.5
Croatia 6171 -3.03 58.58 16.2 377.90 14.50 2.89 1399 4.0
Macedonia 3394 -6.61 55.11 1.3 362.13 37.70 2.44 2225 4.5
Estonia 8900 -3.40 60.76 12.7 188.83 9.70 3.22 2508 6.0
Latvia 8590 -5.96 50.97 5.1 166.05 6.60 2.67 2197 6.0
Lithuania 6430 -5.54 53.29 7.6 226.00 6.20 2.78 1785 6.5
Russia 7720 -6.34 58.12 0.5 383.94 8.30 2.56 2607 4.5
Ukraine 5680 -11.36 37.40 0.0 925.40 0.50 2.22 2215 4.5
Belarus 7010 -3.90 62.69 8.5 661.44 2.70 2.11 1881 2.5
Moldova 4670 -11.28 34.95 0.5 320.34 1.40 2.56 2233 4.0
Armenia 5530 -8.84 31.00 7.1 1239.71 6.70 2.11 4167 4.0
Azerbaijan 4620 -10.31 36.96 2.7 531.84 17.00 1.56 4321 2.0
Georgia 5590 -11.34 25.38 6.52489.06 2.60 2.00 4193 3.5
Kazakhstan 5130 -5.48 61.30 1.5 656.34 170 2.11 n.a. 1.5
Kyrgyzstan 3180 -6.10 50.39 7.1 256.51 3.00 2.78 n.a. 4.0
Tajikistan 3010 -10.35 39.19 0.7 616.60 2.00 1.56 n.a. 1.0
Turkmenistan 4230 -9.88 42.04 0.0 941.45 3.00 1.11 n.a. 1.0
Uzbekistan 2740 -1.68 83.36 3.4 465.71 040 2.33 n.a. 1.0
Average 5432 -5.23 5.86 7.89 460.13 8.67 2.55 2240 4.28
Data Sources: EBRD Transition Report, Freedom House, de Melo et al. (1996).

Notes: GNP per capita in 1989 is expressed evaluated at purchasing power parity. GDP Fall refers to the lowest
level of GDP during the period 1990-97, expressed as percentage of the 1989 level. GDP Recovery is the
cumulative increase in GDP since the lowest level has been reached. EBRD Index is the unweighted average of
EBRD transition indicators as of 1995, published in the EBRD Transition Index 1995. The index evaluates the
countries' progress in transition, and takes values from I (lowest) to 5 (highest). Distance from Brussels is
measured in kilometers. Political Freedom Index is the average of scores for political rights and civil liberties,
respectively, on a scale from I (lowest) to 7 (highest freedom). The Freedom House reports these scores using
inverted scale (from 7 to I).
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1.3 Economic and Political Liberalization,
Performance during Transition

and Economic

An important question concerns the relationship between economic performance during

transition and the choice of reform strategy: Did the countries that chose a rapid reform

strategy incur greater or smaller costs in terms of output decline and inflation? Did rapid

reforms payoff in faster subsequent recovery? Or, did the countries that generally postponed

or avoided reforms succeed in avoiding output fall and inflation?

In this section, I analyze the effect on economic performance of the extent of economic

liberalization (measured by the average EBRD Liberalization Index for 1995), the initial

conditions and historical legacies (proxied by the distance of the country's capital to

Brussels"), and the extent of political liberalization (measured by the Freedom House index

for 1995-96). The values of these indicators are reported in Table I.

The EBRD Index is based on progress-in-transition indicators compiled annually by the

European Bank for Reconstruction and Development (EBRD). They assess progress in nine

areas (large-scale and small-scale privatization, enterprise restructuring, price liberalization,

trade and foreign exchange liberalization, competition policy, banking reform, securities

markets, and legal rules on investment). The indicators take values from 1 (little progress) to

4+ (comparable to developed industrial economies). The average value of these indicators as

of 1995 (with 4+ replaced by 5) is reported in Table I. Accordingly, the Czech Republic and

Hungary progressed furthest-with an index of 3.67-whereas Azerbaijan and Turkmenistan

progressed the least-with indices of 1.56 and 1.11, respectively.

The Political Freedom index is constructed on the basis of two indicators evaluating

political rights and civil liberties, published by the Freedom House. To ease comparison with

the liberalization index, I have converted the scale so that I stands for lowest freedom and 7

reflects highest freedom (the Freedom House uses scale from 7 to I). The index reported in

the Table is the average of the two indicators, as of 1995-96. Accordingly, the Czech

Republic, Hungary, Poland and Slovenia are most free, whereas Tajikistan, Turkmenistan and

Uzbekistan are not free at all.

Finally, the distance from Brussels is measured as the road distance, according to the

Shell Route Planner.

I build on and extend the analysis of de Melo et al. (1996, 1997), who use a differently

constructed index of economic liberalization-the cumulative liberalization index (CLI),
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defined as the sum of yearly weighted-average.' indices over \989-94. They show that

liberalization is positively related to growth and negatively related to inflation-both

averaged over 1993-94.4 Cukierman et al. (1998) extend their analysis of inflation by

considering the effect of central-bank independence alongside with liberalization.s They find

that central-bank independence is negatively associated with inflation at higher levels of

liberalization (while the relationship is actually positive at low levels of liberalization), using

the CLI of de Melo et a\. (\996).

Table 2 Cross Correlations: Transition Indicators
GOP Avg. GOP GOP Avg. Unempl Lib. Brussels
p.c. Growth Fall Re- Inflation oyment Index

covery '95
GOP p.c. 1.00
Avg. Growth 0.62 1.00
GOP Fall 0.65 0.94 1.00
GOP Recovery 0.48 0.75 0.54 1.00
Avg. Inflation -0.41 -0.65 -0.68 -0.35 1.00
Unemployment 0.25 0.26 0.18 0.27 -0.31 1.00
Lib. Index'95 0.65 0.76 0.69 0.67 -0.57 0.19 1.00
Brussels -0.63 -0.74 -0.80 -0.46 0.70 -0.05 -0.78 1.00
Pol. Freedom 0.55 0.50 0.41 0.51 -0.46 0.30 0.80 -0.64

Note: Computed based on the figures reported in Table I.

Table 2 reports cross correlations between different measures of economic performance,

the average EBRD index, distance from Brussels, and the political freedom index. I use the

1995 index (which, actually, reflects the progress in transition as of 1994 rather than 1995, the

year it was published). Using the CLI developed by de Melo et a\. does not yield dramatically

different results, and the correlation coefficient between the two indices is 0.82. However, the

CLI gives the same weight to the early years of transition as well as the more recent ones-

although the effects of early reforms are likely to dissipate over time.6 Moreover, as Heybey

and Murrel point out, because of the cumulating, the CLI is high for the countries that started

with partial liberalization already before 1989, as was the case in Slovenia or Hungary, even

though these countries then pursued more gradual reform policies. On the other hand, the

2 See also Fischer et al. (I998b ).
3 With weights OJ, OJ and 0.4 given to liberalization of internal markets, external markets, and

privatization and restructuring, respectively.
4 Heybey and Murrel (1999) survey the subsequent studies motivated by the analysis of de Melo et al., and

offer some critique of their approach.
5 See Eijffinger and de Haan (1996) for a comprehensive survey of literature on the relationships between

central-bank independence and economic performance
6 Indeed, de Melo et al. (1997) experimented with a Cl.I which gives greater weights and found that is
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measure used here reflects the extent of liberalization from the beginning of transition up to

the reference year (1994), which is close to the middle of the period under consideration.

Generally, greater liberalization seems to imply lower cumulative output fall and

inflation, and higher average growth and hence faster recovery. In Table 3, I analyze the

relationship between the extent of economic liberalization and initial conditions on the one

hand, and economic performance on the other hand, by means of simple regression analysis,

using the average liberalization index and the distance from Brussels as explanatory variables.

The level of GNP per capita in 1989 evaluated at purchasing power parity, and a dummy

distinguishing countries affected by military conflicts (Croatia, Macedonia, Moldova,

Armenia, Azerbaijan, Georgia and Tajikistan) are also included as explanatory variables.

These simple back-of-the-envelope regressions produce a surprisingly good fit, and both

the EBRD index and the distance from Brussels are strongly significant. Clearly, there is a

positive relationship between economic performance and the extent of economic

liberalization. In other words, the radical reformers actually suffered the least, and have

experienced a faster recovery. Indeed, gradual reform strategy at best postponed the decline of

output (see the yearly GDP statistics in the Appendix at the end of this chapter), but then

brought about a slowed down recovery. There is also a negative relationship between

economic performance and the distance from Western Europe (symbolized here by Brussels).

This may reflect differences in historical legacies, as well as differing initial conditions-as

the countries in Central Europe and the Baltics were relatively more developed than those in

the Balkans or further East, see the negative correlation reported in Table 2 between the

distance and 1993 GDP per capita. Note also that the EBRD index is negatively correlated

with the distance measure. Hence, the further a country lies from Brussels, the more reluctant

it is to implement radical reforms, and the more costly the reforms eventually turn out.

Accordingly, a hypothetical country with zero liberalization would see her GDP falling

on average by over 13 percent per year, the GDP would have shrunk during 1990-97 to 31

percent of the 1989 level, and the annual inflation would be nearly 1300 percent. Progressing

in liberalization by one degree of the EBRD Index increases growth by 4.3 percentage points,

reduces the size of output fall by 17 percentage points, increases the subsequent recovery by

nearly 9 percentage points, and lowers inflation by 359 percentage points. Being further from

Brussels by 1000 KM implies on average growth rate lower by 2.5 percentage points

annually, inflation higher by 352 percentage points, contraction of output deeper by 12

performs equally well or better than the CLI with constant weights.
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percentage point, and the subsequent recovery lower by 4 percentage points. Countries

affected by regional military conflicts have lower average growth and higher inflation, and

experience deeper output fall (the effect of the conflict dummy on recovery is not significant).

The initial GNP per capita is negatively related to the average growth rate, indicating

convergence, but the effect is only marginally significant.

Table 3 The Effect of Economic Liberalization and Initial Conditions on Economic
Performance

Avg.Growth Rate GOP Fall GOP Recovery Avg.lnflation
(i) (ii) (iii) (iv) (v) (vi) (vii) (viii)

Constant -12.947 2.430 31.261 91.779 -10.411 20.576 1276.86 -429.33
t-statistics (-5.92) (0.84) (3.06) (8.42) (-2.13) (2.68) (3.28) (-1.67)

EBRDIndex 1995 4.349 16.695 8.761 -358.69
t-statistics (5.33) (4.37) (4.41) (-2.57)

Brussels [ths KM] -2.499 -11.830 -3.965 352.39
t-statistics (-3.02) (-3.80) (-2.18) (2.87)

GNP p.c 1989 (ths $) -0.458 -0.162 -2.025 -0.526 -0.737 -0.417
t-statistics (-1.72) (-0.45) (-1.63) (-0.39) (-1.09) (-0.45)

ConflictDummy -3.114 -2.470 -17.615 -12.272 346.13 227.40
t-statistics (-2.81) (-1.40) (-3.40) (-1.84) (1.69) (0.89)

Adj.R2 0.673 0.520 0.638 0.653 0.435 0.126 0.34 0.46

Notes: N is 25 for regression with the EBRD Index, and 20 for regressions with the distance from Brussels.
Estimated by OLS for the countries included in Table I. T-statistics in parentheses. See notes to Table 1 for
explanations of individual variables. Distance from Brussels and GNP per capita are in thousands. Conflict
dummy equals one for Croatia, Macedonia, Moldova, Armenia, Azerbaijan, Georgia and Tajikistan.

Another important observation based on Table 2 is the strong positive correlation

between economic liberalization and political freedoms--countries that progressed little in

economic liberalization are in general the ones that are also little free. This goes against the

argument-put forward among others by Edwards (1991 }-that successful implementation of

economic reforms may require temporary suspension of political freedoms and re-imposition

of authoritarian rule. This argument is based on the recognition of importance of political

constraints during transition: 7 in order for the reforms to be implemented, they have to be

acceptable to a majority of voters ex ante and ex post (see Fernandez and Rodrik, 1991).

Because the reforms have substantial adverse effects, their implementation may be threatened

by political backlash. Therefore, it is argued, the introduction of democracy may have to be

postponed until the positive effects of the reforms start to arrive-as was the case in Chile or

South Korea. However, the positive correlation between economic and political liberalization

reported here implies that the post-communist countries that have curtailed democracy have

7 Dewatripont and Roland (1996) survey the theoretical arguments relating to political constraints.
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not used this to implement radical economic reforms. On the contrary, the countries that

restrict political freedoms also tend to exercise stricter control over economic activities.

Barro (1994) presents empirical evidence indicating a nonlinear relationship between

democracy and economic growth---democracy enhances growth at low levels of political

freedom, but it depresses growth at moderate levels. He concludes that "more democracy is

not the key to economic growth, although it may have a weak positive effect for countries that

start with few political rights."

In Table 4, I explore the relationship between political freedoms and economic

performance in the post-communist countries in transition. Again, I control also for the effects

of the initial GNP level and regional conflicts. According to regressions (i) and (iv), more

political freedom increases the average growth rate and reduces the size of the output fall,

although the latter effect is not significant. However, the relationship appears to be actually

nonlinear, as documented by regressions (ii) and (v). The coefficients for the index of political

freedom and its squared value are jointly significant at 7-8 per cent level.

Given that the indices of economic and political liberalization are strongly correlated, it is

possible that the results reported above for political liberalization are driven by the effect of

economic liberalization. Controlling for economic liberalization indeed reduces the

significance of political freedom in the regression for average growth-the coefficients for the

index of political freedom and its squared value are jointly insignificant in regression (iii).

However, their significance in the regression (vi) for output actually increases to 4 per cent.

Interestingly, the signs are exactly opposite as in Barro's analysis. Hence, accordingly,

political freedom retards growth when it is low, and enhances growth at moderate levels. The

effect of political freedom on the size of output faU is analogous. Moreover, a critical level of

political freedom is needed in order to realize the positive effects of political liberalization on

economic growth and output fall. The minimum level of political liberalization can be

computed in a straightforward manner from regressions (ii) and (v): economic growth and

GDP drop are at their lowest when political freedom index is 1.9 and 2.9, respectively.f Once

this level has been exceeded, there are increasing returns to further political liberalization,"

The effect of political freedom on inflation, and the subsequent recovery of GDP, is

generally insignificant.

8 According to regression (vi), this minimum level is as high as 4.9, however, this computation disregards
the interdependence between economic and political liberalization.

9 The second derivatives of the regression equations (ii) and (v) are positive.
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Table 4 The Effect of Political Liberalization on Economic Performance
Avg. Growth Rate GOP Fall

(i) (ii) (iii) (iv) (v) (vi)
Constant -6.406 -3.687 -11.898 57.99 75.819 40.517

t-statistics (-2.83) (-1.14) (-4.03) (5.77) (553) (3.26)
EBRD Index 5.244 22.547

t-statistics (4.47) (456)
Political Freedom 0.909 -1.007 -1.714 2.733 -9.831 -12.868

t-statistics (2.15) (-0.60) (-1.41 ) (1.46) (-1.37) (-251)
Pol it Freedom sqrd 0.263 0.166 1.722 1.308

t-statistics (1.18) (1.03) (1.81 ) (1.92)
GNP p.c. 1989 (ths $) -0.291 -0.369 -0.403 -1.052 -1.562 -1.708

t-statistics (-0.75) (-0.95) (-1.45) (-0.61) (-0.95) (-1.46)
Conflict Dummy -4.031 -3.295 -2.754 -21.846 -17.022 -14.693

t-statistics (-266) (-2.02) (-2.35) (-3.24) (-2.46) (-2.98)
Adj. R2 0.369 0.381 0.682 0.37 0.434 0.716
Joint Sig. Freedom 1 6.9% 29.1% 8.3% 3.9%

Notes: N = 25. Estimated by OLS for the countries included in Table I. T-statistics in parentheses. See notes to
Table 1 for explanations of individual variables. Distance from Brussels and GNP per capita are in thousands.
Conflict dummy equals one for Croatia, Macedonia, Moldova, Armenia, Azerbaijan, Georgia and Tajikistan.

1 Joint significance level of Political Freedom and Political Freedom squared.

1.4 Economic Performance and Political Support for Reforms

The adverse effects of reforms have had profound political consequences. Public support for

radical economic reforms quickly dissipated in most of the post-communist countries. The

intensity of political backlash against reforms has been related to the adverse effects of the

reforms, in particular unemployment.!" A good example of this relationship is the Czech

Republic, where the pro-reform parties remained in power as long as the unemployment rate

remained low. Nevertheless, after post-communists returned to power, reforms were generally

not reversed-in some cases (especially Hungary and Poland), the post-communists proved

more enthusiastic reformers that the parties that originally instigated the reforms.

Table 5 presents the results of a simple analysis of election results for a cross section of

post-communist countries. The dependent variable is the share of votes received in each

particular election by parties falling into the the respective category (incumbent, pro-reform,

and left wing and nationalist parties). The analysis covers 17 post-communist elections in

seven countries-the Czech Republic, Slovakia, Hungary, Poland, Romania, Bulgaria, and

Slovenia. I I The election results are regressed on the variables used in the previous regressions

10 The relationship between the support for reforms and the adverse effects of the reforms is studied in
greater detail in Chapters 3 and 4.

" The choice of these countries was determ ined by the fact that these are the countries that I know
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as the dependent variables: unemployment rate, average growth rate, output level since 1989

and average inflation rate. All variables refer to the election year.12 There is obviously a

strong and significant relationship between economic performance and elections outcomes,

and the results are in line with those presented in Chapters 3 and 4. As in Chapter 4, the

explanatory power of the regressions for pro-reform and left-wing/nationalist parties is greater

that that for the incumbent parties. Unemployment strongly reduces the support for the pro-

reform parties, and increases the support for the left wing and nationalists. The effect on

support for incumbent parties is weaker, but, nevertheless, it is significant. Besides

unemployment, only the output level has a significant effect on the support for incumbent

parties. Output level also increases the support for the pro-reform parties, whereas it has no

effect on the left wing and nationalist parties. Average growth is insignificant, but has the

expected sign for pro-reform and left wing and nationalist parties. The only results that is out

of line with expectations is the one for inflation-apparently, inflation increases the support

for pro-reform parties and reduces the support for left wing and nationalist parties.

Table 5 The Effect of Economic Performance on Election Results
Incumbent Pro-reform Left wing+

Nationalists
Constant

t-statistics
Unempl. Rate

t-statistics
Avg. Growth

t-statistics
Output [1989=100]

t-statistics
Avg. Inflation

t-statistics
R2

1.743
(0.09)
-1.103

(-3.206)
-0.348
(-1.01 )
0.487
(2.46)
0.004
(0.46)
0.523

8.746
(084)
-1.966
(-5.86)
0.381
(1.40)
0.492
(4.43)
0.040
(8.08)
0.838

39.336
(3.42)
1.943
(4.19)
-0.265
(-0.91)
-0.086
(-0.79)
-0.030
(-5.01)
0.734

Notes: N = 17. The dependent variable is the share of votes for parties in the respective category in elections in
the Czech Republic (1992, 1996, 1998), Slovakia (1992, 1994, 1998), Hungary (1994, 1998), Poland (1993,
1997), Romania (1992,1996), Bulgaria (1991,1994,1997), and Slovenia (1992,1996). Estimated by OLS, t-
statistics in parentheses.

Source of election data: The Handbook of Political Change in Eastern Europe.

The results presented in Table 4 and Table 5 illustrate the interactions between economics

and politics during the post-communist transitions in Central and Eastern Europe. Politics has

a strong efect on economic performance, and economic performance, in turn, affects the

relatively better. Deciding on party's political orientation is a subjective matter, and therefore I did not want to
risk mislabaling parties in the countries that I am not familiar with.

12 Chosing the year prior to the election delivered worse quality of statistical fit.
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outcomes of political processes. This pattern can have profound consequences for the

countries which remain at low level of liberalization. In particular, a country that so far

avoided political liberalization can find itself locked in with little or no political freedom and

mediocre economic performance. An attempt to liberalize gradually would results in further

economic deterioration as long as the country finds itself in the inefficient range where more

democracy has a negative effect. Given the relationship between economic performance and

political support for reforms, such liberal minded government would be eventually voted out

of the office, and replaced again by an authoritarian regime. A radical political reform, on the

other hand, could be sustainable politically, if it moves the country out of the inefficient

range. Moreover, note that economic and political liberalization typically go hand in hand in

the post-communist countries (as reflected in their high correlation reported in Table 2), and

economic liberalization is positively related to economic performance. Then, transition should

eventually yield two types of countries: The first type are those which pursued radical

political and economic reforms, and the reforms eventually paid off in terms of economic

performance. The second type are those countries which to a large extent avoided political

and economic reforms, and continue lagging behind economically.

1.5 Outline of this Dissertation

The analysis and discussion in the previous Section illustrate the interactions between

economics and politics during the post-communist transitions in Central and Eastern Europe.

In the remainder of this dissertation, I explore some of these in greater detail.

In Chapters 2, 3 and 4, I take up the issue of political sustainability of economic reforms.

I seek to explain why the reforms lost political support in some of the transition countries

while they retained support in others. In Chapter 2, I analyze the dynamics of political support

for economic reforms using an extension of Rodrik's (1995) two-sector model of the

transition economy. The key role is played by the pattern of flows between the state and

private sectors and unemployment, and resulting gradual resolution of uncertainty about

future employment status of workers. It is shown that while the workers in the private sector

always support rapid reforms, the workers in the state sector and the unemployed will support

rapid reforms only at the outset of the transition. Later, state-sector workers and unemployed

vote for a reduction in the speed of reforms.

In Chapters 3 and 4, I analyze the interactions between economics and politics in the

transition countries using regional data (election results and socio-economic characteristics at
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county level) from the Czech Republic, Hungary, Poland, and Slovakia. I argue that there is

indeed a strong relationship between the support for reforms and economic effects of the

reforms. The winners of reforms are the private entrepreneurs, white-collar workers, and

university educated voters. On the other hand, the losers are the unemployed, retirees, and

blue-collar and agricultural workers. This general pattern holds both within countries and

across countries. An intriguing result of my analysis is that the voters in the transition

countries are found to be forward looking rather than retrospective. They cast their votes for

the party, which they expect to maximize their future utility, based on the perceived stance of

that party toward further reforms. Accordingly, the winners of reform vote for the pro-reform,

right wing parties, whereas the losers support the left wing parties, regardless of which party

is currently in the government. This is in contrast with the result typically obtained for the

developed countries (the so-called responsibility hypothesis): voters are retrospective and

punish the government for bad economic performance.

In Chapters 5 and 6, I analyze the economic background of disintegration of countries.

Chapter 5 is devoted to analysis of the two-fold break-up of Czechoslovakia (first as a

political union and then as a monetary union), and discussion of lessons for stability of

monetary unions in general. The main finding is that Czechoslovakia fulfilled some of the

optimum currency area criteria, nevertheless, given the low correlation of permanent shocks,

it appears it was relatively less integrated than some other existing unions. That, along with

low labor mobility and higher concentration of heavy and military industries in Slovakia,

made Czechoslovak economy vulnerable to asymmetric economic shocks-such as those

induced by the economic transition. In addition, the Czech-Slovak monetary union was

marred by low credibility, lack of political commitment, low exit costs, and the absence of

fiscal transfers.

Chapter 6 presents a theoretical analysis of the political economy of integration and

disintegration of unions. I attempt to provide insights explaining the recent break-ups of

unions in the former East Block (Soviet Union, Yugoslavia, Czechoslovakia), and growing

secessionist attempts in developed countries (Belgium, Canada, United Kingdom). The model

features a union composed of two regions with centralized fiscal policy. I focus on the

analysis of the effects of region-specific output shocks. I argue that previously stable unions

may disintegrate in response to specific patterns of output shocks. The stability of integration

depends on correlation and persistence of shocks. Unions are stable if shocks are positively

correlated, regardless whether persistent or transient. If shocks are negatively correlated and



Economics and Politics in the Post-communist Transition 15

transient, integration is beneficial because of the potential for risk sharing and consumption

smoothing. However, negatively correlated and persistent shocks render integration fragile.

Three chapters of this dissertation are based on papers already accepted for publication.

Chapter 2 is forthcoming in the Journal of Policy Reform Vol. 3 No.2 (1999). Chapter 3 has

recently been accepted for publication in the European Economic Review. Finally, Chapter 4

has been accepted for publication in a special issue of the Electoral Studies: proceedings from

the conference "Economics and Elections: Comparisons and Conclusions," Sandbjerg Slot,

Denmark, August 1998.
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Appendix: Selected Data on Economic Performance In the Post-
communist Countries

Table 6 GDP Growth Rates
1989 1990 1991 1992 1993 1994 1995 1996 1997

Czech Rep. 1.4 -0.4 -11.5 -3.3 0.6 3.2 6.4 3.9 1.0

Slovakia 1.4 -2.5 -14.6 -6.5 -3.7 4.9 6.9 6.6 6.5

Hungary 0.7 -3.5 -11.9 -3.1 -0.6 2.9 1.7 1.3 4.4

Poland 0.2 -11.6 -7.0 2.6 3.8 5.2 7.0 6.1 6.9

Slovenia -1.8 -4.7 -8.9 -5.5 2.8 5.3 4.1 3.1 3.8

Bulgaria 0.5 -9.1 -11.7 -7.3 -1.5 1.8 2.1 -10.9 -6.9

Romania -5.8 -5.6 -12.9 -8.8 1.5 3.9 7.1 3.9 -6.6

Albania 9.8 -10.0 -27.7 -7.2 9.6 9.4 8.9 9.1 -7.0

Croatia -1.6 -8.6 -21.1 -11.7 -8.0 5.9 6.8 6.0 6.5

Macedonia n.a. -9.9 -12.1 -21.1 -9.1 -1.8 -1.2 0.8 1.5

Estonia -1.1 -8.1 -13.6 -14.2 -9.0 -2.0 4.3 4.0 11.4

Latvia 6.8 2.9 -10.4 -34.9 -14.9 0.6 -0.8 3.3 6.5

Lithuania 1.5 -5.0 -5.7 -21.3 -16.2 -9.8 3.3 4.7 5.7

Russia 1.9 -3.0 -5.0 -14.5 -8.7 -12.7 -4.1 -3.5 0.8

Ukraine 4.0 -3.0 -11.6 -13.7 -14.2 -23.0 -12.2 -10.0 -3.2

Belarus 8.0 -3.0 -1.2 -9.6 -7.6 -12.6 -10.4 2.B 10.4

Moldova B.B -1.5 -17.5 -29.1 -1.2 -31.2 -3.0 -B.O 1.3

Armenia 14.2 -7.4 -17.1 -52.6 -14.B 5.4 6.9 5.8 3.1

Azerbaijan -4.4 -11.7 -0.7 -22.6 -23.1 -19.7 -11.8 1.3 5.B

Georgia -4.B -12.4 -20.6 -44.8 -25.4 -11.4 2.4 10.5 11.0

Kazakhstan -0.4 -0.4 -130 -2.9 -9.2 -12.6 -8.2 0.5 2.0

Kyrgyzstan 4.0 3.0 -5.0 -19.0 -16.0 -20.0 -5.4 7.1 6.5

Tajikistan -2.9 -1.6 -7.1 -29.0 -11.0 -18.9 -12.5 -4.4 1.7

Turkmenistan -6.9 2.0 -4.7 -5.3 -10.0 -18.B -8.2 -8.0 -26.0

Uzbekistan 3.7 1.6 -0.5 -11.1 -2.3 -4.2 -0.9 1.6 2.4

Data Sources: EBRD Transition Report (various issues).
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Table 7 GDP Levels [1989=1001
1990 1991 1992 1993 1994 1995 1996 1997

Czech Rep. 99.6 88.1 85.2 85.7 88.5 94.2 97.8 98.8
Slovakia 97.5 83.3 77.9 75.0 78.6 84.1 89.6 95A
Hungary 96.5 85.0 82A 81.9 84.3 85.7 86.8 90.6
Poland 88A 82.2 84.3 87.6 92.1 98.6 104.6 111.8
Slovenia 95.3 86.8 82.0 84.3 88.8 92.5 95.3 98.9
Bulgaria 90.9 80.3 74A 73.3 74.6 76.2 67.9 63.2
Romania 94A 82.2 75.0 76.1 79.1 84.7 88.0 82.2
Albania 90.0 65.1 60A 66.2 72A 78.8 86.0 80.0
Croatia 91A 72.1 63.7 58.6 62.0 66.3 70.2 74.8
Macedonia 90.1 79.2 62.5 56.8 55.8 55.1 55.5 56A
Estonia 91.9 79A 68.1 62.0 60.8 63.4 65.9 73.4
Latvia 102.9 92.2 60.0 51.1 51A 51.0 52.7 56.1
Lithuania 95.0 89.6 70.5 59.1 53.3 55.1 57.6 60.9
Russia 97.0 92.2 78.8 71.9 62.8 60.2 58.1 58.6
Ukraine 97.0 85.7 74.0 63.5 48.9 42.9 38.6 37.4
Belarus 97.0 95.8 86.6 80.1 70.0 62.7 64.4 71 1
Moldova 98.5 81.3 57.6 56.9 39.2 38.0 34.9 35.4
Armenia 92.6 76.8 36A 31.0 32.7 34.9 37.0 38.1
Azerbaijan 88.3 87.7 67.9 52.2 41.9 37.0 37.4 39.6
Georgia 87.6 69.6 38.4 28.6 25.4 26.0 28.7 31.9
Kazakhstan 99.6 86.7 84.1 76.4 66.8 61.3 61.6 62.8
Kyrgyzstan 103.0 97.9 79.3 66.6 53.3 50.4 54.0 57.5
Tajikistan 98.4 91.4 64.9 57.8 46.8 41.0 39.2 39.9
Turkmenistan 102.0 97.2 92.1 82.8 67.3 61.8 56.8 42.0
Uzbekistan 101.6 101 1 89.9 87.8 84.1 83.4 84.7 86.7

Data Sources: EBRD Transition Report (various issues).
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Table 8 Annual Inflation Rates
1989 1990 1991 1992 1993 1994 1995 1996 1997

Czech Rep. 2.3 9.7 56.6 11.1 20.8 10.0 9.1 8.8 8.5

Slovakia 2.3 10.4 61.2 10.1 23.2 13.4 9.9 5.8 6.1

Hungary 17.0 28.9 35.0 23.0 22.5 18.8 28.2 23.6 18.3

Poland 251.1 585.8 70.3 43.0 35.3 32.2 27.8 19.9 14.9

Slovenia 1306.0 549.7 117.7 201.3 32.9 21.0 13.5 8.4 9.4

Bulgaria 6.4 26.3 333.5 82.0 73.0 96.3 62.0 123.0 1082.0

Romania 1.1 5.1 161.1 210.4 256.1 136.7 32.3 38.8 154.8

Albania 0.0 0.0 35.5 226.0 85.0 22.6 7.8 12.7 32.1

Croatia 609.5 123.0 666.0 1518.0 97.6 2.0 3.5 3.6

Macedonia 606.0 114.9 1691.0 338.4 126.5 16.4 2.5 1.3

Estonia 6.1 23.1 210.5 1076.0 89.8 48.0 29.0 23.2 11.0

Latvia 4.7 10.5 172.0 951.2 108.0 35.7 25.0 17.6 8.4

Lithuania 2.1 8.4 224.7 1020.5 409.2 72.1 39.5 24.7 8.9

Russia 2.0 5.6 92.7 1526.6 875.0 311.4 197.7 47.8 14.7

Ukraine 2.2 4.2 91.0 1210.0 4735.0 891.0 376.0 80.0 16.0

Belarus 1.7 4.5 84.0 969.0 1188.0 2220.0 709.0 53.0 64.0

Moldova 4.2 98.0 1276.0 789.0 330.0 30.2 23.5 11.8

Armenia 4.8 10.3 100.0 825.0 3500.0 5273.0 176.7 18.7 14.0

Azerbaijan 7.8 107.0 912.0 1129.0 1664.0 411.7 19.7 3.5

Georgia 0.9 4.8 79.0 887.0 3125.0 15607 163.0 39.4 7.3

Kazakhstan 4.2 79.0 1381.0 1662.0 1892.0 176.0 39.1 17.4

Kyrgyzstan 3.0 85.0 855.0 772.0 228.7 52.5 30.4 25.5

Tajikistan 4.0 112.0 1157.0 2195.0 350.0 609.0 418.0 87.8

Turkmenistan 2.1 4.6 103.0 493.0 3102.0 1748.0 1005.0 992.0 84.0

Uzbekistan 82.0 645.0 534.0 1568.0 305.0 54.0 72.0

Data Sources: EBRD Transition Report (various issues).
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Table 9 Unemployment Rates
1989 1990 1991 1992 1993 1994 1995 1996 1997

Czech Rep. 0.0 0.8 4.1 2.6 3.5 3.2 2.9 3.5 5.2
Slovakia 0.0 1.5 11.8 10.4 12.2 13.7 13.1 11.1 11.6
Hungary 0.3 2.5 7.4 12.3 12.1 10.4 10.4 10.5 10.4
Poland 0.1 6.1 11.8 13.6 16.4 16.0 14.9 13.2 10.5
Slovenia 2.9 4.7 8.2 11.5 14.4 14.4 13.9 13.9 14.4
Bulgaria 1.5 11.1 15.3 16.4 12.8 11.1 12.5 13.7
Romania 0.4 3.0 8.2 10.4 10.9 9.5 6.6 8.8
Albania 7.6 8.3 27.9 29.0 19.6 16.9 12.4
Croatia 11.4 13.2 13.2 14.8 14.5 14.5 16.4 17.5
Macedonia 18.0 19.2 27.8 28.3 31.4 37.7 31.9 36.0
Estonia 0.1 0.9 6.5 7.6 9.7 10.0 10.5
Latvia 0.2 2.3 5.8 6.5 6.6 7.2 7.0
Lithuania 0.3 1.3 4.4 3.8 6.2 7.1 5.9
Russia 0.1 4.8 5.3 7.1 8.3 9.2 10.9
Ukraine 0.0 0.3 0.4 0.4 0.5 1.1 2.3
Belarus 0.1 0.5 1.5 2.1 2.7 3.9 2.8
Moldova 0.1 0.7 1.1 1.4 1.8 1.6
Armenia 1.8 5.3 6.7 6.7 9.2 10.7
Azerbaijan 15.4 16.0 15.2 17.0 19.4 19.3
Georgia 0.2 2.3 6.6 3.6 2.6 11.6 5.2
Kazakhstan 0.0 0.5 0.6 0.8 1.7 3.6 4.1
Kyrgyzstan 0.0 0.1 0.2 0.7 3.0 4.5 3.2
Tajikistan 0.3 1.2 1.7 2.0 2.7 2.9
Turkmenistan 2.0 3.0
Uzbekistan 0.0 0.1 0.3 0.4 0.4 0.4 0.4

Data Sources: EBRD Transition Report (various issues).





Chapter 2

Unemployment and the Dynamics of Political Support for Economic
Reforms

I analyze the dynamics of political support for economic reforms using a version of
Rodrik's (1995) two-sector model of the transition economy. The key role is played by the
pattern of flows between the state and private sectors and unemployment. It is shown that
while the workers in the private sector always support rapid reforms, the workers in the state
sector and the unemployed will support rapid reforms only at the outset of the transition.
Later, state-sector workers and unemployed vote for a reduction in the speed of reforms.

2.1 Introduction

"There are still two options - the road to reform and the other road. III

It is generally accepted that the economy's performance affects voters' decisions when they

approach the polls.' The voters penalize the government for poor economic performance

following a recession by voting for the opposition. The countries of Central and Eastern

Europe went through severe transformational recession since they started the programs of

economic and political reforms. Although the reforms enjoyed tremendous public support at

the outset, this changed rather quickly as the reforms progressed (see Table I). In this

Chapter, I present a model that explains such development of political support for the reforms.

The key role is played by the threat of unemployment, and the pattern of flows between the

state and private sectors and unemployment.

Fernandez and Rodrik (1991) show that reforms supported ex ante can face opposition ex

post in presence of individual uncertainty. In particular, reforms with a positive overall effect

will be supported unanimously ex ante. Once uncertainty about the winners and losers is

resolved, the losers will vote to reverse the reform. Rodrik (1995) models the dynamics of

• A slightly different version of this Chapter is forthcoming in the Journal of Policy Reform 3 (2). An
earlier version was distributed as CentER Discussion Paper No. 9674. I benefited from comments and
suggestions provided by Bas van Aarle, Patrie Bolton, Larry Christiano, Jarko Fidrmuc, Gerhard Gloom, Bjorn
Gustafsson, Dani Rodrik, Harald Uhlig, Warren Weber, and an anonymous referee. All remaining errors are
mine. This research was undertaken with support from the European Union's Phare ACE Program 1996.

I Anatoli B. Chubais, quoted in the International Herald Tribune, Jan. 2, 1996, shortly after being fired from
the Russian government.

2 For a survey of empirical literature on economics of voting, see Nannestad and Paldam (I994). Fidrmuc
(1999) studies interactions between economics and politics during transition in the Czech Republic, Hungary,
Poland, and Slovakia.
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such change in patterns of support for reforms. He constructs a model where workers face

changing probabilities of holding a job in the private and state sectors and being unemployed.

A reform induces a contraction of the state sector, job creation in the private sector, and a rise

of (temporary) unemployment. The speed of reform is determined by the level of subsidies to

the state sector (and, in turn, taxes levied on the private sector). He shows that support for

reforms is high as long as the probability of getting a private sector job is also high. As this

probability gradually declines, state sector workers eventually tum against reforms and vote

for high subsidies (and taxes). On the other hand, he argues that the unemployed will always

support radical reform because taxation lowers their utility by slowing down job creation in

the private sector.

The result regarding the preferences of the unemployed is rather surprising and seems

counterfactual. Indeed, it is commonly argued that excessive unemployment poses a threat to

continuation of reforms - see for example Aghion and Blanchard (1994), Blanchard (1997),

Boeri (1996), Burda (1993) and Saint-Paul (1996). As I show below, Rodrik's result is due to

the assumption that unemployment eventually vanishes in the transition economy and

unemployed workers receive no income.

In this Chapter, I construct a theoretical model of a transition economy building on

Rodrik (1995). The model focuses on the dynamics of preferences of the unemployed

regarding the speed of the reform. My model differs from Rodrik's in two aspects. First,

agents face the threat of long-term unemployment. Second, unemployed workers and state

sector workers split the gains from raising the level of government spending. Thus, the utility

of the unemployed is directly affected by the government's fiscal policy. I show that Rodrik's

result regarding voting behavior of the unemployed is overturned. In particular, the model

yields dynamics of preferences of the unemployed workers similar to those of the state sector

workers: they support rapid reform initially, but tum against later as the uncertainty resolves.

Hence, excessive unemployment can indeed threaten successful completion of economic

transition. In particular, while the unemployed are not median voters given their income, by

joining with the state-sector workers they can tilt the balance in favor of slowing or halting

the reform.

The present Chapter is structured as follows: Section 2.2 summarizes the stylized facts of

transitional unemployment in Central and Eastern Europe. Section 2.3 presents the model.

Section 2.4 then analyzes the evolution of the workers' preferences for a government policy

and speed of reforms. Finally, Section 2.5 concludes.
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2.2 Stylized Facts of Transitional Unemployment in Central and
Eastern Europe

Dynamics and characteristics of unemployment in Central and Eastern Europe exhibit several

features distinct from unemployment experienced by developed countries. These distinctions

can be briefly summarized as follows:

Unemployment increased rapidly and has remained high. Open unemployment was

nearly nonexistent in Central and Eastern Europe prior to the transition. Then, unemployment

rate rose from one to two percent in 1990 to over ten percent in most postcommunist countries

(see Table I). Furthermore, while the unemployment rate fell somewhat since then, the

prospects that it will decline substantially in the future are rather small.

Long-term unemployment accounts for a large and still increasing portion of

unemployment. In Poland, 39 % of unemployed by mid 1993 were without work for more

than a year, 14 % for more than two years (Aghion and Blanchard, 1995). In Slovakia, 53 %

of unemployed were without work for more a year while only 16 % were unemployed for less

than three months (as of the first three quarters of 1995). In the preceding year, these figures

stood at 39 % and 19 %, respectively (Statistical Office of Slovak Republic (1995), p.II).

According to Boeri (1996), long-term unemployment accounts for more than 50 % of total

unemployment also in Hungary and Bulgaria. Allison and Ringold (1996) report that share of

long-term unemployment stood between 30 % and 66 % in nine CEE countries. Only Croatia

showed a modest decline in the share of long-term unemployment.

Economic recovery and the emerging private sector did not bring about a significant

reduction in unemployment. Expansion of the newly forming private sectors occurs mainly by

recruiting workers from the public sector, not from the pool of unemployed. According to

Aghion and Blanchard (1995), in Poland "half of all gross flows (in 1992) were directly from

employment to employment, and half to or from unemployment or non participation."

Dorenbos (1996) makes a similar conclusion regarding Hungary.

Unemployment rates vary substantially across regions. While unemployment is nearly

negligible is some regions (mainly capitals and larger cities), it can be as high as 30 % in

other regions. This reflects the unequal distribution of the costs and benefits of the economic

reforms within a country, and relatively low degree oflabor mobility.

These stylized facts are applied in the formulation of the model in the next Section.
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Table 1 Unemployment, Approval of Market Economy, and Satisfaction with
Democracy

1990 1991 1992 1993 1994 1995
Czech R. Unempl. 0.8 4.1 2.6 3.5 3.2 2.9

Market Econ. 54 39 23 15 11 6
Democracy -16 -25 -19 0 -9 -4

Slovakia Unempl. 1.6 11.8 10.4 14.4 14.8 13.1
Market Econ. 28 29 15 -4 0 0
Democracy -42 -55 -53 -59 -62 -40

Hungary Unempl. 1.9 8.5 12.3 12.1 11.5 11.1
Market Econ. 47 51 39 21 20 5
Democracy -54 -29 -50 -54 -43 -57

Poland Unempl. 6.3 11.8 13.6 15.7 16.0 14.9
Market Econ. 47 28 33 29 26 46
Democracy 1 -21 -24 -14 -40 12

Bulgaria Unempl. 1.7 11.1 15.2 16.4 12.8 11.1
Market Econ. 22 45 36 18 -2 6
Democracy -23 -6 -17 -49 -87 -67

Romania Unempl. 3.0 8.4 10.4 10.9 9.5
Market Econ. -5 41 29 50 38
Democracy -11 -40 -26 -36 -21

Russia Unempl. 0.1 0.8 1.2 2.2 3.2
Market Econ. 8 -7 -22 -41 -44
Democracy -51 -64 -56 -75 -79

Ukraine Unempl. 0.3 0.4 0.3 0.6
Market Econ. -12 -19 -18 -27
Democracy -54 -57 -53 -55

Sources: Central and Eastern Eurobarometer No. 6, March 1996, European Commission; WllW Handbook of
Statistics, Countries in Transition 1996.
Note: The respondents were asked whether they felt that the creation of the market economy was right or wrong
for their country's future, and thether they were satisfied with democracy, respectively. The figures above report
the difference between the percentages of positive and the negative responses.
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2.3 Model
In this Chapter, I construct a model of an economy in transition based on the model developed

in Rodrik (\995). The present model differs from Rodrik's in two aspects:

1. Agents face the possibility of long-term unemployment, i.e. the steady state

unemployment is positive;

2. State sector workers and unemployed workers split the gains from subsidy increases - the

government's expenditure includes also unemployment benefits and the level of benefits

is linked to the level of the subsidy to the state sector.

The first change reflects the fact that transition economies have all experienced persistent

unemployment, which exceeds 10 percent in many countries and shows no signs of abating.

Long term unemployed account for a considerable portion of the pool of the unemployed.

The second modification is somewhat arbitrary. Aghion and Blanchard (1995) use a

similar assumption to capture the effect of unemployment on speed, and sustainability, of

transition. One could also model this kind of arrangement as an outcome of collusion between

unemployed and state sector workers. Suppose the transition eventually leads to a size of

private sector exceeding 50 percent of labor force. Then, any agreement between the private

sector and unemployed workers, which would impose taxes on the private sector and

redistribute the proceeds to the unemployed only, would be dynamically inconsistent.

Therefore, it is quite natural for the unemployed to collude with the state-sector workers and

share the gains from taxing the private sector - provided both groups benefit from imposing

taxes and slowing down the pace of reform.

The results of the model are not significantly altered if unemployment benefits are greater

or lower than the subsidy - as long as they are linked to the subsidy.' The link between the

subsidy and unemployment benefits also reflects the intuitive fact that a government that

preserves high subsidies to the state sector usually also tends to be more inclined toward

greater redistribution of income to the poor (i.e. also the unemployed). The level of benefits

here can be understood also as including other aspect of the government's labor market policy

such as setting eligibility requirements or determining the length of the period during which

3 (assume the relationship between subsidy and unemployment benefits is fixed over time. If the proportion
were not fixed, one would have to consider the game where the proportion is determined depending on the
relative sizes of the three groups, and the contribution the unemployed make to tilt the balance toward increasing
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the benefits are received.

The economy consists of a state sector and a private sector. The number of workers

employed in the state and private sectors at time t is NI and MI, respectively. The size of the

labor force is normalized to unity so that NI + MI + VI = I, where VI stands for

unemployment at time t. At the outset of the transition, the economy starts off from Nil and

M" with most or all workers employed in the state sector and zero unemployment. The

transition entails structural adjustment resulting in contraction of the state sector and

expansion of the private sector. The transition is completed when the state and private sectors

reach N* and M*, respectively. However, unlike in Rodrik's models, unemployment does not

vanish during the transition, i.e. N*+M*<I. The process of restructuring goes along the

following paths:

(1) Nt=Nt-I+8(N*-Nt-I);

(2) M. = M. - I+ k8(M *-Mt -I);

(3) UI = 1 -N, - M, for all t;

where () is the speed of reforms and k is a coefficient such that 0 < k < I. The coefficient k

reflects different pace of adjustment in the two sectors. It makes the state sector shrink faster

than the rate of growth of the private sector, thus giving rise to transitional unemployment.

The speed of adjustment e is a function of the government's policy: 8 = 8(crt), where crtis the

level of subsidy per worker in the state sector at time t and 8'(crl) < O. Hence, increasing the

level of subsidies to the state sector bears the cost of reducing the speed of transition. Note

that the creation of jobs in the private sector is affected both by k and 8. However, only 8 is a

policy variable while k is exogenous.

Figure 1 shows the evolution of employment in the state and private sectors,

unemployment and output. These paths are simulated assuming a constant O> .2, k = .5,

N* = .20 and M* = .75. The initial employment levels of the state and private sectors are No =

1.0 and Mo = O. Output is computed as a sum of the outputs of the two sectors, assuming

productivity is unity in the state sector and f.... = 1.5 in the private sector (by definition,

productivity in the private sector is greater than in the state sector, see below). As can be seen

in Figure 1, unemployment increases sharply (to 14 percent during the first year only) after

the start of the transition and peaks at about 25 % in the sixth year. Then, it starts declining

gradually. Output fall 10 percent during the first year and 2 percent during the second, but

the tax.
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then levels off and bounces back during the fourth year. Clearly, the figures yielded by the

model are not too different from actual experiences of transition countries in Eastern Europe,

despite the simplified nature of the model.

Figure 1 Evolution of Output (Y), Employment in State Sector (N), Private Sector (M),
and Unemployment (U)
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Government expenditure is composed of the subsidy to the state sector and the

unemployment benefits. For simplification, I assume unemployment benefits are determined

as a fixed fraction of the subsidy. The tax imposed on the private sector is then determined so

as to balance the government budget during every period:

(4) Mt tt = (Nt +J.lUt) crt

where crt is the per-worker subsidy to the state sector and J.lcrl>is the transfer payment received

by an unemployed worker." The expenditure is financed by an income tax on the private

sector. 5 The level of subsidy in turn determines the speed of transition. A high subsidy implies

a low (3 and thus a gradual reform. On the other hand, a low subsidy yields a high (3 and a

shock therapy reform is implemented.

The production functions in the state and private sectors are Y", = N, and Y"', = AM"

respectively. Productivity in the state sector is thus unity while the private sector productivity

is Ie> 1. Gross wages in both sectors are equal to the marginal products of labor in that sector.

4 Rodrik's model, then, corresponds to the case with ~ ~ O.
5 In fact, state-owned enterprises may pay taxes too. The subsidy here can be interpreted as the net cash

inflow to the state sector. It is assumed to be non-negative by definition.
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The net wage in the state sector is then WtS = (I + crt) and in the private sector it is wtP = (Ie -

r.). Income of an unemployed worker is /lcrt. Note that the Rodrik's model assumes that the

income of the unemployed is zero.

2.4 The Dynamics of Political Support for Reforms-the Case of
Unemployed Workers

In this Section, I analyze the dynamics of political support for reforms of the unemployed

workers. I show how the above discussed modifications to the Rodrik's model affect the

predictions about voting behavior of this category. I do not describe the cases of workers in

private and state sectors since the prediction of the present model about their voting behavior

are identical to those derived by Rodrik (1995).6

For the purpose of this analysis, I take the subsidy as being constant over time and hence

denote it as cr. I then study the evolution of expected utility for the three categories of workers

for a given level of the subsidy (Figure 2 shows the evolution of expected utility for the three

categories of workers receive during the transition for o = O.I0). The derivation of expected

utility functions is described in the Appendix.

The position of unemployed workers in this model is quite different than is the case in

Rodrik's original model. First, unemployment is persistent and thus never drops below its

steady state level, U*. Second, unemployed workers receive benefits linked to the per-worker

subsidy received by the state-sector workers.

Hence, unemployed workers are affected by the subsidy in two ways. First, the direct

effect goes via unemployment benefits. The importance of this effect rises over time as the

probability of remaining unemployed converges to one. The second effect is indirect. Raising

the subsidy slows down job creation in the private sector and thus diminishes the probability

of finding a job in this sector. Raising the subsidy also reduces the workers' future earnings in

case they do get a private sector job. The importance of this effect declines over time,

however, as the probability of getting a job in the private sector converges to zero as the

economy moves closer to the steady state.

Figure 2 shows the evolution of expected utility of unemployed workers over time. Their

utility initially increases, as the probability of getting a private-sector job is high early in the

transition (see Figure 3). However, as t gets larger, the probability of getting such a job

6 Fidnnuc (1996) also describes the dynamics of preferences of the workers in private and state sectors in
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gradually converges to zero. The probability of getting a job in the state sector initially

increases - reflecting the fact that jobs become available in the state sector too. However, it

eventually converges to zero as well. The workers then face a growing probability of

remaining unemployed permanently. This makes their expected utility fall.

Figure 2 Expected Utility Functions: Private Sector Workers (WP), State-Sector
Workers (WS

), and Unemployed (W")
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Thus, the dynamics of preferences of the unemployed workers is in fact similar to those

of the state-sector workers - see Rodrik (1995), or Fidrmuc (1996).

Proposition 1 The expected utility of an unemployed worker converges in the limit to a

positive value which is strictly increasing in (J. The expected utility converges to this

limit from above:

limW," = W"(a» 0
,-+«>

(5)

Proof: Rodrik's (1995) Result 1 proves an analogous conclusion for the case of state sector

(6)
aw"::J t" such that __ I < 0 for t > to, for a given (J.

at

greater detai I.
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workers. The first part of proposition I, equation (5), states that the expected utility of the

unemployed converges to a positive value which is increasing in the level of subsidy. Clearly,

the limit of the expected utility function is the net present value of future unemployment

benefits - because the probability of remaining unemployed converges to unity. By increasing

the subsidy - and in turn the benefits - the limit of the expected utility increases as well.

To prove the second part, equation (6), note that employment in either sector is superior

to being unemployed. Then, as long as the probability of finding employment in either sector

is non-zero, the expected utility of an unemployed worker is greater than the net present value

of receiving unemployment benefits forever. As these two probabilities decline, the expected

utility of an unemployed worker falls as well. Q.E.D.

The proposition I implies that the preferences of unemployed workers follow a pattern

similar to the dynamics of preferences of state sector workers. This conclusion, however, is

the exact opposite of Rodrik's result regarding the unemployed. This is due to the modified

assumptions regarding unemployment, as discussed above. The conclusion regarding the

dynamics of political preferences of the unemployed derived from the present model certainly

seems more realistic and in accord with the stylized facts of unemployment (see Section 2.2).

Proposition I has further implications about the preferences of unemployed workers

regarding a particular level of subsidy. We now look how different levels subsidy (and hence

different speed of reform) affect the expected utility of workers in the state sector and the

unemployed:

Proposition 2 For 'A. sufficiently high, WI"follows U-shaped curve with respect to the value of

(j:

(7)
OJV" OJV"
-'- < ° for small c and -'- > ° for large o.
00' b'o"

This proposition is derived and proven in Rodrik (1995)7 for the case of state-sector workers.

The proof of Proposition 2 for the case of the unemployed, given the modified assumptions

discussed above, is analogous to the proof for the state-sector workers and is thus not

presented here to save on space. Proposition 2 implies that when considering different levels

of the subsidy, starting with (j = 0, the expected utility initially declines and then increases for

higher values of c. It should be noted that the condition that 'A. be sufficiently high is more

7 See Result 3 in Rodrik (1995).
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important in the case of the state-sector workers where significantly higher productivity in the

private sector is necessary for the result to hold. For the unemployed, Proposition 2 holds

even for relatively low A. (provided A. > I).

Proposition 2 has an important implication in case when there is an upper limit on the

feasible level of subsidy." Such a limit is likely to be in place especially at the beginning of

the reforms when too high a subsidy would push the wages in the private sector below state-

sector wages. Then, proposition 2 and Rodrik's Result 3 imply that workers in the state sector

and/or unemployed may in fact prefer no subsidy rather than the maximum feasible subsidy

am.., at the start of reforms:

Corollary 3 At the outset of reform, state-sector worker and unemployed workers prefer the

maximum feasible subsidy am" to zero subsidy if Woi(amax) > Woi(O), where i = s, u.

Otherwise, the worker will select a = 0.9

Corollary 3 describes the conditions under which workers in the state-sectors and/or

unemployed prefer a shock therapy reform (i.e. a = 0) to a gradual reform (a> 0), if a vote is

held at t = O. Note that it is quite possible that preferences of workers in the state sector and

unemployed will differ at certain points in time - see the discussion following Proposition 4

below.

The last proposition refers to the case when state-sector workers and unemployed change

their minds some time during the course of reforms:

Proposition 4 There exists a T" (T') such that at time t 2 TU(t 2 T'), unemployed workers

(workers in the state sector) will always prefer a change from zero subsidy to any a', 0 <

Thus, if election is held at or after period (=T' (t=7'), unemployed workers (workers in the

state sector) will vote to increase the subsidy and thus slow down the pace of reforms. Note

that 7' may not necessarily be the same as T'. The greater is the direct benefit of raising the

subsidy - i.e. the larger is 11- the sooner will the preferences of unemployed workers change.

8 This is so because of the small size of the private sector and the large size of the state sector at the
beginning of transition. Even a small per-capita subsidy may result in a prohibitively high tax rate.

9 Cf. Result 4 in Rodrik (\995).
10 This is proven by Rodrik (\ 995) for the case of state sector workers. The proof for unemployed workers
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This has an additional implication for political sustainability of reforms. Even after the state-

sector workers turn against rapid reforms, the government can sustain reforms by keeping f.l

small, and thus postponing the change of political preferences of the unemployed.

The last two results (Corollary 3 and Proposition 4) capture the recent experience of the

transition countries quite well. At the outset of the reforms, all workers support rapid reforms

because the probability of getting a more attractive private sector job is high. Later on,

however, those voters who are still in the state sector or became unemployed face negligible

probability of being employed in the private sector. At this stage, the effect of increasing the

subsidy starts to dominate, and they vote for a more gradual reform.

The results of the present model are in line with the results of an empirical analysis of

support for reforms. Fidrmuc (1999) analyzes election results of four countries (Czech

Republic, Hungary, Poland, and Slovakia) and shows that unemployment indeed reduces

support for pro-reform parties. I I This helps to explain the strong showing of post-communists

and/or other left-wing parties in some post-communist countries. It also explains the strong

position of reformists in the Czech Republic where the unemployment rate is low.

An alternative explanation for empirically observed negative correlation between

unemployment and support for reforms could be, however, that the rise in unemployment

coincides with the shift in preferences of state-sector workers toward more gradual reform.

Then, empirical results may actually simply reflect the dynamics of preferences of state-sector

workers, not those of unemployed workers. 12

The analysis in Fidrmuc (1999) utilizes regional data. Data from all four countries reveal

large regional differences in unemployment - the highest regional unemployment rate is a

multiple of the lowest one (for example 3.8 and 19.3 percent in Slovakia, and 0.3 and 6.0

percent in the Czech Republic, both in 1992). A proxy for the private sector also varies

substantially across regions, and is negatively correlated with unemployment. In the light of

the present model, these regional differences can be explained as regional variations in the

friction parameter, k. Different speed of contraction of the state sector can also playa role in

giving rise to regional differences in unemployment. However, this cannot explain the

regional differences in the size of private sector because the private sector can always recruit

workers directly from the state sector. On the other hand, the regressions in Fidrmuc (1999)

is analogous - see Fidnnuc (1996).
II Besides unemployment, Fidnnuc (1999) shows that the support for reforms is positively related to a

proxy for private sector and urban population, whereas it is negatively related to number of retirees and
employment in industry.
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included employment in the industry, which should capture the effects of state-sector

employment - as private sector growth occurred disproportionately in services (and to a lesser

extent in construction and agriculture) while industry remained state owned longer. The effect

of industrial employment on support for reforms is negative. Therefore, since both

unemployment and the proxy for the private sector both yield empirical results consistent with

the model, and the state sector is (at least indirectly) controlled for and yields effect consistent

with the present model, the argument discussed above seems unjustified by the empirical

results.

Besides the endogenous speed of reforms, success of the reforms is also affected by

variables that have been considered exogenous in the present model: N", M", N', M* and k.

The greater is the extend of reallocation, i.e. the differences between the initial and final sizes

of the two sectors, (N' - No ,) and (M* - M" ), the more the voters stand to gain from the

reforms. Thus, a partial reform - affecting only a small fraction of total employment - may be

rejected ex ante, while an extensive reform would enjoy sufficient support. In addition, such

an extensive reform is more likely to lead to an outcome where the median voter is in the

private sector, and the reform can thus be completed unimpeded.

Finally, the value of the friction coefficient k is important too. This coefficient reflects the

different speeds of adjustment in the state and the private sectors leading to unemployment.

The higher is k, for example, the more efficient is the labor market, the smaller will be

transitional unemployment and hence the opposition to reforms.

2.5 Conclusions

The model presented in this Chapter attempts to explain the dynamics of the political support

for economic reforms in the post-communist countries of Central and Eastern Europe. I show

that the unemployed - similarly as the state-sector workers - may support a rapid reform

initially, since the expected benefits are high then. As the uncertainty about the distribution of

the benefits resolves gradually, those who remain unemployed or hold jobs in the state sector

face a diminishing probability of getting a private sector job. The expected utility of

implementing a rapid reforms thus declines over time. Eventually, the preferences of the

unemployed and state-sector workers tum towards redistributing the benefits via a tax on the

private sector workers. This, in tum, reduces the speed of the reform, or halts it continuation

12 I am grateful to a referee for suggesting this possibility.
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altogether. The present model thus overturns Rodrik's (1995) argument that unemployment

actually increases support for the reform.

An obvious implication derived from these results is that support for reforms is in fact

endogenous. The reforms can be sustained if excessive adverse effects such as high

unemployment are avoided. This does not necessarily imply support for a gradual approach to

reforms though. High unemployment was recorded both in Poland, where a shock-therapy

reform has been pursued, as well as in Hungary where the reform strategy was more gradual.

In fact, a rather fast restructuring through privatization may indeed prove to be less painful

and costly than slow marketizing of state owned enterprises. It is not just the excessive

unemployment that can put continuation of the reforms at question. The larger is the portion

of labor force remaining in the state sector at the time of elections the greater is the chance

left-wing parties will claim victory. Thus, a rigorous reform may prove to be easier to sustain

politically than a partial reform. The Czech Republic seems to document this fact.
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Appendix: Transition Probabilities

In this Section, I derive the transition probabilities used in Section 2.4, and explain the nature

of flows in and out of employment in the two sectors and unemployment. While most of this

section follows Rodrik (1995) rather closely, I pay particular attention to the effects of

changes in underlying assumptions discussed in Section 2.3.

Both state-sector workers and unemployed can occupy new jobs created in the private

sector. The probability of getting a job in the private sector in period t is then

(8)

At the same time, the probability of losing the job in the state sector (separation rate) in

period t is

(9)

Due to the different speeds of adjustment of the state and private sectors, q, exceeds z,

early in the transition, and then q, falls short of z, later as the size of the private sector gets

sufficiently large. At this point, new jobs become available in the state sector as well. The

probability that an unemployed worker will get a state-sector job at period t is then

(10) f = [(z, -q,)NH 0]
, max ( ) ,.1- Z, UH

Instantaneous utility functions of a worker is vi, with i = s, p, u denoting the employment

state of the worker (state sector, private sector, and unemployed). v, is increasing and concave

function of wages w,', Expected utility function ofa worker is derived as the sum of his future

instantaneous utilities discounted at rate 0, and multiplied by the probabilities of each

employment state occurring. 13

The probability that a worker, who is in the state sector at time t will have a private-sector

job at time s is r; Note that this is also the probability that a worker unemployed at time twill

hold a private sector job at time s:

s

(11) r, = 1- f](l-z;).
i=1

The probability that a worker who held a state-sector job at time t will be unemployed at

time s is Ct.

13 See Rodrik (1995) for an extensive discussion.
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c, = max( q, - z, ,0)n[1- (Zj + (1- Zj )fj) 1
J=I

(12). .

+;t.,max(q; - Z;,0)6[1- rnaxlq , - Zk.o)U[I-(Zj +(1- Zj)fj)l]

Finally, the probability that a worker who held a state-sector job at time I will remain in

the state sector also in time s is p,

(13) PI = 1 - rt - Ct·

Thus, the utility function of a worker who is employed in the state sector at time t is the

sum of his future instantaneous utilities discounted at rate 8

(14) w,s=:t[psv:+rsv~+csv:'los-,.
s=t

A worker who is unemployed at time I will be employed in the private sector at time s

with the probability r, given above. The probability that this worker will hold a state-sector

job at time s is d,
s s i-I s

(IS) d, =f.fl(l-zj)+ If;TI[I-fk]TI(l-zJ
j=t 1=1+1 k=1 je i

The probability that he/she will remain unemployed is e,

(16) et = 1 - rt - de

Thus, the utility function of this worker is

(17) W" =~[d V
S + r vP + e v" 1 05-1.I L... 5 5 S S 5 S

5=1

Figures 3 and 4 show how the probabilities described above evolve over time. Clearly,

while the probabilities of changing one's employment state are relatively high at the outset of

the reform, eventually the probability of sustaining the status quo dominates and converges to

unity for both unemployed workers and workers remaining in the state sector.
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Figure 3 Evolution of Probabilities for an Unemployed Worker

1.2

1.0

0.8

0.6 ,
"

0.4

0.2

0.0

.... -

..

4 8 12 16 20 24 28 32 36 40 44 48 52 56 60 64

time

D____ d

. e

Notes: A worker who is unemployed at time t will have a private sector job with probability r, hold a state-
sector job with probability d., and remain unemployed with probability e., at time s = t + 5.

Figure 4 Evolution of Probabilities for a State-Sector Worker
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Chapter 3
Political Support for Reforms: Economics of Voting in Transition
Countries'

I analyze the relationship between economics and politics across eight parliamentary
elections in four transition countries, the Czech Republic, Hungary, Poland and Slovakia. I
argue that support for reform reflects the balance between positive and negative effects of
the reform. Accordingly, I identify economic groups that support or oppose the reform. The
former are private entrepreneurs, white collar workers and university educated voters. The
latter are the unemployed, retirees, and blue collar and agricultural workers. This general
pattern holds both within countries and across countries, and across tenures of different
governments. In contrast with the responsibility hypothesis, voters in the transition countries
are found to be forward looking, not retrospective.

3.1 Introduction

Political development in the post-communist countries of Central and Eastern Europe (CEE)

reveals a peculiar pattern: The collapse of communism occurred amidst overwhelming

popular support for fundamental economic and political reforms. However, only a few years

later the pendulum swung back and the reformers were voted out. Instead, the voters turned

towards parties that challenged radical economic transition - ex-communists, social

democrats, and nationalists.! In this Chapter, I attempt to explain the deterioration of support

for reforms, by pointing out to the differences in adverse effects of reforms - both across

countries as well as within countries. I argue that the economic effects of reforms - such as

unemployment and growth of a new private sector - determine the political support for parties

associated with implementing the reforms. To capture this effect, I construct a unique data set

containing regional (county level) election results and economic data for the Czech Republic,

Hungary, Poland and Slovakia. I analyze the link between the former and the latter by

• A slightly different version of this Chapter is forthcoming in the European Economic Review. An earlier
version was distributed as CentER Discussion Paper No. 9898. I benefited from comments and suggestions
provided by Andrew Austin, Alex Cukierman, Jarko Fidrmuc, Jana Fidrmucova, Janos Gacs, Jerzy F. Gierula,
Francesco Giavazzi, Bjorn Gustafsson, Abdul Noury, Gerard Roland, Howard Rosenthal, Harald Uhlig, and
Michael Wyzan; seminar participants at Central European University, IIASA, ECARE, EEA Summer School
1997, IZA Summer School 1998, as well as participants of the conference "Economics and Elections:
Comparisons and Conclusions," Sandbjerg Slot, Denmark, August 1998. I am indebted to Jana Bondyova, Jarko
Fidrmuc, Peter Huber, Heather Olson and Alexander Pacek for helping me obtain some of the data; and Brigitte
van Gils for correcting my English. Part of this research was undertaken while I was visiting lIASA, whose
hospitality and financial support I gratefully acknowledge. This research was undertaken with support from the
European Union's Phare ACE Program 1996, and the Netherlands Organization for Scientific Research (NWO).
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regressing the regional election results on selected socio-economic indicators.

This Chapter seeks to contribute to two distinct streams in the economic literature:

political sustainability of reform, and voting/popularity functions. The former analyzes the

relationship between adverse effects of reform and its political sustainability. An early

example is Fernandez and Rodrik (1991) who discuss the role played by individual

uncertainty about the distribution of winners and losers. Others, for example Agion and

Blanchard (1995), Blanchard (1997), Rodrik (1995) and Fidrmuc (1998), emphasize the role

played by excessive unemployment. 2

Voting and popularity functions (VP-functions) bring together economics and political

science. Typically, empirical results indicate that the voters hold the current government

responsible for state of the economy.' I explore the interactions between economics and

politics in the specific context of political and economic transition in CEE. I argue that instead

of punishing or rewarding the government for economic performance, elections in the

transition countries serve as referenda on the speed of reforms, and the overall reform

strategy.

The contribution of this Chapter should also be seen in presenting the most

comprehensive analysis of voting in transition countries so far (covering four nations and

eight elections), and presenting results that are comparable across counmes."

In the next section, I introduce the data set I used, and present the results of the empirical

analysis. I then discuss the results and offer some concluding remarks in the last section.

3.2 Empirical Analysis

Essentially, the objective of the present Chapter is to explain the recent political developments

in the transition countries of CEE by linking them to the underlying economic processes. The

basic idea is that the voters' decisions are affected by the state of the economy at the moment

I The Czech Republic and Estonia have long resisted this trend, whereas in Poland, Romania and Hungary
the pendulum returned again and brought the pro-reform parties back into power.

2 A comprehensive survey of literature is beyond the scope of the present Chapter; see Dewatripont and
Roland (1996), and Rodrik (1996) for extensive discussion.

3 Nannestad and Paid am (1994) present an extensive survey of this literature; Paldam (1991) analyzes the
robustness of this relationship.

4 Other, mainly single country analyses, are Munich and Sonn (1995) for Czech and Slovak elections in
1992, Jackson et al. (1996) and Bell (1997) for Polish 1993 election, and Pacek (1994) covering Bulgaria in
1991, Poland in 1991, and Czechoslovakia in 1992. Earle et al. (1997) and Mateju and Rehakova (1996), analyze
opinion-poll data from the Czech Republic. Finally, Lafay (1981) analyzes the relationship between economics
and politics under communist regime in Bulgaria, Czechoslovakia, East Germany, Hungary, Poland, and
Romania during 1960's and 1970's.
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of the election, and/or their expectations of future economic developments. The process of

economic reform has played a fundamental role in determining the current state of the

economy. Therefore, I seek to identify the relationship between voters' support for economic

reforms, and election outcornes.i

Typically, the links between economics and elections are studied using time-series data6

This approach is not possible in the transition countries of CEE because only three or four

elections have taken place since the fall of communism. For that reason, I used regional data,

where both election results as well as explanatory variables are observed at the level of

individual counties.' I analyze the following elections (see Table I for election results):

• Czech Republic: the Chamber of Deputies (lower house), 1992 and 1996, both resulting

in reelection of pro-reform government;

• Hungary: the Parliament (those seats that were awarded by proportional vote), 1994

(transition from right wing to post-communist dominated government) and 1998

(transition from post-communists to right wing);

• Poland: the Sejm (lower house), 1993 (transition from right wing to post-communist

dominated government) and 1997 (transition from post-communists to right wing), and

the presidential election in 1995;

• Slovakia: the National Council, 1992 (transition from pro-reform government to a

nationalist one) and 1994 (transition from pro-reform government'' to one dominated by

nationalists).

I focus on the second and subsequent elections after the collapse of the communist

regime. The first post-communists elections are not included because they took place before

the process of economic reforms started, and it is unlikely that reform-related issues played a

role. Instead, the first free elections appeared to be dominated by the post-communist

euphoria rather than economic issues.

S From the point of view of this analysis, it is important whether a particular party was perceived as pro-
reform or anti-reform prior to the election. As it turned out, ex-communists in Hungary and Poland continued in
reforms ex post even though they appeared opposed to radical reforms ex ante.

6 See, for example, Fair (1978, 1996), and Paldam (1991).
7 Application of this approach has been rather limited so far - an exception is Rattinger (1991).
8 The nationalist government elected in 1992 was dismissed in March 1994. and replaced with a grand

coalition of the remaining parties. The nationalists regained office in September 1994.
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Table 1 Election Results
Czech R. 1992 Czech R. 1996
(Communist) Left Block (LB) 14.05 Communist Party (KSCM) 10.33
Social Democrats (CSSD) 6.53 Social Democrats (CSSD) 26.44
Liberal Social Union (LSU) 6.52 Free Democrats (SD-LSNS) 2.05
Civic Movement (OH)' 4.59 Democratic Union (DEU) 2.80
Christian Democrats (KDU-CSL)"w 6.28 Christian Democrats (KDU-CSL) ,.w 8.08
Civic Democratic Party (ODS-KDS) ,.w 29.73 Civic Democratic Party (ODS)"w 29.62
Civic Aliance (ODA)"w 5.93 Civic Aliance (ODA)"w 6.36
Republicans (SPR-RSC) 5.98 Republicans (SPR-RSC) 8.01
Moravian Movement (HSD-SMS) 5.87 Moravian Movement (HSMS) 0.42
Other 14.52 Other 5.89
Slovakia 1992 Slovakia 1994
Democratic Left (SDL) 14.70 Communist Party (KSS) 2.72
Social Democrats (SDSS) 4.00 Workers (lRS) W 7.34
Civic Democratic Union (ODU)' 4.04 Democratic Left+Soc. Democrats (SV)' 10.41
Christian Democrats (KDH)' 8.89 Democratic Union (ODU) I 8.57
Democratic Party (DS) I 3.31 Christian Democrats (KDH)I 10.08
Movement for Dem. Slovakia (HlDS) W 37.26 Democratic Party (DS) 3.42
Slovak National Party (SNS) 7.93 Movement for Dem. Slovakia (HlDS) W 34.96
Hungarian Coalition (MK) 7.42 Slovak National Party (SNS) W 5.40
Hungarian Civic Party (MaS) 2.29 Hungarian Coalition (MK) 10.18
Other 10.16 Other 6.92
Hungary 1994 Hungary 1998
Communist Party (MP) 3.45 Communist Party (MP) 4.15
Socialist Party (MSzP) W 32.99 Socialist Party (MSzP) I 32.10
Free Democrats (SzDSz) W 19.74 Free Democrats (SzDSz) I 8.11
Democratic Forum (MDF)I 11.74 Democratic Forum (MDF) 3.13
Young Democrats (Fidesz) I 7.02 Fidesz W 28.37
Smallholders (FKgP) 8.82 Smallholders (FKgP) W 13.41
Christian Democrats (KDNP) 7.03 Hungarian Truth and Lie Party (MIEP) 5.64
Other 9.21 Other 5.09

Poland 1993 Poland 1997
Post-communists (SLD) W 20.40 Post-communists (SLD) I 27.13
Peasant Party (PSL) W 15.40 Peasant Party (PSL) I 7.31
Labor Union (UP)' 10.60 Labor Union (UP) 4.74
Walesa's Non-partisan Block (BBWR) 5.40 Solidarity Electoral Action (A WS) W 33.83
Democratic Union (UD)I 10.60 Freedom Union (UW) W 13.37
Independent Poland (KPN) 5.80 Polish Reconstruction (RaP) 5.56
Other 31.80 Other 8.06

Notes: Parties are ordered according to their political orientation as left wing, right wing, and
nationalist/extremist, and denoted with abbreviated names as well as commonly used acronyms.
I member of government prior to the election; W member of government after the election



'<T N M 00 '<T '<T N M '<T,: '<T 00 N r-: .,., .,., "': -~ ,: .,., ":.. -0 .,., r-: t-. M M .,., .. ~ -
" "0 - N ·C - "0 - N=.. .. "0 .:: "0... "': 0.= e en 'D = ;; en»

:; .. - :; ;;
"is. Co

(j ~ ": -; 8.'C '" ": '<T '" t> 0 - 0
'D M ~ c: M M M = ~ r-. 00~ ~ = e =-e e

'" - ~ - V) ~ ~ N :8 ~ '" - N
~ ... - - - M ": .. - -

:; 0'; OS :;
M

Z
M

M 'D o. 'D - - 00 on 0 .; ~,: 'D '<T '" V) 00 00 '<T ,: N M C... r-: 00 00 00 00 00 -0 ... .,; M
C

" "0 C "0 - -
E "0 M .~ .:: :s;.., en ": "0 ;; 'Il!: » -0..

-=
;;

'" "is. Co

" ~ os ..
"0 N '" on '<T M M ": U Co V) 00 .; .;.s ~ ,.., '" 0'; ,.., ~ 00 'D ~ .,., N

C a: .. = C C..
'" 00 0 M V) V) vi - ~ os ~ ~

'$. ... M '<T M M M M N - .. M V)

:; "1 :;
N
N

'" M '<T 00 '<T 00 00 00 '<T .; M,: 0'; ": or: '<l: ~ "': c: "0 ,: 0 V)
C '<T.. - N - - - - - .. .. N N N

'" C "0 -:0 c "0...
" .2 :s 00 (j .. "0.. ... c: " ." en= 'Il "0 "... ;; - .. ;;... Co ~ Co

0. 8. 00 M '" 0 ": '" '" 8. - '<T ~ 'D... .;;;
!: ~ 0 M - '" N '<T N ~ or: ": ":.. = ~ ~ vi .,; r-: -0 .,; ... .. = .,; c= ~ '"

.. ~ '"
V) V)

~ ... .. ...
:; '" 'c :;

N ;l.,;

,: 'D 'D N M M V) on ,: '" - N '<T
M ": M V) 0 0 M 0 0 or: ":... 0 0 0 0 .,; vi 0 .. N N - -"0 0 00 C "0

~ "0 00 .2 "0

'" "0 en 0 '" ;; en= 0 ..... .. ;;~ '" ~ Co

'" '" ""~ 0 ": 'D '" V) 0 00 '<T .. Co M 0 0 -
~

on c: - r-: N c: on a: ~ '" V) M "':= .,; .,; -0 M
.. = ~ r-: ~

'" '" V) M 0 ~ '" M... M '<T 'D .. - - - -::; '" :;
":
0

.. ,: - 00 V) '" on 'D N ,: '<T 'D M on
"': ~ ~ ~ ,.., 00 'D ~ 'D '" 00 0';

-:0 ... - - M V) M N V) ... N r-: N '<Ta: "0 .;;; "0 '" on '" '<T

=: ~
on = "0 M N M -
00 .. en... .,; Q

~~ =
0- 0 V) N 0 00 M 'D ~ ": 00 '<T Mc.. = '" r-: 00 ": ,.., N - '" = M ~ r-: on

E '" N M - r-: - ~ 00 :; '" 0 N 00 .,;... - - - - on 0. ... t- - '<T... ::; '" 0 ::; N - V) -=;l .,; ~-
N 'D

'" '"'" '" N '<T '<T 00 (j- - '" '" '" '" M ": :c
'" '" '" '"(j '"

ci. ci. - - - - '" '" c.", ci.·s .!!
..,

~ '" '" '" '" '" .. ..,
r:.: C C - - ... - c.:: '" ~o~ ~ ~ os os "0 "0 ~~ ~ "0

C .~ .c .c '" '" 01) 01) til c 0 '" .c '" 01) co ... u u .. .. c c '" E 'C u .. c '".., .., ..,
(j '"

N N 0 0 ;::I ;::I "0 "0 .. os N 0 ;::I "0~~ U U (;j (;j :r: :r: 0.. 0.. Q~ U (;j :r: 0..

V>

0
'"o-
c-,

1i..,
.s

V>~
'"..,
>-.

E..,
I-~....

:.0
B
I-

<2
1:!
V>.,
:0
.~

'"..
.s
.cc..
'"Oil
0
E.,
Cl
C

.:2
t)..,
<ij..,
-5
01).=

"0 >-..,
u <ij
1:! .~c..
>-. u.,

<ij c..., V>

:.0 1:!.., ~
E :.;;:
.5 '"..~ .2
'" lfJ

">-. .5
" .E'-5
0 0

C
l- 'E'"..,>-. tilc.g .~
u 01).., c., ":r:..,

"0-5 c
B '"
I- .~

<2 :0
1:! ;::I

c..~ ..,
-; c.::
u .c
'0. a.i u

"0- N
Vl~U.., .- ..,
:0 "'.c.. -'" '" .5.~ V>., 0.. u
u ;:; .;::

'E 0 0
V> C

0 c 'Ec 0
0

01) cu '"UJ .5 .;;
;,; "0 co

C 0... ..,
'0 fr::;;z "0-



46 Chapter 3

The unit of analysis is always the county (micro-regions, called 'okres' in the Czech and

Slovak Republics, 'megye' in Hungary and 'wojewodztwo' in Poland). The sample size is 76

for the Czech Republic, 38 for Slovakia, 20 for Hungary and 49 for Poland. The data were

compiled from various publications of the national Statistical Offices of the respective

countries.

To explain the regional differences in patterns of political support, I regressed the

electoral results of individual parties on a set of economic and demographic variables (see

Table 2). To ensure comparability, I tried to use the same set of explanatory variables for all

countries and elections. The following economic indicators were used: the unemployment

rate, the average wage, the number of small individual entrepreneurs and self-employed (as

percentage of population, excluding farmers), and the share of employment in industry and

agriculture. Demographic indicators included were the (logarithm of) population density, and

the proportions of population in the following categories: post-productive age (retirement age

as determined by the national standards"), university educated (not available for Hungary),

Roman Catholics (not available for Hungary and Poland), and national minorities (Moravian

in the Czech Republic, and Hungarian and Roma in Slovakia)." The variables used were

generally end-of-year values of the election year, except for wages, which were the average

values of the election year." The statistics reveal a rather uneven regional distribution of costs

and benefits of reforms (see Table 2). Unemployment rate is lower and wages are higher in

some regions, especially urban areas, while rural areas are often stricken with extremely high

unemployment and low wages. Other variables show substantial regional differences as well.

Voting results also vary substantially from region to region (see the information on election

results in the bottom panels of Tables 3 through 10).

The estimated equation has the following form:

(1)

where V,j stands for the share of votes received by party j in period t; X, are the

explanatory economic and demographic variables, and e; is the error term. The full list of

regressors includes between nine and twelve variables while the sample sizes are between 20

9 Differences in national limits for retirement explain the low figure for Poland in Table 2.
10 Bohemia and Moravia are the two parts of the Czech Republic. Although Czech is spoken in both parts,

16% of Czech citizens reported Moravian nationality in the 1991census. Hungarians, making up II % of Slovak
population, are mainly concentrated in regions along the Hungarian border. It is estimated that Roma make up
between 3-8% of Slovak population.

II There were a few exception to this rule: demographic data were not available on a yearly basis and the
nearest available year was used. In addition, in a few cases where a particular variable was not available for the
election year, the year preceding the election was used.
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and 76. To reduce the degrees-of-freedom problem, I first ran the regressions with the full list

of explanatory variables. Then, I stepwise eliminated the variables that were not even

marginally significant (in general, with t-statistics below one), starting with the least

significant ones and continuing until the adjusted R2 was maximized. Clearly, parties differ

with respect to the policies they advocate and the social and/or economic groups they appeal

to. Hence, it is obvious that different variables will be significant for different parties.

The estimation was performed by the seemingly unrelated regressions (SUR) method.

With SUR, regression equations for all parties participating in an election are estimated

jointly, with equations being linked by their disturbances. 12 Allowing the error terms E:,J to be

correlated across parties indirectly implements the adding up contstraint - the parties together

cannot receive more than 100% of the votes, and hence higher support for one party in a

region must also imply lower support for the other parties.

The results of individual-election regressions are reported in Tables 3-10. The Tables list

the parties according to their position along the political spectrum - starting with the right

wing pro-reform parties, then the left wing parties, and finally the nationalist and extremist

parties, and parties representing national minorities.

Clearly, economics played an important role in shaping the political developments in the

transition countries. From the results listed in the Tables, one can observe the general patterns

of voting behavior of individual social and/or economic groups. In contrast with the typical

finding in the literature on voting and popularity functions (see Nannestad and Paldam

(1994)), incumbency status of parties does not appear to play an important role. The

'responsibility hypothesis' implies that the voters hold the government responsible for the

state of the economy. Accordingly then, the regions with low unemployment should display

lower support for the government, regardless of its political orientation. This is not the case in

CEE. On the contrary, the patterns of support are quite stable, and do not change much when

a party moves from the opposition to the government, or vice versa.

Voting behavior in the transition countries thus appears to be essentially forward looking,

not retrospective. Voters support parties, which they expect to deliver policies favorable to

them. In summary, support for the pro-reform right wing parties is thus negatively related to

unemployment, positively to the measure of private entrepreneurial activity, urban population

(reflected by population density), and share of voters with university education. Proportion of

retirees in the region's population is negatively related to the support for pro-reform parties,

12 See Greene (1997, pp. 674-676).
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except in the Czech Republic. Support for the left WIng parties, on the other hand, is

positively correlated with unemployment and share of population in retirement age (again

with the exception of the Czech Republic). It is negatively related to the measure of private

entrepreneurial activity, population density, and share of voters with university education.

Finally, the pattern of support for nationalists and extremist seems rather hard to identify

using the variables included in the estimation.

Unemployment

Unemployment has been the most acute consequence of economic transition in CEE. From

virtually zero, the unemployment rate shot up to in excess of ten percent in most countries.

Regression results indicate that unemployment generally reduces support for parties

associated with economic reforms, and increases support for post-communist and other left

wing parties. The effect of unemployment is quite strong and most cases statistically

significant.

Low unemployment clearly helped the reelection of the reformers in the Czech Republic

both in 1992 and 1996. While the relationship can already be identified in 1992 results,

greater significance of the coefficients for 1996 indicates that unemployment played a more

important role in that election. To illustrate the importance of unemployment in 1996, simple

calculation reveals that one percentage point of unemployment implied a loss of 1.5

percentage point for the government coalition composed of conservatives (ODS and aDA),

and Christian democrats (KDU-CSL). Correspondingly, social democrats (CSSD) and

communists (KSCM) enjoyed a gain of 1.4 percentage point.

The results for Slovakia are similar. DS (conservative) and DU (center-liberal) show a

negative effect of unemployment. On the other hand, the post-communists (SDL) in 1992,

communists (KSS) in 1996, and nationalists (HZDS and SNS) in 1996 all show a positive

relationship.

In the case of Hungary, two out of three pro-reform parties - MDF and SzDSz\3 - show

consistently negative and significant impact of unemployment. Both the former communists

(MSzP) and hard-line communists (MP) show positive effect of unemployment in the two

elections.

In Poland, electoral results of the main pro-reform parties (UD and BBWR in 1993, AWS

Il Even though SzDSz eventually entered into post-election coalition with the former communists, they
were perceived as pro-reforms before the election.
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and UW in 1997) were negatively affected by unemployment. On the other hand,

unemployment increased the support for the post-communists (SLD and PSL). It played an

important role also in 1995 presidential election in Poland, where it helped the post-

communist candidate Alexander Kwasniewski to oust Lech Walesa.14

Entrepreneurial Activity

If there is a social group that is virtually bound to support reforms, it is the private

entrepreneurs. Private enterprises were virtually non-existent under the communist regime.

Just as unemployment, they arose as a direct consequence of the reforms. While the

unemployed may see a slow-down or reversal of the reforms as a remedy to their declining

living standards, the very livelihood of the entrepreneurs hinges on the success of economic

transition. Therefore, one should expect higher support for the pro-reform parties and lower

support for the left-wing parties in the regions with greater entrepreneurial activity. To

account for the emerging private sector, I used the number of small private (unincorporated)

entrepreneurs, excluding farmers, expressed as percentage of population. Clearly, this

captures only the small business part of the private sector. Nevertheless, this is probably

highly correlated with the actual size of the private sector. The results show a negative effect

of private entrepreneurial activity on support for left-wing parties, and a positive effect on

support for pro-reform parties.

The effect of entrepreneurial activity in the Czech Republic was stronger in 1992 than in

1996. All four pro-reform parties, ODS, aDA, KDU-CSL and OH show positive coefficients

in 1992, whereas only ODS yields a marginally significant coefficient in 1996. On the other

hand, entrepreneurial activity significantly reduced the support for the left wing, LB and

CSSD in 1992 and KSCM in 1996, as well as the extremist republicans (SPR-RSC) in both

elections.

Slovak results are trickier. Among the pro-reform parties, Christian Democrats (KDH)

benefited from entrepreneurial activity in 1992 only, whereas DU and DS actually show

negative coefficients in 1994. Social democrats (SDSS) also show a positive relationship in

1992. On the other hand, support for HZDS, the winner of both elections, was negatively

correlated with entrepreneurial activity in 1992, however, this pattern reversed in 1994. The

14 In a separate regression (not reported), I regressed the presidential election results on unemployment and
the results of the 1993 parliamentary election - to account for ideological motives (the equation for Kwasniewski
thus contained the regional results for SLD and PSL while the equations for Walesa contained UP, UD and
BBWR). The effect of unemployment remained significant and retained the expected sign.
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reversal perhaps reflects the fact that while prior to the 1992 election HZDS was generally

seen as a threat to reform, this expectation was not fulfilled. Extreme leftist ZRS did not fare

well in regions with high numbers of entrepreneurs. Rather surprisingly, the nationalists, SNS,

enjoyed the support of entrepreneurs in 1994.

Entrepreneurs in Hungary supported the future winners in both elections - first former

communists (MSzP) in 1994, and Fidesz in 1998. On the other hand, the liberals, (SzDSz)

show a negative relationship in both elections, although only marginally significant.

In Poland, pro-reform parties (UD, BBWR and UP) benefited from entrepreneurial

activity in 1993. In 1997, only UW showed a positive relationship, while the Solidarity

coalition was affected negatively (not significantly). While the coefficients for the ruling post-

communist parties (SLD and PSL) are both positive in 1997, they are not significant.

Nevertheless, entrepreneurial activity strongly improved the showing of the post-communist

presidential candidate Kwasniewski.

Sectoral Reallocation

Economic transition has caused substantial reallocations among sectors. Typically, firms

operating in the service sector benefited from the reforms whereas industrial and agricultural

enterprises often experienced severe problems. To capture the sector-specific effects, I

included the share of employment in industry and agriculture in the regressions. Industrial and

agricultural employees are typically blue collar workers. One can expect that they have

benefited less from the transition compared to white-collar workers, and therefore will be

more likely to support parties challenging reforms. Indeed, industrial employment in general

increases support for some left-wing and nationalist parties, and reduces support for pro-

reform parties. However, compared to the economic variables discussed above, this

relationship is less consistent across parties and different elections. Similarly, agricultural

employment seems to negatively affect the pro-reform parties and benefit left-wing parties.

Moreover, agricultural employment is positively correlated with support for those parties that

cater specifically to the interests of this sector. This is, for example, the case of KDU-CSL in

the Czech Republic, FKgP in Hungary, and PSL in Poland.
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Wages

Finally, with the inclusion of average wages I intended to capture the uneven distribution of

benefits of the reforms in terms of income. One can expect that high wages will increase

support for reforms, when controlling for other potential factors (unemployment,

entrepreneurial activity).

However, it is rather hard to identify a clear pattern in the relationship between support

for reforms and wages. This is perhaps because the effect usually attributed to wages in the

voting and popularity literature is already captured here by the other economic variables. 15

Interestingly enough, wages seem to be positively linked to the support for communist and

post-communist parties throughout the region: LB and KSCM in the Czech Republic, SV and

KSS in Slovakia, MSzP in Hungary and PSL in Poland. On the other hand, some of the pro-

reform parties were also 'rewarded' by support of high-income regions: aDA (in 1992) and

ODS (1996) in the Czech Republic, ODU, OS and DU in Slovakia, Fidesz in Hungary in

1994, and UD in Poland in 1993. Finally, parties close to the political center - KDU-CSL and

SD/LSNS in the Czech Republic, SDSS and HZDS in Slovakia, but also right wing AWS in

Poland - apparently enjoyed the support of low income regions.

Demographic Factors

Demographics should naturally have an effect on voters' preferences. The retirees have been

hit disproportionately by the adverse effects of reform. Arguably, they can be expected to

have different preferences regarding radical reforms than the younger population. The log of

population density is intended to serve as proxy for the urbanization of the region. The higher

the population density, the greater in general the share of region's population living in towns.

Finally, the share of national minorities is intended to capture their specific political

preferences and the effect of potential political controversies related to them. The Hungarian

and Roma minorities are included in Slovak regressions, Moravian minority is used in Czech

regressions.

In general, greater share of pensioners in region's population improves the showing of

left wing parties, and in some cases also nationalists and extremists. There are a few

exceptions though: Czech retirees supported the ruling reformers from ODS, aDA, and KSU-



52 Chapter 3

CSL, whereas Hungarian Socialists' result in 1998 indicates a negative relationship. The

results for population density are mixed, although in most cases pro-reform parties derive

support from regions with high population density (urban areas) whereas left wing and

nationalist/extremist parties do well in rural areas. This pattern is rather strong in Slovakia and

Poland, in particular. Areas with a high share of university educated residents generally show

higher support for pro-reform parties and low support for left wing parties. The main

exceptions are the nationalist SNS and extreme left ZRS in Slovakia, and Walensa's BBWR

movement in Poland. Finally, a rather interesting result is obtained for Catholics in Slovakia:

their support for Christian Democrats, the party typically associated with catholic church, is

substantially lower than their support for nationalists in HZDS, and especially SNS.

IS Opinion polls usually suggest that right wing parties in CEE derive support from individuals with higher
incomes. These are typically entrepreneurs, white collar workers. and highly educated people - these economic
group; are already controlled for in the regressions.
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3.3 Conclusions

The empirical results presented above indicate that there is indeed a strong relationship

between economic developments and voting behavior in the transition countries. Uneven

distribution of benefits and costs of reform creates winners and losers, and thus constituencies

supporting or opposing radical economic reform. Consequently, it is the balance between

positive and adverse effects of the reforms that underlies the differences in political

development across transition countries, rather than differences in history, culture, or the

extent of post-communist legacy. The same general pattern of interactions between economics

and politics holds within as well as across the four countries analyzed. The pattern of support

is also remarkably stable over the tenures of different governments. This is particularly

evident from the estimates pertaining to the 1997 election in Poland and 1998 election in

Hungary, where the unemployed (and retirees in Poland) supported the incumbent left wing

parties and opposed the pro-reform challengers. This stands in stark contrast with the

prevailing result obtained by scholars studying voting and popularity functions in developed

countries, namely that "incumbents benefit from an expanding economy and challengers

thrive on misery.t''".

The result indicating stable patterns of support has an intriguing implication for party

politics in transition: we should see right wing parties concerned about combating

unemployment whereas left wing parties can get away with implementing harsh austerity

measures and privatizing state-owned enterprises. As Cukierman and Tommasi (1998) argue,

the fact that left wing parties implement right wing policies can be understood by the voters as

a credible signal that such policies are indeed necessary - assuming politicians are better

informed about the state or the world than voters. On the other hand, the same policies

pursued by a right wing government would be seen as being ideologically motivated. Indeed,

it took the post-communists in Poland and Hungary to start comprehensive privatization

programs. The post-communists in Hungary also implemented extensive belt tightening

measures and pension reform shortly after assuming office. On the other hand, right wing

parties in the Czech Republic, despite establishing a reputation got being tough on reforms

early in the transition, generally avoided austerity measures later on (generally after 1993).

Instead, the government pursued rather soft policies by supporting rapid real wage growth,

failed to implement policies aimed at enterprise restructuring, 17 postponed bankruptcy

16 Alesina and Rosenthal (1995).
17 See Fidnnucova (1998) for some empirical evidence supporting this point.
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legislation, and implicitly reinstated the soft budget constraint by refinancing banks troubled

by bad loans. This became particularly pronounced after prime minister Klaus proclaimed in

1995 that transformation was over - until the bubble burst in Spring and Summer of 1997.
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Chapter 4
Economics of Voting in Post-communist Countries'

I analyze economic determinants of voting behavior in post-communist elections in the
Czech Republic, Hungary, Poland and Slovakia. I argue that election results reflect the
voters' experience with economic reforms: those who benefited from the reforms vote for
the right wing pro-reform parties, whereas those who have become worse off vote for the
left wing parties. This identifies two categories of voters, the winners and the losers of
reforms. The winners are the private entrepreneurs, white-collar workers, and university
educated voters. On the other hand, the losers are the unemployed, retirees, and blue collar
and agricultural workers. Cross-section patterns of political support are determined by the
parties' association with the reforms rather than their incumbency status. Incumbency only
appears significant in explaining the marginal vote gain or loss between elections.

4.l Introduction

Politics and economics have become intensely intertwined in the post-communist countries of

Central and Eastern Europe (CEE). The collapse of communist regime and the subsequent

political liberalization created conditions for implementation of wide-ranging economic

reforms. In tum, the continuation of reforms and the very sustainability of democracy have

been threatened by the political backlash brought about by adverse effects of the reforms.

Throughout the region, pro-reform parties failed in the second and/or subsequent post-

communist elections and were replaced by parties generally opposed to radical economic

transition. The objective of this Chapter is to present results of an empirical analysis of the

interactions between economics and politics in the specific conditions of post-communist

transition.

Economic analysis of voting gained prominence with the seminal work of Downs (1957)

(for a survey of the ensuing literature in Economics as well as Political Science, see Miller

1997). Empirics of the relationship between economic and political developments have

• This Chapter continues and extends the analysis of Chapter 3. A slightly different version is forthcoming
in the Electoral Studies, Special Issue: Proceeding from the Conference "Economics and Elections: Comparisons
and Conclusions," Sandbjerg Slot, Denmark, August 1998. I benefited from comments and suggestions provided
by Andrew Austin, Alex Cukiennan, Jarko Fidnnuc, lana Fidrrnucova, Abdul Noury, Gerard Roland, Howard
Rosenthal, and Harald Uhlig,; seminar participants at Central European University, IIASA, ECARE, Policy
Research Group (K.U.Leuven), IZA Summer School 1998, as well as participants of the conference "Economics
and Elections: Comparisons and Conclusions," Sandbjerg Slot, Denmark, August 1998. I am indebted to lana
Bondyova, Jarko Fidnnuc, Peter Huber, Heather Olson and Alexander Pacek for help with the data. Part of this
research was undertaken while I was visiting IIASA, whose hospitality and financial support I gratefully
acknowledge. This research was undertaken with support from the European Union's Phare ACE Program 1996,
and the Netherlands Organization for Scientific Research (NWO).
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already been well researched in the context of Western developed countries. The voting

(popularity) function explains the electoral results (popularity in opinion polls) of political

parties by linking them to economic, as well as political, events. The origins of this literature

go back to Kramer (1971), Nannestad and Paldam (1994) take stock of the ensuing research,

and Paldam (1991) analyzes robustness of the voting function. The main empirical result is

the so-called responsibility hypothesis: the voters hold the current government responsible for

the state of the economy. Moreover, voters are found to be retrospective and myopic.

There are good reasons to believe that voters in the post-communist countries behave

differently from the ones in Western democracies. First, post-communist voters lack

experience with the political processes and institutions inherent to democracy. Second,

retrospective voting typically observed in the developed countries may not be an appropriate

strategy in times of extra-ordinary economic turbulence. Third, economic decline during the

initial stage of economic transition cannot be directly attributed to the government in office at

the time, as it is the consequence of the mediocre state of the economy after the collapse of

communism rather than bad economic policies of the post-communist governments. Finally,

economic payoffs at stake in elections during fundamental economic transition are arguably

much larger than those in developed countries.

The present Chapter builds on, and extends, my previous work in Fidrmuc (1999), where

I studied cross-section patterns of support for individual parties in the same four countries. It

contributes to the modest literature on voting in communist and post-communist countries.

Lafay (1981) analyzes the relationship between economics and politics under communist

regime in Bulgaria, Czechoslovakia, East Germany, Hungary, Poland, and Romania during

1960's and 1970's. MUnich and Sorm (1995) study the Czech and Slovak elections in 1992,

Jackson et al. (1996) and Bell (1997) look at the Polish 1993 election, and Pacek (1994)

covers Bulgaria in 1991, Poland in 1991, and Czechoslovakia in 1992. Finally, Warner (1999)

studies the popularity of reform in Russian 1995 parliamentary election. The present Chapter

distinguishes itself by its breadth-the analysis covers nine elections in four countries (Czech

Republic, Hungary, Poland, and Slovakia); the level of generality-it shows that the same

functional relationship holds across the four countries; and a novel methodology-by pooling

data across various elections and countries, it juxtaposes cross-section and dynamic aspects of

voters' support.
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In the next two sections, 1 introduce the data set and methodology used. Section 4.4

contains the results of the empirical analysis. 1 then discuss the results and offer some

concluding remarks in the last section.

4.2 Data

The objective of the present Chapter is to explain the recent political developments in the

transition countries of CEE by linking them to the underlying economic processes. The basic

idea is that the voters' decisions are affected by the state of the economy at the moment of the

election, and/or their expectations of future economic developments. The process of economic

reform has played a fundamental role in determining the current state of the economy.

Therefore, besides being interested in the general relationship between economics and

politics, I seek to identify the relationship between voters' support for economic reforms, and

election outcomes.

The analysis of the relationship between economics and electoral outcomes in the post-

communist countries poses several data related challenges. Typically, voting functions are

studied using time-series data - see, for example, Fair (1978, 1996), and Paldam (1991). This

approach is not possible in the transition countries of CEE because only three or four elections

have taken place since the fall of communism. For that reason, I use regional data, where both

election results as well as explanatory variables are observed at the level of individual

counties. Application of this approach has been rather limited so far - an exception is

Rattinger (1991). Use of cross-section data makes it difficult to estimate dynamic effects - the

changes of party support between elections - but on the other hand, it avoids encountering

structural breaks in the relationship captured by the voting function. The dynamic analysis is

further complicated by the political volatility inherent to the early periods after the fall of

communism, when party mergers and/or break-ups were very common and political alliances

changed often. Nevertheless, this concern can be (at least partly) remedied by pooling data

across elections and countries and specifying the regression equations so that dynamic and/or

incumbency effects can be captured. Finally, analysis of regional data stipulates different

degree of aggregation, as it implicitly assumes that voters' decisions are affected by the state

of local economy instead of national economy (this adds an additional dimension to the

discussion of sociotropic versus egotropic voting, see Nannestad and Paldam, 1994).
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I analyze the following elections (see Table 1 for election results):

• Czech Republic: the Chamber of Deputies (lower house), 1992, 1996, and 1998, the first

two resulted in reelection of pro-reform government, whereas the last one yielded

government formed by social-democrats;

• Hungary: the Parliament (those seats that were awarded by proportional vote), 1994

(transition from right wing to post-communist dominated government) and 1998

(transition from post-communists to right wing);

• Poland: the Sejm (lower house), 1993 (transition from right wing to post-communist

dominated government) and 1997 (transition from post-communists to right wing), and

the presidential election in 1995;

• Slovakia: the National Council, 1992 (transition from pro-reform government to a

nationalist one) and 1994 (transition from pro-reform government I to one dominated by

nationalists).

I focus on the second and subsequent elections after the collapse of the communist

regime. The first post-communists elections are not included because they took place before

the process of economic reforms started, and it is unlikely that reform-related issues played a

role. Instead, the first free elections appeared to be dominated by the post-communist

euphoria rather than economic issues.

The unit of analysis is always the county (micro-regions, called 'okres' in the Czech and

Slovak Republics, 'megye' in Hungary and 'wojewodztwo' in Poland). There are 76 counties

in the Czech Republic, 20 in Hungary, 49 in Poland and 38 in Slovakia. The data were

compiled from various publications of the national Statistical Offices of the respective

countries (the data can be obtained from the author upon request).

The data were pooled across elections and countries, resulting in a data set of 442

observations, with each election distinguished by a dummy variable (the Czech 1992 election

is the reference election). The dependent variable is the percentage of votes accruing to parties

belonging to the following categories based on their (perceived) political orientation: pro-

reform (primarily right-wing and centrist parties), left-wing, nationalists, and minority. The

categorization has been based on the perceived political orientation of the parties before the

I The nationalist government elected in 1992 was dismissed in March 1994, and replaced with a grand
coalition of the remaining parties. The nationalists regained office in September 1994.
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election, rather than the actual policies pursued by the parties ex post.' Another dimension for

aggregation was the incumbency status-adding up the votes for parties present in the

government at the time of election.' The vote shares for different party categories are

summarized in Table 1.

An inspection of the statistics In Table 1 reveals that pro-reform parties enjoy high

support in the Czech Republic (in excess of 40%). Slovakia is characteristic by extraordinarily

high support for nationalists. The nationalists were rather successful also in Hungary,

compared with the remaining two countries. The high share of votes accruing to small parties

in Poland in 1993 (nearly 35%) indicated the political fragmentation and instability preceding

that election. Across all four countries, the political systems have stabilized over time in that

the share of votes for the parties aggregated in 'other' declined. The extent of political

volatility and fragmentation is also apparent from the votes accruing to the government.

Incumbent parties faired especially badly in Slovakia in 1992, Hungary in 1994, and Poland

in 1993. Finally, the last two columns indicate the vote gain/loss of the incumbent parties. The

average vote loss is 2.9 percentage points, or 8.4 % (2.8 divided by the average vote for

government). This by far exceed the 1.6 % cost of government reported by Paldam (1991) for

197 elections in 17 OECD countries.

The right hand side of the regression equation contains a set of economic and

demographic variables (see Table 2). The following economic indicators were used: the

unemployment rate, the average wage, the number of small individual entrepreneurs and self-

employed (as percentage of population, excluding farmers), and the share of employment in

industry and agriculture. Demographic indicators included were the (logarithm of) population

density, the proportions of population in the following categories: post-productive age

(retirement age as determined by the national standards"), university educated, roman

catholics (education and religion are only avilable for the Czech Republic and Slovakia), and

2 While such categorization is always to some extent subjective, I attempted to strike balance between
insights obtained in discussions with nationals from the respective countries as well as newspaper analyses
(international and local).

3 Determining the incumbency status was not always straightforward. Polish Sejm before the 1993 election
was extremely fragmented, and some of the parties associated with the previous government failed to exceed the
5 % hurdle. The HZDS government in Slovakia was toppled in March 1994 and replaced by a broad coalition of
opposition parties. The Czech government was restructured in November 1997 and the new government did not
include representatives of the ODS (although it included former ODS members who split off into the US).

4 Differences in national limits for retirement explain the low figure for Poland in Table 2.
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national minorities (Moravian in the Czech Republic, and Hungarian in Slovakia). The

variables used were generally end-of-year values of the election year, except for wages, which

were the average values of the election year." The statistics reveal a rather uneven regional

distribution of costs and benefits of reforms (see Table 2). Unemployment rate is lower and

wages are higher in some regions, especially urban areas, while rural areas are often stricken

with extremely high unemployment and low wages. Other variables show substantial regional

differences as well. Voting results also vary substantially from region to region (as indicated

by standard deviations reported in Table I).

4.3 Method

The estimated equations have the following form:

v,J = a + jJ VIJ + 4 y,-X, + 4 ip..LU';, + ..r. 0,.D,. + e, (I)

where v,J stands for the share of votes received by parties of category j in election I; X,
are the explanatory economic and demographic variables, LU';, are the changes in economic

variables, D, are the dummy variables for individual elections, and e is the error term. I

estimated equation (I) in several alternative forms: First, V,J = a + 4 y.X, + ..r. o,·D,. + e

captures the cross-section patterns of political support, and the results are reported in Table

3A. Second, v'., = a + 4 y.X, + 4 (p.-LU';, + ..r. o,·D, + e. includes also the changes in the main

economic variables - change in unemployment rates and the real wage growth (using the

nominal wage growth yielded similar results) over one year preceding the election (due to

lack of 1990 data for the Czech and Slovak Republics, I was unable to include changes over

longer periods). The results are reported in Table 38. Third, to capture the incumbency

effects, the key economic variables (unemployment, average wages, and the proxy for

entrepreneurial activity) were interacted with a dummy variable equal to one if the party in

question was represented in the government. The regression coefficients resulting from this

specification are reported in Table 3C. These regressions were estimated on a data set that

includes nine elections and contains 442 observations. Finally, I also estimated a dynamic

version of the equation, v,J = a + jJ V'.'J + k ip..LU';, + L o,-n, + &,j) which includes the lagged

5 Bohemia and Moravia are the two parts of the Czech Republic. Although Czech is spoken in both parts,
16% of Czech citizens reported Moravian nationality in the 1991 census. Hungarians, making up II % of Slovak
population, are mainly concentrated in regions along the Hungarian border. It is estimated that Roma make up
between 3-8% of Slovak population.
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vote and changes in economic variables. This specification is intended to capture the patterns

of changes of political support between subsequent elections, and was estimated with 259

observations. The economic variables included were the change in unemployment rates and

real wage growth, and the best results were achieved with a three-year period before the

election. The results are reported in Table 4. Finally, to capture country specifics, Table 5

reports the estimates of cross-section patterns of support for the four countries separately

(party specific patterns of support are studied in Chapter 3). All regressions were estimated by

OLS (with heteroscedasticity robust t-statistics reported).

4.4 Empirical Results

Clearly, economics played an important role in shaping the political developments in the

transition countries. Looking at coefficient estimates listed in the Tables 3 and 4, one can

observe the general patterns of voting behavior of individual social andlor economic groups. I

estimated all regressions first for the three main categories of political parties - pro-reform,

left wing, and nationalists. The last two columns in each table then report results for the

government parties. Comparing the results based on these two ways of aggregation highlights

the motives affecting voting behavior at the polls. If voters hold the government responsible

for the state of the economy, as is the typical observation in the developed democracies, then

the estimates based on aggregation according to incumbency status should give better results.

On the other hand, if the voters' decisions are primarily motivated by their opinions on the

speed of reform, then the first aggregation should give a better fit.

4.4.1 Cross-section Patterns of Voting Behavior

The basic static regressions (Table 3A) explain between 75 and 87 % of the variance. The

economic and demographic variables come out quite strongly significant when parties are

categorized according to their position on reform. On the other hand, only the measure for

entrepreneurial activity is significant in the regression for government parties - in fact, re-

estimating the equation only with the entrepreneurs variable and the election dummies yields

virtually the same R2. This seems to indicate that the voters in post-communist countries are

motivated by the parties' position on reform (and its speed) rather than incumbency status.

6 There were a few exception to this rule: demographic data were not available on a yearly basis and the
nearest available year was used. In addition, in a few cases where a particular variable was not available for the
election year, the year preceding the election was used.
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Table 3A Static Cross-section Analysis
Variable Reformers Left Nationalist Government
Constant 38.205 7.72 42.581 10.08 16.635 2.98 30.521 5.77
Unemployment -0.581 -7.05 0.530 5.82 -0.508 -5.24 -0091 -0.95
Wage1 -0.080 -1.97 0.061 1.35 -0.128 -2.62 -0.046 -0.94
Entrepreneurs" 0.893 4.20 -1.114 -5.92 -1031 -4.08 1.242 5.10
industry" -0.082 -2.05 -0.041 -1.15 0.132 2.67 -0.064 -1.51
Aqriculture" -0.095 -1.84 0.039 0.69 -0.163 -3.03 -0.073 -1.24
Minoritl -0.065 -3.46 -0.089 -5.76 -0.181 -6.47 -0.031 -1.30
Pop. density [log] 1.112 1.77 -0.642 -1.04 0.046 0.06 0.414 0.63
Retirees3 -0.021 -0.12 0.004 0.03 0.129 0.68 0.226 1.16
Czech 1996 1.057 1.15 11.863 14.44 -0.974 -1.12 -4.108 -4.14
Czech 1998 -2.489 -2.49 17.788 18.02 -3.803 -3.46 -4.071 -3.51
Slovak 1992 -21.226 -14.16 -17.241 -12.05 37.063 15.25 -20.500 -13.00
Slovak 1996 -12.092 -7.27 -20.110 -12.00 35.770 16.71 -9.831 -4.74
Hungarian 1994 -1.486 -1.14 -0.321 -0.22 8.427 6.69 -23.795 -18.19
Hungarian 1998 -1.053 -0.77 0.409 0.33 9.775 6.85 -2.345 -1.52
Polish 1993 -18.428 -8.10 1.676 0.77 1.761 0.85 -21.981 -8.72
Polish 1997 9.999 4.50 -0.712 -0.34 0.409 0.21 0.846 0.32
R' 0.860 0.757 0.865 0.806
Adjusted R2 0.854 0.747 0.860 0.799

Table 3B Static Cross-section Analysis with Dynamic Effects
Variable Reformers Left Nationalist Government

Constant 38.038 7.51 45.198 10.39 12.836 2.18 29.372 5.15
Unemployment -0.602 -6.55 0.441 4.36 -0.415 -3.67 -0.006 -0.05
Unernpl.jchanqe]' 0.135 0.60 0.486 1.91 -0.481 -1.30 -0.501 -2.02
Wage1 -0096 -1.98 0.072 1.45 -0.163 -3.34 -0.025 -0.44
Real Wage Growth 1 0.059 0.61 -0.108 -1.31 0.227 2.00 -0.043 -0.40
Entrepreneurs" 0.901 4.23 -1098 -5.97 -1.043 -4.17 1.220 5.00
industry" -0.082 -2.04 -0033 -0.95 0.122 2.56 -0.068 -1.63
Aqriculture'' -0.096 -1.88 0.045 0.80 -0.174 -3.27 -0.073 -1.25
Minority3 -0.065 -3.51 -0.087 -5.76 -0.184 -6.55 -0.031 -1.27
Pop. density [log] 1.147 1.81 -0.698 -1.13 0.171 0.24 0.385 0.57
Retirees'' -0.034 -0.19 -0.034 -0.20 0.164 0.88 0.270 1.39
Czech 1996 0.631 0.56 10.746 10.32 -0.023 -0.02 -2.755 -2.32
Czech 1998 -2.674 -2.05 15.534 11.93 -0.974 -0.58 -2.513 -1.84
Slovak 1992 -21008 -13.90 -17.210 -11.87 37.316 15.65 -20.896 -13.17
Slovak 1996 -11.882 -6.71 -20.900 -12.00 37.133 16.32 -9.762 -4.63
Hungarian 1994 0.131 0.05 -2.308 -0.85 13.324 4.05 -25.511 -8.68
Hungarian 1998 -0.271 -0.15 -0.133 -0.08 11.572 5.38 -3.405 -1.81
Polish 1993 -18.316 -7.32 -0.632 -0.27 5.064 1.96 -20.906 -7.98
Polish 1997 10.253 4.51 0.046 0.02 -0.284 -0.14 -0.011 0.00
R' 0.860 0.760 0.868 0.808
Adjusted R2 0.854 0.750 0.863 0.800
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Table 3C Static Cross-section Analysis with Dynamic and Incumbency Effects
Variable Reformers Left Nationalist Government
Constant 38.176 7.77 44.550 10.22 14.879 2.61 32.222 6.19
Unemployment -0.910 -4.74 0.395 2.76 -0.412 -3.65 0.244 1.38
Unempl * Inc2 0.395 1.88 0.274 1.35 -0.600 -2.94
Unernpl.Ichanqe]' 0.805 1.10 0.869 2.79 -0.557 -1.49 -0.426 -0.84
U[change] * Inc2 -0.808 -1.05 -1.292 -2.72 0.186 0.33
Wage1 -0.071 -0.71 0.027 0.60 -0.115 -2.35 0.049 0.41
Wage *lnc2 -0024 -0.23 0.099 1.03 -0.101 -0.82
Entrepreneurs" -1.122 -1.39 -1.234 -6.60 -1.053 -4.19 -0.072 -0.08
Entr' Inc2 2.122 2.68 1.337 2.07 1.333 1.62
industry" -0.095 -2.36 -0016 -0.45 0.126 2.58 -0.080 -1.87
Aqriculture'' -0.138 -2.84 0.067 1.24 -0.165 -3.07 -0089 -1.59
Minoritl -0.064 -3.40 -0.101 -6.44 -0.181 -6.45 -0.025 -1.17
Pop. density [log] 1039 1.72 -0.576 -0.96 0.041 0.06 0.531 0.85
Retirees" -0.006 -0.03 -0.010 -0.06 0.177 0.95 0.160 0.87
Czech 1996 0.659 0.60 9.639 9.20 0.467 0.39 -3.400 -3.11
Czech 1998 -3.147 -2.43 14.841 11.17 -1.834 -1.16 -2.627 -2.00
Slovak 1992 -21.599 -13.98 -17.411 -10.94 36.737 15.49 -18.210 -11.33
Slovak 1996 -12.636 -7.42 -30.888 -6.55 36077 16.59 -8.661 -1.62
Hungarian 1994 -2.107 -1.42 0.295 0.17 7.685 5.70 -21.610 -15.00
Hungarian 1998 17.754 2.86 -12.270 -2.30 9098 5.98 2.726 0.42
Polish 1993 -18.328 -7.73 -2002 -0.84 3.360 1.44 -17.027 -7.08
Polish 1997 27.036 4.87 -11.785 -2.37 -0.521 -0.25 1.025 0.16
R' 0.863 0.769 0.867 0.818
Adjusted R2 0.856 0.757 0.861 0.809

..Notes: Number of observations: 442. Estimated by OLS, t-statisncs (heteroscedasticity robust) are reported in
italics. Dependent variable is the share of votes received by parties in the respective category.
1 Wage is the percentage deviation from the national average. Unemployment change and real wage growth refer
to one-year period preceding the election
2 Explanatory variable multiplied by a dummy equal to unity if the government was formed by pro-reform and
left wing parties, respectively, or when the government was pro-reform (for the column denoted government).
3 Entrepreneurs, minorities, and retirees are the percentages of population, industry and agriculture are
percentage of employment.

Table 4 Dynamic Analysis
Variable Reformers Left Nationalist Government
Constant 0.290 0.15 18.636 9.33 5027 4.99 5.803 3.60
Previous Vote 0.945 23.55 0.810 19.02 0.800 25.82 0.731 24.73
Unemp [change] -0.169 -1.59 -0054 -0.51 -0.074 -0.58 -0.648 -4.96
Real Wage Growth 0.184 3.59 -0.117 -2.52 -0.143 -3.60 0.149 3.08
Czech 1998 -3.485 -4.57 -3.750 -4.47 -5.659 -9.28 6.049 8.36
Slovak 1996 5.482 3.80 -13.266 -9.98 0.583 0.33 -1.297 -1.02
Hungarian 1998 4.765 2.37 -13.285 -6.35 0.277 0.17 -5.440 -2.57
Polish 1997 27.812 14.71 -12.622 -8.77 -1.927 -2.60 -1.750 -1.51
R' 0.881 0.860 0.970 0.836
Adjusted R2 0.878 0.856 0.970 0.831
Notes: Number of observations: 259. Dependent variable IS the change In the share of votes received by parties
in the respective category. Estimated by OLS, t-statistics (heteroscedasticity robust) are reported in italics.
Unemployment change and real wage growth refer to the period of three years preceding the election.
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Unemployment has been probably the most acute consequence of economic transition in

CEE. From virtually zero, the unemployment rate shot up to in excess of ten percent in most

countries. Regression results indicate that unemployment strongly reduces support for parties

associated with economic reforms, and increases support for left wing parties. One percentage

point increase in regional unemployment rate (compared to the mean, not over time) on

average reduces the electoral showing of the pro-reform parties by some 0.6 percentage point,

and increases the vote the left wing parties by nearly the same amount.' Hence, excessive

unemployment clearly contributed to the poor performance of pro-reform parties, and the rise

of support for post-communist and left wing parties. Interestingly, unemployment also

reduces support for the nationalists, indicating that the rise of nationalism throughout the

region has not been caused by rising unemployment.

If there is a social group that is virtually bound to support reforms, it is the private

entrepreneurs. Private enterprises were virtually non-existent under the communist regime.

While the unemployed may see a slow-down or reversal of the reforms as a remedy to their

declining living standards, the very livelihood of the entrepreneurs hinges on the success of

economic transition. Therefore, one should expect higher support for the pro-reform parties

and lower support for the left-wing parties in the regions with greater entrepreneurial activity.

To account for the emerging private sector, I used the number of small private

(unincorporated) entrepreneurs, excluding farmers, expressed as percentage of population.

Clearly, this captures only the small business part of the private sector. Nevertheless, this is

probably highly correlated with the actual size of the private sector. The results show a strong

positive effect of private entrepreneurial activity on support for pro-reform parties, and an

even stronger negative effect on support for left-wing parties and nationalists. The size of the

coefficient estimates and their significance reveals the importance of this socio-economic

group: one percent of population (including children) becoming entrepreneurs transforms into

0.9 percent of support for the pro-reform parties, and costs the left wing parties 1.1 and 1.0

percent of support, respectively. The entrepreneurs also strongly support the government (the

coefficient is 1.2), perhaps out of desire for political stability.

Economic transition has caused substantial reallocations among sectors. Typically, firms

operating in the service sector benefited from the reforms whereas industrial and agricultural

enterprises often experienced severe problems. To capture the sector-specific effects, I

7 All coefficients obtained in regressions on the pooled data set reflect in fact average effects of the variable
in question across countries, elections, as well as individual parties. See Table 5 for country specific estimates.
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included the share of employment in industry and agriculture in the regressions. Industrial and

agricultural employees are typically blue-collar workers. One can expect that they have

benefited less from the transition compared to white-collar workers, and therefore will be

more likely to support parties challenging reforms. Indeed, industrial employment in general

increases support for the left wing (not significantly though) and nationalist parties, and

reduces support for pro-reform parties. Similarly, agricultural employment negatively affects

support for the pro-reform parties. However, compared to the variables discussed above,

industrial and agricultural employment appear less important in shaping election results.

With the inclusion of average wages (expressed as the percentage difference over the

national mean wage), I intended to capture the uneven distribution of benefits of the reforms

in terms of income. One can expect that high wages will increase support for reforms, when

controlling for other potential factors (unemployment, entrepreneurial activity). However,

wages seem to have strong effect only on the support for nationalists, who apparently get the

votes of low-income voters. The effect on support for the left wing parties is also positive but

not significant, whereas the pro-reform parties' electoral outcomes seem to be actually

negatively correlated with wages.i

Demographics should naturally have an effect on voters' preferences. The retirees have

been hit disproportionately by the adverse effects of reform. Arguably, they can be expected

to have different preferences regarding radical reforms than the younger population. The

insignificance of this variable in Table 3A reflects differences across countries (see Table 5),

whereas the retirees seemed to have supported pro-reform parties in the Czech Republic, they

tend to support left wing and/or nationalist parties in the other three countries.

The log of population density is intended to serve as proxy for the urbanization of the

region. The higher the population density, the greater in general the share of region's

population living in towns. Indeed, the support for pro-reform parties is higher in urban

regions, but the effect on left wing and nationalist parties is not significant.

4.4.2 Incumbency Effects and Dynamic Patterns of Support

The results of regression for government parties in Table 3A indicate that economics, except

for entrepreneurial activity, apparently does not significantly affect the electoral outcomes of

the incumbent parties. Results of country specific regressions reported in Table 5 lead to a

8 Opinion polls usually suggest that right wing parties in CEE derive support from individuals with higher
incomes. These are typically entrepreneurs, and white collar workers, and these groups are already controlled for
in the regressions.
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similar conclusion. The economic variables come out significant in the regressions for the

Czech Republic and Slovakia, where the governments were largely composed of pro-reform

parties, but not so for Hungary and Poland, where a pro-reform government replaced one

controlled by left wing parties. Hence, in contrast with the typical finding in the literature,

incumbency status of parties does not appear to play an important role. Instead, the patterns of

voting behavior are primarily determined by the voters' position on the reforms (and its

speed) rather than by holding the government responsible for the economy.

The responsibility hypothesis implies that the voters hold the government responsible for

the state of the economy. Accordingly then, the regions with low unemployment should

display lower support for the government, regardless of its political orientation. This is not the

case in CEE. On the contrary, patterns of support are quite stable, and do not change much

when a party moves from the opposition to the government, or vice versa. The static

regression specification then captures cross-section patterns of political support - it identifies

which socio-economic groups support different categories of parties.

A potential explanation is that voters punish or reward the government for changes in the

relevant economic indicators, not levels. Table 38 reports results of regressions with both

levels and changes included among explanatory variables. Two dynamic indicators are

included, unemployment rate change and real wage growth, both computed over one year

before the election (because of lack of data, I could not use longer lags). According to the

responsibility hypothesis, support for the government should be correlated negatively with

unemployment rate change and positively with wages growth. Regression results reveal that

the support for the government was indeed negatively affected by unemployment rate change.

Rising unemployment also increases support for the left wing parties, but has no significant

effect on the pro-reform parties (while the effect of unemployment rate remains the same as

before). The coefficient of real wage growth is only significant for the nationalists, but not for

the incumbent parties.

Another way of disentangling the effects of incumbency status is to use dummy variables

denoting whether the government was controlled by pro-reform or left wing parties.

Regression results are reported in Table 3C. I interacted the unemployment rate, the

unemployment rate change, the average wages, and the measure of entrepreneurial activity

with a dummy variable that takes value of one if the party in question was in charge of the

government (when parties are aggregated according to incumbency, the dummy denotes a

pro-reform government). Significance and size of the coefficient of variable interacted with
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the dummy then indicate whether and how the effect of that variable depends on the

incumbency status.

With respect to unemployment, the effect of incumbency on pro-reform and left wing

parties goes in fact in the wrong direction - incumbency actually makes unemployment less

costly for the pro-reform parties, and further increases the positive effect on support for the

left wing parties. Unemployment change only significantly affects the left wing parties, and

the effect of incumbency has the expected sign here - whereas rising unemployment generally

increases the support for the left wing, when the government is left wing the overall effect is

actually negative. Finally, the result for the entrepreneurs indicates that they indeed tend to

support the government whatever its political orientation, but the size of the effect is much

greater if the government is right wing.

Finally, in Table 4 I study the effects of economics upon the dynamics of voters' support.

In this dynamic specification, the electoral outcomes of parties are explained by their share of

vote in the previous election, unemployment change and real wage growth. Best results were

obtained with unemployment change and wage growth computed over a three-year period.

Unlike in the static setting, the incumbency status of parties now appears to be important, both

unemployment change and wage growth are strongly significant for the government parties

and have the expected signs. Wage growth also reduces support for the left wing and

nationalist parties, whereas unemployment change is only marginally significant for the pro-

reform parties (in addition, the size of the effect is much smaller compared to the one reported

for the government parties).

The results presented in Table 4 indicate that whereas there is basically no support for the

responsibility hypothesis when studying static cross-section patterns of support in the post-

communist countries, this is no longer true when looking at dynamic patterns of voters'

support. The explanation of this apparent contradiction is actually simple-static analysis

identifies the general patterns of allegiance of individual economic and/or demographic

categories with different parties. On the other hand, dynamic analysis explains the vote gain

or loss of parties, and thus identifies the motivation of the swing voters-those voters who

changed their patterns of support. Responsibility hypothesis performs well when explaining

the motivation of the swing voters, but not the general patterns of support in the post-

cornmunist countries. The general patterns of support is rather stable across individual

elections, as is also demonstrated by high coefficient estimates (close to unity) and very high

significance levels for the lagged vote variable in Table 4.
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4.5 Conclusions

The empirical results presented In this Chapter indicate that there IS indeed a strong

relationship between economic developments and voting behavior in the post-communist

countries. Uneven distribution of benefits and costs of reform creates winners and losers, and

thus constituencies supporting or opposing radical economic reform. Voting behavior in the

transition countries thus appears to be essentially forward looking, not retrospective - voters

support those parties, which they expect to deliver policies favorable to them. The winners,

who form the pro-reform constituency, are the private entrepreneurs, urban residents, white-

collar workers and highly educated voters. On the other hand, the losers, who oppose reforms,

are the unemployed, retirees, blue-collar workers and rural residents. Consequently, it is the

balance between positive and adverse effects of the reforms that underlies the differences in

political development across transition countries, rather than differences in history, culture, or

the extent of post-communist legacy. The same general pattern of interactions between

economics and politics holds within as well as across the four countries analyzed. The pattern

of support is also remarkably stable over the tenures of different governments. This stands in

contrast with the prevailing result obtained by scholars studying voting behavior in developed

countries, namely that "incumbents benefit from an expanding economy and challengers

thrive on misery" (Alesina and Rosenthal, 1995). Nonetheless, while the cross-section pattern

of voters' support reflects their preferences regarding the reforms, the responsibility

hypothesis appears to account the dynamics of voters' support: those voters who change their

voting behavior between elections apparently do so in order to reward or punish the

government.

The result indicating stable cross-section pattern of support has an intriguing implication

for party politics in transition. We should see right wing parties concerned about rising

unemployment, on the other hand, left wing parties are in relatively good position to

implement harsh austerity measures and privatize state-owned enterprises-since they will

not be hurt so much by the political consequences of such measures. This is in line with the

argument put forward by Cukierman and Tommasi (1998). Accordingly, the fact that left

wing parties implement right wing policies can be understood by the voters as a credible

signal that such policies are indeed necessary-assuming politicians are better informed about

the current state of the world than voters. On the other hand, the same policies pursued by a

right wing government would be seen as being ideologically motivated. Indeed, post-

communists in Poland and Hungary proved to be more effective reformers than their
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predecessors who started the reforms. On the other hand, the right-wing government in the

Czech Republic, despite establishing a reputation of being tough on reforms early on, later

generally avoided politically costly reforms by postponing bankruptcy legislation, failing to

implement policies aimed at enterprise restructuring, and implicitly reinstated the soft budget

constraint by refinancing banks troubled by bad loans.

Nonetheless, this pattern of political allegiance is probably specific to the transitional

period, and as the post-communist countries converge to the new steady-state equilibrium,

one can also expect voting patterns to converge to those observed in the developed countries.

The importance of responsibility-hypothesis pattern for vote gains/losses seems to

demonstrate the beginning of such convergence.
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Chapter 5

Stability of Monetary Unions: Lessons from the Break-up of
Czechoslovakia t

In 1993, Czechoslovakia experienced a two-fold break-up: On January I", the country
disintegrated as a political union, while preserving an economic and monetary union. Then,
the Czech-Slovak monetary union collapsed on February 8th We analyze the economic
background of the two break-ups, and discuss lessons for stability of monetary unions in
general. We argue that Czechoslovakia fulfilled some of the optimum currency area criteria,
however, given the low correlation of permanent shocks, it appears it was relatively less
integrated than some other existing unions. That, along with low labor mobility and higher
concentration of heavy and military industries in Slovakia, made Czechoslovak economy
vulnerable to asymmetric economic shocks-such as those induced by the economic
transition. Furthermore, the Czech-Slovak monetary union was marred by low credibility,
lack of political commitment, low exit costs, and the absence of fiscal transfers.

5.1 Introduction

In 1993, Czechoslovakia experienced two-fold break-up: On January I, the country

disintegrated as a political union of the Czech and Slovak Republics, while preserving an

economic and monetary union. Then, the Czech-Slovak monetary union collapsed on

February 8.

In the paper at hand, we analyze the two Czechoslovak break-ups and attempt to draw

implications for stability of monetary unions. Our main aim is not to explain the failure of

Czechoslovakia as a political union. We believe this can be (and has been) better answered by

political scientists. Rather, we focus at the economic reasons underlying the collapse of the

Czech-Slovak monetary union (CSMU).

The demise of Czechoslovakia is most often explained by the political deadlock

following the 1992 general election-see, for example, Batt (1993), Wolchik (1995), and

Stranger (1996). Economic factors are often attributed only a minor role in causing the break-

up. Dedek et al. (1996) describe the economic background of Czechoslovakia's disintegration

and emphasize that the two economies converged rather than diverged, at least after the

t This Chapter is based on joint work with Julius Horvath and Jarko Fidrmuc. An earlier version was
distributed as CentER Discussion Paper No. 9874. We are grateful to Beatriz de Bias, John P. Bonin, Tom
Coupe, Thomas J. Courchene, Richard Grabowski, JOrgen von Hagen, Marco Hoeberichts, Abdul Noury, Gerard
Roland, Harald Uhlig, Oved Yosha and two anonymous referees; seminar participants at ZEI Summer School,
ECARE; as well as participants of the European Economic Association conference in Berlin for helpful
comments and suggestions. This research was undertaken with support from the European Union's Phare ACE
Program 1996, and the Netherlands Organization for Scientific Research.
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WWIL They see political motives as the culprits for the break-up. Capek and Sazama (1993)

and Pavlinek (1995) blame the differences in attitudes toward economic reforms for the

break-up. On the one hand, the Czechs associated socialism with stagnation and/or

deterioration of their standard of living. On the other hand, the Slovaks saw socialism as a

period of rapid growth and catching up with the richer Czech Lands. As a result, they argue,

there was much stronger resistance toward economic reforms in Slovakia than in the Czech

Republic. I Sociologists, in turn, point to the social and demographic differences between the

two nations. However, as Musil (1995) suggests, "the two societies, at the time of the split,

had substantially more in common than they had at the time of Czechoslovakia's formation."

The failure to establish a single Czechoslovakian identity is often emphasized, especially

by Czech and Slovak scholars. According to Rychlik (1995, p.97), "the reasons for the break-

up of Czechoslovakia must be sought in the principles of the development of the modern

nation, i.e. in the process of the formation of a separate national awareness of Czechs and

Slovaks." In his opinion too, economic aspects played a minor role. In particular, he suggests

(p. 104) that the Slovak nationalists considered political independence of Slovakia "an

absolute value in itself for which no economic prosperity could compensate." Similarly, Musil

(1995, p. 2) argues that "in the history of Czechoslovakia's disintegration, the key role was

played by the differences in conceptions and opinions concerning the division of powers

between Czech and Slovak political institutions. [... ] In spite of extensive efforts by

politicians and intellectuals in the inter-war period and partly also after the Second World

War, the idea of a common Czechoslovak state did not put down deep roots in Slovak soil."

As this brief survey suggests, economic factors of the break-up of Czechoslovakia, and

subsequently the Czech-Slovak monetary union, have not received much attention in the

literature. Nevertheless, we believe there are important lessons to be learned from the two-

fold break-up of Czechoslovakia, in particular in the context of analyzing the stability of other

monetary arrangements-such as the EMU.

This paper seeks to contribute to the growing body of literature on integration and

disintegration of countries. Our line of reasoning is based mainly on the theory of optimum

currency areas (OCA). Started by the seminal contribution of Mundell (1961) (see also

McKinnon (1963) and Kenen (1969», this field has become particularly popular for analyses

of the costs and benefits of monetary integration, in particular in reference to the EMU. The

I While this explanation for differences in support for reforms is quite plausible, Fidrmuc (1999a) links
electoral support for reforms to costs and benefits of the reforms. In particular, higher unemployment and lower
entrepreneurial activity in Slovakia made the reforms less popular there compared to the Czech Republic.
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basic point of the OCA theory is that countries or regions exposed to symmetric shocks, or

possessing mechanisms for absorption of asymmetric shocks, may find it optimal to adopt

common currency. This literature therefore focuses on assessing the symmetry of output

shocks in monetary unions, and/or evaluating the absorption mechanisms-such as labor

mobility, or fiscal transfers.

The importance of output shocks is also emphasized by Fidrmuc (I999b ) who explores

the incentives for (dis)integration in a political economy model of a union with centralized

fiscal policy. He argues that stability of integration depends not only on correlation (or

symmetry) of shocks but also on their persistence.

Inasmuch as we deliver judgment about the design flaws of the CSMU, our paper also

relates to the literature concerned with institutional setup of unions. Again, the EMU is at the

center of attention of this literature: Cukierman (1995), and Von Hagen and Suppel (1994) are

concerned with the credibility and independence of the European Central Bank. Fatas (1998),

and Von Hagen and Hammond (1998) discuss the need for fiscal transfers mechanisms in the

EMU to deal with adverse effects of asymmetric shocks.

Empirical literature on disintegration, however, is very limited. Dornbusch (1992),

Garber and Spencer (1994), and Cheikbossian (1995) look at the break-up of the Austro-

Hungarian Empire and draws lessons for then ongoing break-up of the Soviet Empire and

currency reforms. Cohen (1993) looks at the sustainability of monetary unions based on

comparative analysis of six historical examples of monetary integration: Belgium-

Luxembourg Economic Union, CFA Franc Zone, East Caribbean Currency Area, East African

Community, Latin Monetary Union and Scandinavian Monetary Union. He discusses

economic, organizational and political factors, and identifies the last group as "most

instrumental in determining the sustainability of monetary cooperation among sovereign

governments."

Indeed, it is recognized in the literature that political factors playa crucial role in creating

and sustaining monetary unions, see for example Goodhart (1995). According to Machlup

(1977, p.71): "What ultimately counts, however, is that all members are willing to give up

their independence in matters of money, credit and interest. Pragmatically, therefore, an

optimum currency area is a region no part of which insists on creating money and having a

monetary policy of its own."

In the present paper, we analyze the two-fold Czechoslovak break-up and draw

implications for stability of monetary unions. Our aim is to identify what economic factors
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contributed to the failure of the Czech-Slovak Monetary Union. If the political disintegration

of Czechoslovakia was indeed caused solely by political factors, then there was little rationale

for abandoning the common currency. Political objectives of the two nations could have been

realized while retaining the monetary union. The fact that common currency did not last for

more than five weeks suggests that there may have been deeper economic reasons for the

break-up.

We proceed as follows. In Section 2, we describe the events leading to and accompanying

the two-fold break-up of Czechoslovakia and the Czech-Slovak Monetary Union. In Section

3, we start by briefly discussing the implication of the OCA theory for stability of integration,

and then apply the criteria of the OCA literature to identify economic factors underlying the

break-up of Czechoslovakia. In Section 4, we discuss the benefits and costs brought about by

the break-up to the successor countries. Finally, in the last Section we derive some

conclusions for other monetary unions and conclude.

5.2 The Two-Fold Break-up of Czechoslovakia

The split of Czechoslovakia occurred as a consequence of the parliamentary election in June

1992. In the Czech Republic, a coalition of three right-of-center parties won, whereas a left-

wing nationalist party won in Slovakia. It became clear soon that the two sides were unable-

or unwilling-to form a federal government together. The main points of conflict were the

redistribution of power between the federation and the constituent republics, and the design of

further reforms. Eventually, the Czechs and Slovaks agreed to disagree-by deciding to

dismantle the federation and create two independent countries as of January I, 1993, only

half-year after the elections.

To mitigate the economic effects of the split, the Czech Republic and Slovakia retained

the common currency, customs union, and common labor market. While the customs union

and the freedom of movement of labor were intended to remain in place indefinitely, the

monetary union was conceived as a temporary measure. Nevertheless, the two sides agreed to

retain it at least for the first six months of 1993 and then consider further extensions.

However, either side could withdraw from the union in case of the following developments:

(1) fiscal deficit of either republic exceeded 10 percent of the budget revenues; (2) foreign

exchange reserves of either republic fell below one month's worth of its imports; (3) inter-

republic capital transfers exceeded 5 percent of total bank deposits; and (4) the Monetary

Committee (see below) could not reach an agreement on fundamental monetary-policy issues.
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The State Bank of Czechoslovakia (SBCS) ceased to exist with the demise of the

federation, and instead both republics established their own central banks. For the duration of

monetary union, the so-called Monetary Committee was charged with determining monetary

policy. The governors as well as two senior officials from each central bank were members of

the Committee and monetary policy was decided by simple majority vote. The policies were

then to be implemented jointly by both central banks in accord with the decisions of the

Monetary Committee.

It became clear soon, however, that the ensuing monetary union would not enjoy much

credibility. Foreign exchange reserves declined substantially already in November and

December 1992 and continued to decline throughout January. After the two currencies were

separated in the second week of February, the foreign reserves of the Czech National Bank

(CNB) rebounded. The decline continued in Slovakia, however, until the National Bank of

Slovakia (NBS) devalued the currency by 10% in July 1993.

Lack of credibility was also evident in the evolution of the parallel exchange rate of the

CSK (i.e. exchange rate quoted by foreign commercial banks). According to Prokop (1994,

p.46), parallel rate climbed to 51.56 CSK per dollar-78 percent more than the official

exchange rate. Moreover, the foreign banks simply ceased trading in the CSK around mid

January, and did not start trading in the successor currencies until March 1993.

During late 1992 and throughout January 1993, it became evident that many Slovak

residents and firms transferred funds to Czech commercial banks in expectation of Slovak

devaluation shortly after the split. Further, Czech exports to Slovakia shot up substantially

toward the end of 1992. Czech exports to Slovakia in the last quarter of 1992 rose by 25

percent compared to the last quarter of 1991. On the other hand, while Slovak exports to the

Czech Republic also increased, it was only by 16 percent. Moreover, in expectation of future

devaluation of the Slovak currency, Slovak importers sought to repay their debts as soon as

possible while the Czech importers did exactly the opposite-see Prokop (1994) and

Smidkova (1994). All these developments led to a gradual outflow of currency from Slovakia

to the Czech Republic. The SBCS, and later the CNB, attempted to balance this outflow by

credits to Slovak banks, but this became increasingly difficult in December 1992 and January

1993. Therefore, the Czech government and the CNB decided already on January 19, 1993 to

separate the currency (Prokop, 1994). After secret negotiations with the Slovak side, the

separation date was set as February 8, 1993, and the Czech-Slovak Monetary Union ceased to

exist less than six weeks after the break-up of Czechoslovakia.
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Monetary separation was publicly announced on February 2. Starting with February 3, all

payments between the two republics stopped and border controls were increased to prevent

transfers of cash from one country to the other. During the separation period between

February 4-7 (Thursday through Sunday), old Czechoslovak currency was exchanged for the

new currencies. The new currencies became valid on February 8. Regular Czechoslovak

banknotes were used temporarily in both republics and were distinguished by a paper stamp

attached to the face of the banknote. The public was also encouraged to deposit cash in bank

accounts prior to the separation since a person could only exchange CSK 4,000 in cash.

Business owners were not subjected to this limit. 2

Coins and small denomination notes (CSK 10, 20 and 50 in the Czech Republic and CSK

10 and 20 in Slovakia) were still used after the separation for several months. Nevertheless,

such notes and coins only accounted for some 3 percent of currency in circulation each. On

the other hand, the notes of CSK 10, 20 and 50 accounted for some 45 percent of the total

number of banknotes. The stamped banknotes were gradually replaced by new Czech and

Slovak banknotes. This process was finished by the end of August 1993.

5.3 The Break-up of Czechoslovakia and the Optimum Currency
Area Theory

Issues discussed in the optimum currency area (OCA) literature were known for a long time,

however Mundell (1961) is usually considered as the first seminal contribution to this

literature. Mundell stated the problem in its full difficulty as the search for an "appropriate

domain of a currency area." He and the subsequent literature discussed the criteria which

would "define the optimum currency area, within which the exchange rates should be pegged

immutably, but whose rates should fluctuate, or at least be varied, vis-a-vis the outside world"

(Kenen, 1969 p. 4 I). In this Section we attempt to establish whether Czechoslovakia, during

the time of its existence, constituted an optimum currency area. Failure to fulfill some of the

criteria could have been the reason for the break-up, or, a source of tension preceding the

break-up.

We focus on the following criteria of the OCA literature: the symmetry of output shocks,

inter-regional labor mobility, intensity of bilateral trade, and diversification of industrial

2 This corresponded to some USD 140. At the time of separation, average monthly wage was CSK 5.175 in
the Czech Republic and CSK 4,659 in Slovakia (according to OECD, 1994). Cash in excess of the limit could be
deposited in an account with the Postbank (the actual exchange was carried out by post offices). or sent as a
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structure. We do not discuss some criteria, which cannot be directly applied to the case of

former Czechoslovakia. In particular, due to the peculiar characteristic of the socialist

economy there was little room for movements in nominal variables. Thus we leave out the

discussion of criteria such as the degree of price and wage flexibility, the degree of goods

market integration, and similarity of inflation rates.

5.3.1 Symmetry and Asymmetry of Output Shocks

In his classical contribution, Mundell (1961) presents an example of a two-country world in

which both countries are exposed to asymmetric demand shocks. Nominal wages are sticky in

both countries and labor mobility between the two countries is low. In the presence of

asymmetric shocks, the countries can adjust the exchange rate to alter the relative prices and

mitigate adverse effects of the shocks. However, if these two countries use the same currency,

country-specific monetary policy measures are no longer possible, and thus adjustment is

more costly than in the previous case. This implies that if two regions are exposed to

asymmetric shocks, they should use the adjustment potential of flexible exchange rates. On

the other hand, adopting fixed exchange rates or common currency may be optimal in the

shocks are symmetric.' For the purpose of this paper, if Czech and Slovak Republics were

exposed to asymmetric shocks, then this fact would have increased incentives to break up. On

the other hand, if the two countries were exposed to symmetric shocks, then the weight of this

criterion in understanding the break-up is low.

How to measure the incidence of shocks is not a clear matter, since the shocks are not

directly observable. Following Bayoumi and Eichengreen (1993), we use a bivariate VAR

model to decompose the variations in output into temporary and permanent shocks." The

shocks are denoted temporary and permanent from the point of view of their effect on output,

both types of shocks have permanent effect on prices. The methodology is described in great

detail in Bayoumi and Eichengreen (1993), because of space concerns, we do not repeat the

description here. We used real and nominal output proxied by net material product (national

postal money transfer (to be delivered after the separation period).
) Melitz (1995) raises the point that Mundell's argument is valid only in two-country world, where giving

up one country's currency implies establishing a single world currency. In a more realistic example of three-
country world-where two countries can form a currency union and the third country stays outside the union-
Mundell's argument is weaker.

4 Bayoumi and Eichengreen (1993) denote permanent shocks supply shocks, and temporary shocks demand
shocks. As Minford (1993) points out, however, this is somewhat misleading. For example, temporary shocks
may also reflect transitory supply shocks, policy responses to shocks, and exchange rate adjustments. A similar
argument holds for the permanent shocks.
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income) in constant and current prices covering the period 1948-90. Panel A of Table I

presents the results.

Our estimates suggest that temporary and permanent shocks affecting the Czech Republic

and Slovakia were significantly and positively correlated. That is not surprising, as the two

countries were integrated for most of the zo" century. Indeed, one would expect that being

part of a single economic and monetary area, and being exposed to the same or similar

economic policies, would cause the shocks experienced by the two countries to be highly

correlated.

Table 1 Correlation Coefficients of Permanent and Temporary Shocks
A. Czech Republic and Slovakia: Permanent shocks Temporary shocks

Net Material Product, 1948-1990 0.53 0.83
Net Material Product, 1960-1990 0.41 0.85
Net Material Product, 1970-1990 0.43 0.81
Disposable Net Material Product, 1948-1990 0.34 0.42
Disposable Net Material Product. 1960-1990 0.53 0.51
Disposable Net Material Product, 1970-1990 0.46 0.83

B. EMU, Germany, and the US: Permanent shocks Temporary shocks

Germany and France' 0.54 0.35
Germany and Belgium 1 0.61 0.33
Germany and Netherlands 1 0.59 0.17
Germany and United Kingdom' 0.11 0.16
North Rhine-Westphalia and Hesserr' 0.80 0.82
North Rhine-Westphalia and Bavaria" 0.69 0.64
Bavaria and Baden-Wurttenberg2 0.76 0.82
Hamburg and Bremen2 0.14 -0.21
Mid-East and New England3 0.86 0.79
Mid-East and Great Lakes'' 0.81 0.60
Mid-East and Rocky Mountains" 0.18 -0.28

Notes: Estimated by bivariate structural vector autoregressive model, see text or Bayoumi and Eichengreen
(1993) for details.
Data Sources (Panel A): Historical Statistical Yearbook of Czechoslovakia (1985) and Statistical Yearbook
(various volumes), Federal Statistical Office, Prague.
Sources (Panel B): I Bayoumi and Eichengreen (1993), GOP, 1962- I988; 2 Funke (1997), GOP, 1974-1993; J

Bayoumi and Eichengreen (1993), GOP, 1965-1986.

To assess the viability of Czechoslovakia as a single currency area, it is instructive to

compare it with other existing unions. Panel B of Table I reports estimates of correlation of

permanent and temporary shocks for three such unions: the EMU, the Federal Republic of

Germany, and the US. The correlation of permanent shocks between the Czech and Slovak

Republics is between 0.34 and 0.53 (for different sub-periods). This is comparable to the

correlation of permanent shocks among the core EMU countries: Germany, France, Belgium
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and the Netherlands. However, our estimates are substantially lower than the correlation of

permanent shocks among the core German Federal States, or US regions (between 0.69 and

0.86). On the other hand, the correlation of temporary shocks in former Czechoslovakia was

relatively high, exceeding 0.80--perhaps reflecting the strong government control over the

economy.

Hence, we find that the shocks that affected the two parts of Czechoslovakia were

generally symmetric. However, the degree of economic integration in former Czechoslovakia

was in fact lower than among the core regions of Germany or the US, and only comparable to

the core members of the EU--despite being part of a single political and monetary union for

most of this century. This probably reflects the relatively high degree of specialization of the

two economies (see Section 5.3.5 for further discussion), and hence their vulnerability to

asymmetric shocks.

Clearly, the use of data originating from the period of central planning is problematic, as

the economy was under strict control by the government and prices were not the result of

market clearing.i In effect, some of the shocks captured by our analysis were probably caused

by government policies rather than by external factors. This can be a partial explanation for

the relatively low correlation of permanent shocks discussed above. On the other hand, central

setting of prices may have contributed to the high correlation of temporary shocks-as

temporary shocks in this framework are those that only affect prices but not output in the long

term. Essentially, for the interpretation of our results, this implies that the economies of the

two parts of former Czechoslovakia were relatively little integrated-as indicated by low

correlation of permanent shocks-and this was probably in part caused by deliberate

government policies during the communist period. Such policies in effect rendered

Czechoslovakia more fragile and susceptible to asymmetric shocks, such as those induced by

the economic reforms implemented after 1990. Indeed, the reform-induced recession was

more profound in Slovakia: during 1990-1992: the GDP declined by some 15% in the Czech

Republic and 22% in Slovakia, and the development in terms of unemployment was even

much more asymmetric (see Section 5.3.3).

Low correlation of permanent shocks IS an important destabilizing factor in currency

unions. The countries participating in a union can insure each other against the effects of

temporary shocks, but permanent shocks require long-term adjustment (see Krugman's (1993)

5 Quality and reliability of the data is another issue. However, since there are no alternative data sources for
the period under consideration, we have to use the data that are available.
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story of Massachusetts). This adjustment can be achieved either via migration of factors of

production, or changes in relative prices. If labor is immobile, and prices and wages

inflexible, asymmetric permanent shocks create pressure for exchange rate adjustments.

Although fiscal transfers can also respond to permanent transfers too, they became essentially

indistinguishable from redistribution, and may become politically costly because of their

'permanent' nature. Fidrmuc (1999b) substantiates this argument theoretically in a political

economy framework.

5.3.2 Convergence of Per-capita Output

In a monetary union of two initially unequal entities, the presence of convergence can be an

important factor of long-term sustainability of the union. Estrin and Urga (1997) using GDP

data for the period 1970-1995 find only limited evidence of convergence within the former

Soviet bloc as well as within particular groupings of former socialist countries. They argue

that these "results formalize the widely held perception that neither the CMEA, nor the rouble

block, nor the former Soviet Union formed an optimal currency area or custom union."

Convergence was an important political issue also in the former Czechoslovakia. The

communist governments always accentuated that resources were being transferred to Slovakia

in order to induce its catching up with the Czech Lands. We use the available data to evaluate

empirically this claim.

Panel A of Table 2 reports the ratio of Slovak and Czech per capita output, based on

different measures of real and nominal net material product. All measures show that the gap

between the Czech Republic and the Slovakia decreased considerably. However, this process

slowed down or stopped in 1980s, when the gap between the two countries even slightly

increased. Moreover, the gap is much smaller for disposable NMP, indicating the importance

of inter-republic transfers.

Next, we test for achieved convergence following Bernard and Durlauf (1991). Stochastic

convergence in per capita output implies the following relationship:

Yi,l = Yj,l + Vij,l (1)

where Vij,l - N(O, cr2) is an error term. The log of per capita output in country i converges to

the log of per capita output in country j if the error term Vij,l is stationary in levels. The results

of the test for presence of a unit root in the error term yielded by equation (1) are presented in

Panel B of Table 2. Based on the results, we can reject presence of achieved stochastic
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convergence in the sense of Bernard and Durlauf (1991). Accordingly then, Czech and Slovak

economies have not converged either during 1950-90 or 1970-90, despite the stated objected

to achieve just that. Our result stands in contrast to that of Estrin and Urga (1997) who find

evidence of achieved convergence for the Czech Republic and Slovakia during 1970-90 (as

well as several other pairs of countries)." For comparison, Bernard and Durlauf (1991) reject

convergence at five per cent level for most of the tested countries, except a small number of

core western European countries.

Table 2 Evidence on Convergence in former Czechoslovakia
A. Slovak NMP as a Ratio of Czech NMP
Data SeriesNear 1950 1960 1970 1980 1990

Real NMP 0.661 0.729 0.757 0.813 0.813
Nominal NMP 0.635 0.744 0.788 0.851 0.836
Real disposable NMP 0.756 0.787 0.903 0.932 0.909
Nominal disp. NMP 0.811 0.799 0.776 0.812 0.864
B. Augmenter Dickey-Fuller Test Statistics for the Residual in Eq. (1)

Data Series/Period 1950-90 1970-90

Real NMP -1.18 -2.02
Nominal NMP -1.31 -2.36
Real disposable NMP -2.06 -1.02
Nominal disposable -1.89 -1.45
NMP
Data Sources (Panel A): Historical Statistical Yearbook of Czechoslovakia (1985) and Statistical Yearbook
(various volumes), Federal Statistical Office, Prague.
Notes (Panel 8): Critical values for the null hypothesis of unit root at 5% (10%) significance level are -2.93 (-
2.60) for the period 1950-1990; and -3.06 (-2.65) for the period 1970-1990. The number of lags for the residuals
was calculated using the Akaike information criterion.

5.3.3 Inter-regional Labor Mobility

Essentially, labor mobility substitutes for the absence of autonomous monetary policy in a

monetary union: unemployed workers migrate from regions hit by an adverse shock to regions

with more favorable conditions, thus equilibrating the effects of asymmetric shocks. In a

hypothetical union with perfect factor mobility, regions would adjust to asymmetric shocks

immediately. When labor mobility is low and prices and wages rigid, effects of asymmetric

shocks are persistent and unions have to rely on other mechanisms, such as fiscal transfers, to

absorb them. Accordingly, it is often argued that the viability of the EMU can be endangered

6 The reason is perhaps that they use a different data source (they use data reported by the World Bank
whereas we use data reported by the Czechoslovak Statistical Office), or data transformation (they deflate the
data to 1987 constant prices and convert them to US dollars using the commercial exchange rate).
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by low degree of labor mobility within and across member countries-see, for example,

Eichengreeen (1993, 1998) and Puhani (1999). Similarly, if labor mobility was low in former

Czechoslovakia, this could have contributed to economic tensions that eventually lead to the

demise of the CSMU.

There were little if any cultural, religious or linguistic barriers to labor mobility in former

Czechoslovakia, and there were no legal restrictions on migration across the Czech-Slovak

border. This has not changed after the break-up of Czechoslovakia as the two new countries

agreed to preserve the common labor market indefinitely. Yet, the differences in

unemployment rates were substantial and pervasive. In December 1992, the average

unemployment reached 10.4 percent in Slovakia and 2.6 percent in the Czech Republic. In

December 1993, in the wake of the break-up, unemployment rate was still higher, reaching

14.4 percent in Slovakia and 3.5 percent in the Czech Republic. Regional differences in

unemployment were even more dramatic, the minimum and maximum regional

unemployment rates in December 1992 were 0.3 and 6 percent in the Czech Republic (0.3 and

8.7 percent in December 1993), and 3.8 and 19.3 percent in Slovakia (4.5 and 26.4 percent in

December 1993). This pattern of regional distribution of unemployment suggests that the

process of economic transition has had strongly asymmetric effects on the two parts of

Czechoslovakia.

Official statistics on labor mobility in former Czechoslovakia reveal that the Czechs

were more mobile than the Slovaks-in 1990, internal migration amounted to 1.57 and 0.94

percent of Czech and Slovak populations, respectively. On the other hand, the Slovaks were

more likely to migrate across the internal border-0.07 percent of Czechs and 0.19 percent of

Slovaks migrated across the Czech-Slovak border in that year. Eichengreen (1998) reports

that internal migration amounted to 1.1 percent in the UK and Germany and 0.6 percent in

Italy. However, these figures refer to substantially larger regions than Czech and Slovak

counties. For comparison, 0.69 percent of Czechs and 0.34 percent of Slovaks moved across

the boundaries of administrative regions" in 1990 (these figures are already included in those

on inter-county migration reported above). Accordingly, labor mobility in former

Czechoslovakia appears relatively low when compared with Western Europe.

Despite the pervasive regional disparities in unemployment rates, labor mobility actually

declined during the course of economic transition. Internal migration in the Czech Republic

7 Various issues of the Statistical Yearbook of Czechoslovakia, or Czech Republic, or Slovakia.
8 There were 8 such regions in the Czech Republic and 4 in Slovakia, whereas there were 76 counties in

Czech Republic and 38 in Slovakia.
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fell to 1.44 percent in 1992,0.91 percent in 1994, and 0.84 percent in 1996. Slovak internal

migration fell also, albeit more slowly, to 0.81 percent in 1992,0.78 percent in 1994, and 0.75

percent in 19969 Migration across the Czech-Slovak border fell too, only 0.01 and 0.06

percent of Czechs and Slovaks, respectively, crossed the new border in 1996.10

Given the evidence pointing to increasing regional disparities in unemployment rates on

the one hand, and falling inter-regional migration on the other hand, efficacy of labor mobility

in mitigating adverse effects of asymmetric shocks appears low. To study the relationship

between inter-regional migration and effects of asymmetric shocks, we performed a

regression analysis of migration at county level. The data is based on records in municipal

population registers, and therefore does not distinguish between employment-related mobility

and other migration. 11 The data report total migratory flows (hence we do not have the

complete migration matrix, only the total inflow and outflcw of migrants per county per year)

for 76 Czech and 38 Slovak counties for the period 1992-95. The two capitals, Prague and

Bratislava, are reported as one observation each, and migratory flows among the urban

districts within these two cities are hence not included in the analysis.

According to the traditional theory of migration (Todaro, 1969), migration should be

positively related to the expected income differential (wage differential adjusted for the

probability of finding employment) between the regions of origin and destination.

Accordingly, our data should reveal negative relationship between migration and

unemployment rate, and positive relationship between migration and wages.

We performed the analysis using gross inflow and outflow rates (inflow and outflow

divided by the county's population per end of the year), as well as net inflow rate (net inflow

divided by population) as the dependent variables. Interpretation of the results using gross

migration rates is complicated by the fact that inflow and outflow rates are strongly

correlated-the correlation coefficient across the full data set is 0.89. Hence, if certain

variables affect both inflows and outflows, the estimated coefficients for the net inflow rate

will be biased (see Bauer and Zimmerman, 1995). Therefore, we look both at gross as well as

• Several explanations can be suggested to account for this fall in mobility. First, the removal of (some)
restrictions on the housing market resulted in sharp increases in rents and real estate prices. Second, commuting
for work is probably now more common. Third, with the fall of communism, the formal requirement of reporting
one's change of residence is now probably more often ignored.

10 On the other hand, some 59 thousand Slovak citizens (including commuters) were employed in the Czech
Republic in 1995 and 72 thousand in 1996. This corresponded to 2.3 and 2.8 percent respectively, of the Slovak
labor force. This certainly helped to alleviate the Slovak unemployment problem, with unemployment rate
standing at 13.1 and 12.8 percent, respectively.

II The sources are Pohyb obyvatelstva, Czech Statistical Office, various issues, and Statisticka rocenka
okresov Siovenskej republiky za roky 1990-1995, Statistical Office of the Slovak Republic, 1997, respectively.
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net migration flows. The results are reported in Table 3.

First, we regressed migration on the regional unemployment rate and the ratio of the

region's average wage to the national average wage (dividing wages by the respective year's

national average wage should remove the effects of nominal wage growth common to all

regions), both lagged by one year. The regressions also included dummy variables for the

individual years (1992 being the reference year). The results are reported in Panels A and C

for the Czech Republic and Slovakia, respectively.

Table 3 Determinants of Inter-regional Migration: Czech Republic
A. Basic Regression Inflow Rate Outflow Rate Net Inflow Rate
Constant 0.964 (5.46) 0.893 (5.63) 0.072 (0.55)
Dummy 93 -0.173 (-363) -0.100 (-2.24) -0.073 (-2.58)
Dummy 94 -0.258 (-5.84) -0.267 (-6.45) 0.009 (0.33)
Dummy 95 -0.283 (-6.26) -0.301 (-7.29) 0.019 (0.67)
Unemployment Rate (lagged) -0.037 (-3.87) -0018 (-1.92) -0.020 (-3.86)
Wage Ratio (lagged) 0.508 (2.87) 0.418 (2.74) 0.087 (0.70)
Adj. R2 0.188 0.234 0.068

B. Extended Regression Inflow Rate Outflow Rate Net Inflow Rate
Constant -0.446 (-0.95) -0.419 (-1.14) -0.030 (-009)
Dummy 93 -0.117 (-2.61) -0.069 (-175) -0.048 (-1.76)
Dummy 94 -0.199 (-4.76) -0.219 (-6.08) 0.021 (0.75)
Dummy 95 -0.182 (-3.94) -0.219 (-5.66) 0.038 (1.29)
Unemployment Rate (lagged) -0.006 (-0.56) -0.001 (-0.11 ) -0.005 (-0.71)
Wage Ratio (lagged) 1.685 (5.86) 1.567 (6.56) 0.119 (071)
Retirees 0.011 (1.23) -0.002 (-029) 0.014 (2.09)
University Educated -0.019 (-1.62) -0.037 (-3.56) 0.018 (2.06)
Population Density [log] -0.030 (-0.81) 0.038 (0.96) -0.068 (-2.16)
Entrepreneurs 0.038 (2.85) 0.035 (3.72) 0.003 (0.45)
Industrial Employment -0009 (-3.54) -0.009 (-4.19) 0.000 (0.11)
Agricultural Employment 0.010 (2.05) 0.016 (3.95) -0.007 (-1.71 )
Adj. R2 0.355 0.441 0.102
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Table 3 (continued) Determinants of Inter-regional Migration: Slovakia
c. Basic Regression Inflow Rate Outflow Rate Net Inflow Rate
Constant -0.040 (-0.19) 0.536 (3.80) -0.579 (-2.97)
Dummy 93 0.001 (0.02) -0.105 (-3.52) 0.106 (298)
Dummy 94 -0.099 (-2.14) -0.249 (-7.44) 0.149 (4.58)
Dummy 95 -0.186 (-395) -0.305 (-8.89) 0.119 (3.94)
Unemployment Rate (lagged) -0004 (-1.30) -0.002 (-0.67) -0.003 (-109)
Wage Ratio (lagged) 0.948 (489) 0.386 (3.12) 0.565 (3.14)
Adj. R2 0.281 0.492 0.196

D. Extended Regression Inflow Rate Outflow Rate Net Inflow Rate

Constant -0.781 -2.78 0.067 0.28 -0.853 -3.72
Dummy 93 0.002 0.06 -0.097 -3.83 0.099 3.24
Dummy 94 -0.104 -2.66 -0.249 -8.49 0.145 5.26
Dummy 95 -0.192 -4.63 -0.303 -9.84 0.111 4.26
Unemployment Rate (lagged) -0003 -0.84 -0001 -0.37 -0002 -0.75
Wage Ratio (lagged) 0.942 4.12 0.567 2.71 0.381 2.11
Hungarian Minority -0002 -2.32 -0.004 -5.03 0.001 2.44
Retirees 0.041 6.96 0.028 5.98 0.013 2.97
University Educated -0.002 -0.21 -0026 -3.03 0.024 3.44
Population Density [log] -0.035 -1.74 0.011 0.64 -0.045 -2.63
Entrepreneurs 0.056 2.92 0.035 2.38 0.022 2.39
Industrial Employment -0.004 -2.07 -0007 -5.15 0.003 2.08
Agricultural Employment 0.006 2.69 -0001 -0.42 0.007 3.29
Adj. R2 0.556 0.656 0.365

Notes: The data are pooled over 1992-95. T-statistics (heteroscedasticity robust) are reported in parentheses. The
dependent variables are the gross inflow and outflow rates and net inflow rate (as percentage of region's
population), respectively. Wage Ratio is the average wage divided by the national average wage of that year.
Unemployment rate and wage ratio are lagged one year. Hungarian minority is the percentage of county's
population as of 1991. Retirees are the persons above the legally stipulated retirement age as percentage of
population as of 1991. University educated are county's residents with university education, as percentage of
total population as of 1991. Population Density is the log of persons per squared KM. Entrepreneurs are
unincorporated entrepreneurs and self-employed, excluding farmers, expressed as percentage of county's
population as of 1992. Industrial and agricultural employment are expressed as percentage of total employment
as of 1992.

In the basic model, unemployment appears to have a significant negative effect on both

gross inflows and outflows in the Czech Republic, although the effect on inflows is more

significant and about twice as large as the effect on outflows. The effect on net inflows is

negative and significant, as expected. Surprisingly, unemployment does not significantly

affect migration in Slovakia, despite higher unemployment and greater regional disparities

there. The wage ratio has a strong and positive effect on gross inflows and outflows in both

countries, whereas it is only significantly (and positively) related to net inflows in Slovakia. 12

12 Replacing the wage ratio with real wage growth yielded insignificant results. Dividing the unemployment
rate by national unemployment rate did not change the results reported above.
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The effect of wages on gross inflows is almost twice as large in Slovakia as in the Czech

Republic. Hence, it appears that labor mobility in the Czech Republic is driven by regional

differences in both unemployment and wages whereas in Slovakia it only responds to wage

differentials.

It is possible, however, that the coefficient estimates obtained in the basic regressions are

biased because of omitted variables. Therefore, we estimated the migration equations with

additional explanatory variables---economic and demographic characteristics-that possibly

affect migration. The economic variables are the following: a measure of the size of the

nascent private sector (the number of small private unincorporated entrepreneurs, excluding

farmers, as percentage of the county's population), and employment in the industry and

agriculture (as percentage of total employment). The demographic variables included the

share of the Hungarian minority in Slovakia, the proportion of county residents who are above

retirement age, the proportion of county residents who have university education, and the log

of population density (as a measure of urbanizationj.l'' The results of these extended

regressions are reported in Panels B and D for the Czech Republic and Slovakia, respectively.

The unemployment rate now comes out clearly insignificant for both countries, whereas

the wage ratio remains significant and retains the sign (although the coefficient estimate more

than tripled for the Czech Republic). On the other hand, the effect of wages is strong and

significant. However, wages have a positive effect both on inflows and outflows, which is

somewhat troubling. The reason might be that due to high migration costs, large part of those

who move are high-wage earners. Similarly, the number of entrepreneurs in the regions,

standing as a proxy for the extent of the emerging private sector, is significantly positively

related both to inflows and outflows. Again, this perhaps reflects the effect of high migration

costs, and the fact that private sector wages typically exceed those paid in state-owned

enterprises. Hence, the regions with high wages andlor active private sector show high

mobility, both in terms of inflows and outflows.

Several other variables significantly affect migration. The share of Hungarian minority is

negatively related to gross inflows and outflows-migration to and from regions with sizable

Hungarian population is apparently restricted by linguistic and/or cultural barriers (see also

Fidrmuc, 1995). Urban regions (those with high population density) experience a net outflow

13 However, as the economic and demographic data were not available for every year, we used economic
data as of 1992 and demographic data as of 1991 (census year). Use of annual data would be preferable, although
there is usually not much year-to-year variability in demographic characteristics. The available economic
indicators also show high degree of stability across time, with correlation between 1992 and 1995 (the two years
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of labor. The proportion of university educated residents has a particularly strong negative

effect on gross outflows and a positive effect on net inflows. Industrial regions show lower

gross flows, whereas the opposite is true for agricultural regions (the effect on outflows is

insignificant for Slovakia though).

In summary, it appears that the relationship between inter-regional migration and

unemployment in former Czechoslovakia during 1992-95 was weak or non-existent, and labor

mobility was hence rather ineffective in mitigating adverse effects of asymmetric shocks. The

effect of migration on unemployment differentials is rather tiny-a rise of unemployment rate

by one percentage-point leads to net outflow corresponding to 0.02 percentage point of the

regions population in the Czech Republic and 0.003 percentage point in Slovakia (according

to the basic regressions reported in Panels A and C). Moreover, the effect is stronger in the

Czech Republic, despite greater need for such adjustments in Slovakia.

The extent of inter-regional migration was also extremely low: although gross flows were

not negligible," the average net migration rate was only 0.07 percent in the Czech Republic

and 0.01 percent in Slovakia annually. Again, labor mobility was greater in the Czech

Republic than in Slovakia, despite higher unemployment rates, and greater need for mitigation

of asymmetric shocks, in Slovakia.

5.3.4 The Intensity of Bilateral Trade

The benefits of single currency rise with the volume of trade. Therefore, countries that trade

with each other extensively will benefit more from monetary integration. For this reason,

intensity of mutual trade is one of the main criteria for assessing the benefits and costs of

integration (or disintegration). In addition, as Frankel and Rose (1998) argue, high intensity of

mutual trade increases the correlation of economic shocks between the respective countries.

Accordingly, countries engaging in mutual trade extensively will also generally fulfill the

criterion of symmetry of shocks because the latter is in fact endogenous. 15

The extent of bilateral trade between the Czech and Slovak Republics was and has

remained relatively high. Due to different sizes of the two republics (the population ratio of

the Czech Republic to Slovakia is roughly 2: I), Slovakia has been dependent on the Czech

for which we have data) around or above 0.9.
14 Gross inflow and outflow rates were, respectively, 1.14 and 1.07 percent in the Czech Republic and 0.72

and 0.71 percent in Slovakia.
II However, this proposition is subject of controversy. Krugman (1993) argues in favor of the opposite

relationship--greater integration within monetary unions fosters greater specialization of regions, thus increasing
the incidence of asymmetric shocks.
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Republic in much greater extend than the Czech Republic on Slovakia. In 1991, the Czech

Republic accounted for some 50 percent of Slovak exports and imports. On the other hand,

Slovakia accounted for about a third of Czech trade. 16 After the break-up, the share of Slovak

trade with the Czech Republic fell to about 25 percent of total exports and imports in 1997.

Czech trade with Slovakia declined to 13 and 8 percent of total exports and imports in 1997,

respectively.

This points to an extraordinarily high degree of interdependence between the two

countries prior to the split. Slovakia was the Czech Republic's most important trading partner

and vice versa until the split. Such pattern of bilateral trade is rather untypical for two small

open economies. For example, Norway only accounts for 6 percent of Sweden's exports-

although these two countries could be compared with the Czech Republic and Slovakia in

terms of similarities in culture, language, relative and absolute size, geographical proximity,

openness and liberalization of mutual trade. The Czech Republic still accounts for a similar

share of Slovak exports as is, for instance, Germany's share in Dutch exports (28 percent)-

even though the Czech Republic's population is double that of Slovakia whereas the ratio

between Germany and the Netherlands is 5: I.

The comparison of Czech-Slovak trade with other countries is difficult because bilateral

trade depends on countries' sizes, distance, and other factors (language). The usual empirical

approach is to apply the so-called gravity models" (Linnemarm, 1966), which relate the trade

flows between two countries to the importer's demand, the exporter's supply, and the trade

costs. Importer's demand and exporter's supply are proxied by the countries' gross domestic

products (GDP). Trade costs (transport and transaction costs) are measured by the

geographical distance.

Gravity models were used, for example, by Hamilton and Winters (1992) to assess the

trade potential of Eastern Europe (including the former Soviet Union). Gravity models were

also used to analyze the reorientation of trade flows of countries participating in the various

economic integration arrangements. Abraham, Buyst and Geyssens (1997) apply gravity

models to historical trade data of Belgium. They show that the creation of European

Community reoriented Belgian exports towards the current core countries of the European

Union, and diverted Belgian exports away from trading partners outside the European Union.

16 These figures are based on statistics reporting del iveries of Slovak medium and large enterprises
(enterprises with more than 25 employees) to and from the Czech Republic. Hence, these data are not directly
comparable with custom statistics on trade flows available since 1993.

17 We are grateful to an anonymous referee for suggesting this approach.
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Cheikbossian and Maurel (1998) estimate gravity models over the period 1980-93 to analyze

the disintegration of the Council of Mutual Economic Assistance (CMEA). We follow this

approach and estimate the effects of preferential trade relations between the Czech Republic

and Slovakia before and after the break-up of Czechoslovakia and compare the specific case

of former Czechoslovakia with other newly independent states in Eastern Europe. We

estimate gravity model given as

M=/3,+/3,Y,+fiY,-/3,d+/3,CB+/3.ENG+fiCS+fJ,.EC+j3.,V4+/3"EA+/3I1BRU+/312BS+&, (2)

where M denotes the bilateral imports, Y stands for the GOP of the exporting and the

importing country (denoted by X and M, respectively), d is the distance between the capital

cities of both countries, and e is the disturbance term. All variables are in logs. In addition, we

included dummies which control for the effect of countries sharing a common border (CB),

English speaking countries (ENG), the European Union (EC), the Visegrad countries (V4),

and the Europe Agreements between the European Union and the associated countries (EA).18

Additional dummies measure the effects of preferential trade relations between the Czech

Republic and Slovakia (CS), Belarus, Russia and the Ukraine (BRU), and the Baltic States

(BS).

We estimate (2) on a data set of bilateral trade flows between OECD countries and

Eastern European countries for each of the seven available years during 199 I-97. The results

are reported in Table 4. This data set provides between 600 and 1200 bilateral trade flows,

depending on data availability and the creation of new independent states during the analyzed

period. All data on trade flows and aggregate output are from the IMF (Direction of Trade for

trade flows and International Financial Statistics for GOP). Missing data on aggregate output

in some post-communist countries were supplemented from the EBRD Transition Report

1998.

18 The EC dummy denotes the European Community (12 member states) in 1991-94, and the European
Union (15 member states) since 1995. The Visegrad group includes the Czech Republic, Hungary, Poland, and
Slovakia. We do not include EFTA because its role was largely insignificant during the analyzed period. The
dummy for Europe Agreements denotes trade flows between the current member states of the European Union
(including the former EFTA countries) and the associated countries (Bulgaria, Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Poland, Romania, Slovakia and Slovenia) during the whole analyzed period.
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Table 4 Gravity Model of Trade Flows

No. of observations
Adjusted R2

Constant

GDP of importing
country

GDP of exporting

country
Distance

Neighboring

countries
EC12 or EU15 b

English speaking

countries
VisegrM countries

Europe

Agreements
Former

Czechoslovakia

Baltic States

Belarus, Russia,

and Ukraine

1991" 1992" 1993' 1993 1994 1995 1996 1997
645 836 1099 1099 1155 1180 1181 1159

0.550 0.574 0.598 0.598 0.597 0.590 0.587 0.571
7.408 5.903 5.604 5.604 5.602 5.209 5.207 5.212

(11.839) (10.546) (13.137) (13.137) (13.684) (12.464) (12.671) (12.373)

0.495 0.648 0.620 0.620 0.625 0.611 0.586 0.607
(9.763) (16.821) (19.467) (19.466) (19.435) (17.396) (17.580) (16.839)

0.533 0.568 0.63'1 0.633 0.640 0.650 0.650 0.659

(10.172) (13.800) (19.293) (19.294) (19.995) (17.745) (18.119) (16.844)
-0.826 -0.787 -0.803 -0.803 -0.819 -0.786 -0.765 -0.777

(-12.639) (-11.299) (-13.244) (-13.244) (-13.939) (-12.728) (-12.606) (-12.357)

0.707 0.973 1.062 1.062 1067 0.993 0.982 0.970
(3.019) (4.178) (5.917) (5.917) (6.152) (6.102) (6205) (5.966)

0.915 1.274 1.409 1.409 1.409 1.385 1.385 1.415
(4.662) (5.699) (6.401) (6.401) (6.281) (8.166) (8.427) (8311)

0.900 1.045 1.272 1.272 1.337 1.563 1.498 1.547
(3.676) (4.687) (6.137) (6.137) (6.414) (7.861) (7.243) (7.673)

-0.846 -0.498 -0.613 -0.613 -0.396 -0.042 0.039 0.180
(-4.110) (-2.874) (-2.418) (-2.418) (-1.606) (-0.213) (0.186) (0.807)

-0.933 -0.551 -0.466 -0.466 -0.344 -0.013 0.110 0.167

(-4.949) (-3.191) (-3.630) (-3.630) (-2.728) (-0110) (0.930) (1382)
2.760 2.690 2.520 2.626 2086 1.988 1.832 1.702

(10.566) (10.175) (10.430) (10.765) (8915) (11112) (9.557) (7.411)

1.175 1.175 0.870 1.204 1.229 1.302
(3.456) (3.456) (2.467) (4.355) (4.741) (4.326)

1.780 1.780 2.337 1.675 1.512 1.445
(5.488) (5.488) (8.162) (7.491) (6.933) (5.666)

Notes: The covariance matrices of the coefficients are corrected for possible heteroscedasticity. T-statistics in
parentheses .
• We use estimates for trade flows between the Czech Republic and Slovakia based on enterprise delivery
statistics for 1991-1993, and custom statistics for 1993-1997, thus yielding two estimates for 1993.
b The European Community (\ 2 member states) during 1991-94, and the European Union after 1995 (15 member
states).
C Visegrad group includes the Czech Republic, Hungary, Poland, and Slovakia.
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Figure 1 The Effects of Preferential Trade Relations between the Czech and Slovak
Republic

... ... ... ... ... ...

1995 1996 1997

Note: The solid line shows the development of the coefficient estimated for former Czechoslovakia as defined
by equation (2). The confidence bands (dotted lines) were computed as the estimated coefficient ± standard
errors. The covariance matrices of the coefficients are corrected for possible heteroscedasticity. The
discontinuity in 1993 is caused by the fact that we used two different data sources, the coefficients for 1991-93
are estimated with enterprise data (see the text for more details), whereas the coefficients for 1993-97 are
estimated with the official trade statistics (hence we have two estimates for 1993).

The bilateral trade flows between the Czech Republic and Slovakia were not officially

reported before the break-up. Therefore, we estimate the trade flows in the two years before

the break-up and in the first post break-up year (i.e. 1991-93) based on the data on enterprise

deliveries between the two entities.!" Two caveats relate to the use of these data. First, the

data are based on enterprise reports, not customs statistics. Second, the data only include

deliveries of enterprises with 25 and more employees. Therefore, the results obtained with

these data and with official statistics are not directly comparable, nonetheless, we believe it is

instructive to use the data to estimate the effects of preferential trade relations pre break-up.

Moreover, the estimates obtained for 1993 with the two types of data are quite similar (see

19 The source of the data is: Vzajomne dodavky medzi SR a CR: 1.-4. stvrtrok 1992, Statistical Office of the
Slovak Republic, 1993; and Predaj tovarov medzi SR a CR v roku 1993 podIa stvrtrokov, Statistical Office of the
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Figure I) and not significantly different from each other.

As in previous studies, gravity models provide an extraordinary good explanation of

bilateral trade of the selected countries (with R2 between 0.5 and 0.6). All newly independent

countries in Eastern Europe trade more intensively with their previous counterparts than with

other countries. The estimated coefficient for the former Czechoslovakia was 2.76 in 1991.

This implies (after transformation of logs to absolute levels) that the trade flows within

Czechoslovakia exceeded the 'normal' level (i.e. trade in absence of any preferential

relations) nearly 16 times. Moreover, this factor seems to be relatively stable until the division

of Czechoslovakia in 1993. The demise of the common state caused a sharp decline of

bilateral trade (see Figure 1). The coefficient for former Czechoslovakia fell to 2.09

(corresponding to eight times higher trade volume than the normal level) in 1994 and finally

to only 1.70 (about five times the normal level) in 1997.

Furthermore, it is important to note that the trade intensity as measured by the estimated

coefficient for trade relations between the Czech Republic and Slovakia declined continuously

since 1993, although the bilateral trade volume recovered slightly between 1993 (minimum

value) and 1997. This, together with the declining shares of the intra-Czechoslovak trade in

countries' total trade, shows that the trade growth in recent years consists of three

components: First, the trade intensity declined in the wake of the disintegration of

Czechoslovakia. Second, the trade level increased, reflecting high growth especially in

Slovakia in recent years. Finally, reduction of trade barriers between the Visegrad countries

(Poland, former Czechoslovakia, and Hungary) which were reflected in negative coefficients

for the Visegrad group until 1996, increased trade intensity between these countries (including

Czech and Slovak trade). However, the role of the last effect was relatively minor.

Fidrmuc (1999c) argues that the customs union between the Czech and Slovak Republics

is largely comparable to trade liberalization within the European Union. Actually, the

coefficient for the former Czechoslovakia seems to converge to the trade level in the

European Union. In 1997, trade between two EU countries was more than four times higher

than the normal trade. Fidrmuc (1999c) suggests that the trade intensity between the Czech

Republic and Slovakia could stabilize at about this level if no further relaxation of economic

relations takes place. On the other hand, further decline of bilateral trade intensity could be

expected if the custom union is dissolved, for example, because of the accession of the Czech

Republic to the European Union and the exclusion of Slovakia from the first wave of the EU

Slovak Republic, 1994.
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Eastward enlargement.

Furthermore, we can see that the trade relations between the Czech Republic and

Slovakia were and still are more intense than those among Belarus, Russia and the Ukraine, or

the Baltic States. Similarly, as in the case of the former Czechoslovakia, the trade intensity

between Belarus, Russia and the Ukraine is falling rapidly to about the level of EU trade

intensity, while trade between Baltic States is relatively stable at a much lower level.

5.3.5 The Diversification ofIndustrial Structure

Kenen (1969) argues that for a well-diversified economy the importance of asymmetric

shocks will be much smaller than for a less-diversified economy. "From the standpoint of

external balance, taken by itself, economic diversification, reflected in export diversification,

serves, ex ante, to forestall the need for frequent changes in the terms of trade and therefore,

for frequent changes in national exchange rates." (p. 49). Thus, fixed rates are "most

appropriate--or least inappropriate-to well-diversified economies." In other words, if output

and exports of a country are sufficiently diversified, then shocks affecting specific industries

will not have an equally profound effect on the economy as a whole. On the other hand,

should exports be heavily biased toward certain industries, then shocks affecting these

industries will also have significant effect on the overall business cycle of the country. This,

in tum, increases the incidence of asymmetric shocks within the monetary union.

The structures of output in the Czech Republic and Slovakia do not appear dramatically

different from each other. Manufacturing is the most important category (besides services)

accounting for about a quarter of output. Table 5 reports commodity structures of Czech and

Slovak foreign trade. Manufacturing (SITC categories 6, 7 and 8) accounts for the greatest

part of exports: 70 percent of Czech exports and 64 percent of Slovak exports. However,

Slovak exports are more biased toward manufactured products with relatively low value-

added (SITC 6). On the other hand, machinery and transport equipment (SITC 7) dominate

Czech exports. On the import side, SITC 7 is relatively more important for the Czech

Republic whereas Slovakia has a greater share of mineral fuels (SITC 3). Commodity

structure of bilateral trade between the two countries is not much different from their overall

export patterns.



108 Chapter 5

Table 5 Commodity Structure of Czech and Slovak Foreign Trade, 1993

Category

Czech Republic Slovakia Bilateral Trade
Exports Imports Exports Imports CZ->SK SK->CZ

SITCO Food & animals

SITC1 Beverages & Tabacco
SITC2 Crude Materials excl. Fuels

SITC3 Mineral Fuels & Related

SITC4 Animal & Vegetable Oils

SITC5 Chemicals
SITC6 Manufactured Goods
SITC7 Machinery & Transport Equip.

SITC8 Misc. Manufactured Articles
SITC9 Others

~~ ~~ 5.~ 7.~ 7.fi ~~
1.2% 1.1% 0.9% 1.5% 2.5% 1.4%

6.1% 5.0% 4.9% 5.2% 2.2% 4.3%
6.2% 11.1% 4.9% 20.9% 10.2% 6.6%

0.2% 0.4% 0.1% 0.2% 0.4% 0.2%

9.5% 12.1% 12.0% 11.4% 12.3% 14.4%
29.9% 15.9% 38.8% 15.1% 25.1% 34.0%

27.6% 36.1% 19.4% 29.3% 27.3% 23.8%
12.7% 11.7% 13.4% 9.0% 12.3% 9.8%

0.0% 0.4% 0.1 % 0.2% 0.1 % 0.0%

Sources: Czech Statistical Office and Statistical Office of the Slovak Republic.

CZ->SK refers to Czech Exports to Slovakia; SK->CZ indicates Slovak exports to the Czech Republic.

However, while the structure of output appears similar at aggregate level, there were

more differences at disaggregate level. In particular, large parts of Slovak industry were build

only after the communist takeover in 1948-within the policy of industrialization of Slovakia.

Slovak industry was hence much more affected by the communist political objectives, in

particular the emphasis on heavy engineering, metallurgy, and chemical industry-see

Pavlinek (1995), p. 358, and Capek and Sazama (1993), p. 214. As a result, Slovakia was

more dependent on trade with the member countries of the Council of Mutual Economic

Assistance (CMEA), and thus was more adversely affected by the collapse of the CMEA

trade. The shares of exports to the CMEA and EU in 1991 were 42 and 34 percent,

respectively, compared to 35 and 43 percent for the Czech Republic (Fidrmuc and Fidrmuc,

1997,p.194).

Slovakia also had greater concentration of military-equipment industry. The latter was

particularly important, since the output of this industry in Czechoslovakia fell by 85 percent

between 1987 and 1992. This decline again affected Slovakia dis-proportionately. Whereas

Slovakia accounted for 60 percent of Czechoslovak military-equipment production in 1987,

its share fell to 40 percent by 1992.20 Finally, Slovak industry was also rather strongly

regionally concentrated---enterprises were on average larger, and often presented the

dominant source of regional employment.

In summary, output and foreign trade of Czech Republic and Slovakia seemed

20 Dedek et al. (1995), p.56 and Kiss (1993), p. 1046. According to Kiss, military industry accounted for 3
percent of Czechoslovak GDP and 10.5 percent of industrial output in 1987.
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sufficiently diversified, and exports of both countries showed similar commodity structure.

However, greater dependence of Slovakia on heavy and military-equipment industries as well

as its greater orientation towards the CMEA may have been sources of asymmetric

developments, in particular during the economic transition in early 1990s.

5.4 Benefits and Costs of the Break-up

The break-up of Czechoslovakia was undoubtedly costly in the short term. As our discussion

in Section 5.3.4 illustrates, the trade between the Czech Republic and Slovakia declined

substantially after 1993, even though they retained a customs union. Moreover, the two new

countries had to bear also the one-time costs of creating new government institutions,

currency separation and conversion, enforcing the new border, and so on. Sujan and Sujanova

(1994) estimate that the break-up reduced the Czech GDP by 2.2 percentage points during the

first half of 1993.21 The effect on Slovakia was certainly even greater, as many of the costs of

independence are not related to country size. Overall, Slovakia's GDP fell by four percent

during 1993, whereas Czech GDP fell by one percent.

An important aspect related to the benefits and costs of Czechoslovakia's break-up is the

question of fiscal transfers. Fiscal transfers generally serve two purposes: redistribution (or

equalization of per-capita incomes) and risk sharing. The latter type of fiscal transfers is

particularly important when unions are exposed to asymmetric output shocks. Von Hagen

(1998) surveys empirical literature on intra-national fiscal transfers and shows that that both

types of transfers are substantial in size in the developed countries studied. Throughout

Czechoslovakia's post-war history, Slovakia was the receiver of net transfers from the Czech

Republic-mainly via redistribution of federal tax revenue. However, the exact size of the

transfer has never been officially reported.f The available estimates of the size of the transfer

in 1992 range from CSK 13.5 billion (Hajek et a!., 1993) to CSK 25 billion (OECD, 1994), or

4.4 and 8 percent of Slovak GDP, respectively. Hajek et a!. also estimate the net transfer for

1990 and 1991 at CSK 3.8 and 7.7 billion, or 1.5 and 2.6 percent of Slovak GDP,

respectively.f Moreover, additional transfers could have resulted from the fact that the prices

21 The overall decline was 0.5 percent, the other factors which they identify and their contributions were as
follows: world recession (-2.1 %), inflow of FDI (+2.7%), export growth (+3.1 %), restrictive fiscal policy (-
1.3%), and other factors (-0.2%).

22 In Czechoslovakia, the federal government collected most of tax revenue and in tum redistributed it to
the two republics. This makes any estimation of the extent of transfers a very complicated task.

23 Krovak and Zamrazilova (1990) attempt to quantify the size of this transfer for 1950-88. According to
their estimates, the average transfer was some 14 percent of Slovak disposable NMP during 1950s and 1960s and
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were not the result of market clearing but were set centrally. 24

Fiscal transfers were an important source of equalization of per-capita income within the

former federation-if in 1950 Slovak per-capita NMP was 64 percent of the Czech level, in

1989 it was already 88 percent. The gap was much smaller according to the disposable

NMP-the corresponding figures are 81 and 92 percent, again highlighting the importance of

transfers.

These numbers suggest that fiscal transfers in former Czechoslovakia served primarily

the purpose of redistribution, not risk sharing. This is also supported by the comparison of

correlation coefficients estimated for NMP and disposable NMP (Table 1). While the

estimates of correlation of permanent shocks do not differ much for NMP and disposable

NMP, the estimated correlation of temporary shocks is generally lower for the disposable

NMP (except for the last sub-period). On the other hand, the figures estimated by Hajek et al.

(1993) indicate a considerable increase in the size of the net transfer since the start of the

transition. This occurred apparently in response to the greater costs of reforms incurred by

Slovakia-thus suggesting that risk sharing became more important after the collapse of the

communist regime.

Nevertheless, the fact that the direction fiscal transfer flows was consistently from the

Czech Republic to Slovakia raises an important issue. If transfers are to serve effectively as

insurance, they have to sum up to zero in net present value in the long run. Otherwise, the

insurance mechanism is not actuarially fair, and the net payer has to reap additional economic

or political benefits in order to find it attractive to remain in the union.f

The reasons for sustaining such a non-zero-sum arrangement were clearly political during

the communist period. Indeed, equalization of per-capita incomes was part of the official

policy of the communist governments. On the other hand, sustaining the union became

politically difficult after the collapse of communism, as the Slovak political representation

sought to reassert itself and pushed for increased autonomy. Indeed, the split of the federation

removed an important source of political instability, which eventually paid off for the Czech

Republic as it facilitated its inclusion in the first group of candidates for EU enlargement, and

entry to NATO. Slovakia, on the other hand, reverted to nationalism, corruption and

10 percent during 19705 and 19805. However, their methodology probably significantly overestimates the size of
the transfer. In particular, they disregard the effects of Czech-Slovak bilateral trade and the borrowing by the
federal government, and attribute a lion's share of the contribution of Czechoslovak foreign trade to the Czech
NMP.

24 We are grateful to a referee for suggesting this point.
25 We are grateful to a referee for suggesting this point.
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authoritarian policies, and thus excluded itself (for the time being) from accession

negotiations with the EU as well as the NATO enlargement.

Given the non-zero-sum nature of the fiscal transfer flows, the break-up was

economically more advantageous for the Czech Republic. Dreze (1993) proposes a procedure

for dismantling unions in a way that is distributionally neutral. Accordingly, the net payer

should pay an exit fee equal to the present value of future transfers to the other region at the

time of the break-up. However, a different procedure was applied for breaking up

Czechoslovakia. Essentially, liabilities of the federal state were divided 2:1 (population ratio)

between the Czech Republic and Slovakia. Immovable assets were taken over by the country

in which they were located, whereas other assets were typically also divided according to the

population ratio. By seceding, hence, the Czech Republic has gained-and Slovakia has

lost-the value of the implicit liability to continue the transfers in the future.

Cessation of the transfers after the break-up of the political union essentially sealed the

fate of the monetary union. In the absence of fiscal transfers, and with falling bilateral trade,

continuing economic decline and persisting unemployment differences between the two

republics, monetary union would have been costly for Slovakia even in the short run.

Therefore, expectations arose that Slovakia would have to resort to monetary policy to

counter the adverse economic developments. That indeed happened in June 1993 when

Slovak currency was devaluated by ten percent. Thus, the absence of transfers made the

monetary union unstable, increasing the need for exchange-rate adjustments and fueling

speculations that eventually brought the common currency down.

5.5 Conclusions

In this paper, we attempted to answer the question whether or not Czechoslovakia was an

optimum currency area. However, the answer to this question is a matter of degree. We

argued that permanent and temporary shocks to output were positively correlated in

Czechoslovakia during the pre-reform period, although the correlation of permanent shocks

appears not particularly high when compared to other existing monetary unions. We also

showed evidence pointing to profound regional asymmetries-in particular in

unemployment-after the reforms got under way. We highlighted some potential sources of

such asymmetries-different industrial structures in the two countries, and greater

dependence of Slovakia on trade with the former Soviet Union. We argued that labor mobility

was low and ineffective in mitigating the adverse effects of asymmetric shocks. We showed
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evidence that the break-up was costly in the short term-as reflected by a temporary fall in

economic activity-and in long term-in terms of lost trade between the two successor

countries.

Clearly, the economic problems that struck Czechoslovakia were not insurmountable.

Regional disparities could have been smoothed by measures aimed at increasing labor

mobility, increased fiscal flows, or region-specific policies. However, the political

commitment necessary to undertake such measures was lacking in 1992. Moreover, the Czech

Republic stood to gain economically-by ceasing to pay fiscal transfers to Slovakia-and

politically-by severing itself from the politically unstable and unpredictable 'younger

brother.' Large part of the Slovak population, on the other hand, apparently attributed a

significant intrinsic value to independence as such. In the end, Czechoslovakia and

subsequently the Czech-Slovak monetary union broke up despite the costs, and amidst little

political protests in either Czech Lands or Slovakia.

So is there a moral to this story? Are there any lessons from the break-up of both

Czechoslovakia and the monetary union between the Czech and Slovak Republics for stability

of other monetary unions-the EMU in particular?

One way to interpret the disintegration of Czechoslovakia is to explain it as the result of

the strive of the Slovak people to have their independent nation state. The break-up of

Czechoslovakia, then, would appear more-or-less a historical necessity, which occurred in

1993 because the demise of the communist regime removed the political constraints that

prevented it from happening earlier. Czechoslovakia, accordingly, broke up despite

considerable economic, social and demographic convergence, and regardless of the economic

rationale. The lesson to draw from the split of Czechoslovakia then would be rather bleak for

other unions-it would seem that nationalism prevails over economics. The days of countries

such as Belgium and Canada may thus be counted, and the EMU might be a futile enterprise.

However, while the political preferences in the Czech Republic and Slovakia clearly

diverged in the 1992 election, there is evidence that this was in fact motivated by economic

differences between the two regions. Fidrmuc (l999a) argues that the different patterns of

voters' support for continuation of the economic reform reflected the unequal distribution of

costs and benefits of the reform. Accordingly, even though the immediate reason for the

break-up of Czechoslovakia was political conflict, the conflict itself was in tum engendered

by economic differences between the two regions.

Being economists, we want to pursue a different interpretation. Even if the break-up of
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Czechoslovakia was motivated politically or just by nationalist feelings, there was little to

gain from the break-up of the monetary union. Therefore, given that the monetary union

failed, we should be able to find some economic reasons underlying its collapse, and, in turn,

also the disintegration of Czechoslovakia.

Low correlation of permanent shocks pre-reform was a potential source of instability and

pressure for exchange rate adjustment-in case a sufficiently large asymmetric permanent

shock occurred. The economic transition that started in 1991 had substantial long-lasting

asymmetric effects, as it turned out much more costly in Slovakia than in the Czech Republic.

Labor mobility proved ineffective in mitigating the adverse effects of reform-induced shocks.

Fiscal transfers were insufficient to equilibrate the shocks, and became increasingly politically

costly over time. Eventually, Czechoslovakia broke up, and the Czech-Slovak monetary union

(CSMU) was conceived as an a-priori transitory arrangement. Since the CSMU had even

fewer means to absorb the adverse effects of asymmetric shocks, it is no wonder that it

collapsed within five weeks.

Moreover, the CSMU failed also because its design was fundamentally flawed. Besides

the lack of political commitment and absence of fiscal transfers, the union's sustainability was

undermined also by its low credibility and low exit costs. The monetary union did not have a

single monetary authority, instead, monetary policy was decided and coordinated by the

Monetary Committee which was composed of representatives of the two national central

banks. Clearly, the national representatives were charged with pursuing the interests of their

own country, not those of the union. Implementation of policy decisions was also up to the

national banks. This greatly undermined the credibility of the monetary union. Low credibility

in turn induced substantial speculative transactions. These speculations, given the general lack

of political commitment to sustain the common currency in long or even medium term,

brought the monetary union down in a matter of weeks.

The disintegration of Czechoslovakia caused a significant decline of trade between the

new successor countries. The bilateral trade volume declined from nearly a 16 fold of the

'normal' level estimated by gravity models to only its five-fold value. However, much of this

decline reflects only the fall in the relative importance of bilateral trade in the wake of growth

of trade with third countries, in particular the European Union. The trade lost in the bilateral

relationship was quickly diverted elsewhere. Hence, the overall economic cost of breaking up

was not particularly high.

The temptation to secede is higher if the expected exit cost-the decline of trade with the
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rest of the uruon members, and the cost of independence (introducing new government

institutions, currency, enforcing borders)---is small. The ease with which the Czech Republic

and Slovakia introduced national currencies just five weeks after the demise of the political

union illustrates this point. In the case of Czechoslovakia, the incremental costs of abandoning

common currency were relatively small and thus failed to serve as a deterrent to further

disintegration.

The break-up of Czechoslovakia demonstrates the crucial importance of political

commitment for stability of monetary unions. It also shows that the political commitment can

dissipate quickly in the wake of extraordinary asymmetric economic developments and in the

absence of effective mechanisms for absorption of such shocks. The experience of other

countries that struggle with regional disparities, such as Belgium or Italy, appears consistent

with this point. From this perspective, it is worrying that the EMU was conceived without

giving much consideration to the question of economic costs and benefits of participation by

individual countries. The EMU may be beneficial for the core countries-Germany, France,

Austria and the Benelux-but may prove costly for the countries whose economies are not so

closely integrated with the core. It is also worrying that the EMU does not provide for

sufficient mechanisms to deal effectively with adverse effects of asymmetric shocks.

Moreover, the Maastricht rules on public debt and government deficit effectively restrict the

ability of participating countries to use fiscal policy to deal with asymmetric shocks. Then,

although the political commitment for the EMU is high at present, it can plummet

dramatically in case of a major recession affecting only a part of the union.

Finally, the case of Czechoslovakia shows that while the formation of a monetary union

is a tedious job of many years, its dissolution can occur quickly and does not need to be very

costly. Thus, the concerns that the costs of dissolving the future monetary union in Europe

will be high do not seem to us to necessarily warranted. On the contrary, the costs of the

break-up of Czechoslovakia and dissolution of the monetary union were relatively low, even

in the short-run. It seems that in the world of free trade, small countries benefit and the

importance of political boundaries declines.
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Chapter 6
Stochastic Economic Shocks and Incentives for (Dis )Integration *

I present a political economy model of limits to regional redistribution under the threat
of secession. The model depicts a union composed of two regions with centralized fiscal
policy. The key feature is the trade off between the benefits of secession embodied by
autonomous fiscal policy, and the benefits of integration: efficiency gains and risk
sharing. I argue that previously stable unions may disintegrate in response to specific
patterns of region-specific output shocks. The decision on secession depends on
correlation and persistence of shocks. Integration is sustainable if the shocks are
positively correlated and/or transient. On the other hand, the combination of negative
correlation and high persistence of the shocks makes integration fragile. Benefits from
risk sharing are greatest when shocks are negatively correlated and transient.

6.1 Introduction

The aim of this paper is to find economic rationale for disintegration and integration

of nations. As The Economist pointed out in a recent article ("Small but perfectly

formed," The Economist, January 3, 1998, pp. 63-65), the number of countries

grew from 62 in 1914 to 193 at present. The majority of the new countries arose

through the end of colonial rule. More recently, multinational federation in Central

and Eastern Europe - Soviet Union, Yugoslavia and Czechoslovakia - disintegrated

amidst political and economic turmoil. Developed countries of the West also face

rising separatism - Quebec, Scotland, Catalonia, Flanders, or Padania may be the

new countries of tomorrow .

• A slightly different version of this Chapter has been distributed as CEPR Discussion Paper No. 2104. I
am grateful for helpful comments and suggestions by Patrick Bolton, Alex Cukierrnan, Tom Coupe, Julius
Horvath, Abdul Noury, Martin Paldam, Thomas Renstrom, Anouk Riviere, Gerard Roland, Harald Uhlig;
seminar participants at Universitat Autonorna de Barcelona, CERGE, ECARE, CentER, LICOS and IRES, as
well as participants in the following conferences: European Public Choice Society (Goteborg, 1998),
European Economic Association (Berlin, 1998), and the First CEPR Transition Workshop for Young
Academics (Prague, 1998). This research was undertaken with support from the European Union's Phare
ACE Program \996, and the Netherlands Organization for Scientific Research (NWO).
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Traditionally, the theoretical rationale for integration - or disintegration - was

provided by the theory of optimum currency areas. This stream of literature was

started by Mundell (1961), and extended by McKinnon (1963) and Kenen (1969)1

The optimum currency area (OCA) theory is concerned with identifying the criteria

determining whether two or more countries should use the same currency, or whether

they would be better off with separate currencies. Monetary integration comes at

the cost of giving up autonomy over monetary policy. If the countries adopting a

single currency are subjected to symmetric (positively correlated) shocks, monetary

integration is optimal. In the absence of independent monetary policy, the effects of

asymmetric shocks have to be mitigated by migration of labor and/or relative price

and wage adjustments. Finally, it is argued, fiscal inter-regional transfers can also be

used to counter the adverse effects of asymmetric shocks, and thus make monetary

integration sustainable.

More recently, accelerating integration in Western Europe on the one hand, and

wave of break-ups of countries in Eastern Europe on the other hand, brought about

rising interests in political economy aspects of (dis)integration. While the OCA story

can explain the process of monetary unification in Europe, it offers little rationale for

European integration moving beyond the monetary union. Moreover, it has gener-

ally been argued that the recent disintegrations in Eastern Europe reflected political

conflicts rather than economic factors." Political economy of disintegration seeks to

fill this gap.

Bolton and Roland (1997) explain secession as the outcome of political conflict

over redistribution policies. Regions trade off efficiency gains of integration against

the cost of not having the redistribution policy preferred by the median voter. Con-

IDe Grauwe (1994) describes the current state of the OCA literature. Frankel and Rose (1996)

apply the OCA theory in their advice the Swedish government on its entry to the EMU.
2 A recent exception is Fidrmuc and Horvath (1998) who apply the OCA theory in an empirical

analysis of the break-up of Czechoslovakia. This paper also contains refereces to the literature

endorsing the political motives for disintegration.
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sequently, when income inequality differs across regions and the efficiency gains from

integration are small, unions break up. Alesina and Spolaore (1997) present a model

with endogenous formation of nations. Integration yields economies of scale but

comes at the cost of increased heterogeneity of unions. They show that democratiza-

tion and economic integration lead to a higher number of nations. The latter result.

is further pursued by Alesina, Spolaore and Wacziarg (1997). They argue that trade

liberalization increases the incentives for regions to secede. This conclusion is then

supported by their empirical analysis. Alesina and Spolaore (1996) point out that

the reduction of threat of international conflicts also leads to secession, and a larger

number of smaller countries.

A related stream in the literature looks into the benefits of risk sharing and mu-

tual insurance against stochastic idiosyncratic shocks. Person and Tabellini (1996a,b)

and Alesina and Perotti (1995) look at the world where regions face stochastic pro-

ductivity shocks. Person and Tabellini (1996a,b) focus on the role of risk sharing and

inter-regional redistribution under alternative federal fiscal constitutions. Alesina

and Perotti (1995), on the other hand, point out that the benefit of risk sharing may

come at the price of increased political risk. In other words, under their assump-

tions, integration reduces uncertainty of the tax base (risk sharing) but increases the

volatility of the tax rate (political risk). Empirical evidence on risk sharing is pre-

sented by Sachs and Sala-i-Martin (1992), Asdrubali, Sorensen, and Yosha (1996),

and Sorensen, and Yosha (1998).

Finally, there is a growing stream in the literature that points out inefficiencies

due to integration. Easterly and Levine (1997) and Rodrik (1998) show empirical

evidence that political conflict, caused by ethnic fragmentation and/or income in-

equality, has strong negative effect on economic growth. Alesina, Baqir and Easterly

(1997) argue that provision of public goods is inversely related to ethnic or racial frag-

mentation of the society. They also present empirical evidence for US metropolitan

areas supporting their theoretical argument. Sala-i-Martin (1992) presents a model



122 Chapter 6

where individuals with low productivity cause an overall negative externality to the

society. Although he is primarily concerned with social security as a way of bribing

low productivity workers (pensioners) out of labor force, the same argument could be

applied to countries with high and low productivity regions, such as Italy, Belgium,

former Yugoslavia, or Czechoslovakia.

In this paper, I draw a line between the modern political economy of disintegration

literature and the optimum currency area literature. I construct a dynamic model

motivated by the static model of Bolton and Roland (1997). The model features two

regions that initially form a union with a single common fiscal policy determined by

the union's median voter. The regions may differ in terms of income distribution

and/or average income, and hence their preferences over fiscal policy will generally

differ as well. In the present model, output is subject to region specific stochastic

shocks. The shocks affect the regions' preferences over fiscal policy. The decision

between integration and secession then reflects the trade off between the efficiency

gains from integration and the cost of not having the region's preferred fiscal policy.

The model yields interesting implications regarding the role of fiscal federalism in

enhancing the stability of integration. The OCA literature argues that the adverse

effects of asymmetric shocks can be countered by inter-regional fiscal redistribution.

In the present paper, I show that this may not be possible because of the political

constraints. Asymmetric shocks drive the preferred fiscal policies of the two regions

even further apart, and the disutility of having the wrong fiscal policy may eventually

outweigh the benefits of integration. The possibilities for international risk sharing

are hence limited unless countries can credibly and irrevocably commit to integration.

In particular, the present model predicts that risk sharing is politically feasible only

if shocks are transient. In case of permanent shocks, on the other hand, integration

will be politically fragile.

In addition, the paper at hand extends the OCA literature by considering both
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correlation" and persistence of shocks. The OCA theory, on the other hand, only con-

siders the former. I show that unions are stable if the shocks are positively correlated,

regardless whether persistent or transient. If the shocks are negatively correlated and

transient, integration is beneficial because of risk sharing. On the other hand, nega-

tively correlated and persistent shocks render integration fragile.

The paper is structured as follows: Section 6.2 introduces the model. Section 6.3

discusses the regions' incentives for secession, and shows how stability of integration

is determined by the nature of shocks. Finally, Section 6.4 concludes.

6.2 The Model

Consider a union composed of two regions of equal Size, denoted by k = a, b.

The production function of region k has deterministic and stochastic components:

Yk,t = K'k Ll-o + Ek,t. Kk and Lk stand for capital and labor (constant over time),

respectively, with exE [0,1J being the capital share. Ek,t is the stochastic component

of region k's output in period t. The output of the union is given as the sum of

regional outputs. The region's production functions can be rewritten in per capita

terms:

Yk,t = kO + Ck,t = 1lk + Ck,t (1)

where Yk is the output in the absence of the shock and Ck is the per-capita output

shock. I assume the shock follows an AR(l) process

(2)

where T/k,t is white noise with a zero mean and variance ()~, and the persistence

parameter Pk is such that 0 ::; Pk ::; 1. The union's average output is then, setting

JThe traditional terminology of the OCA literature distinguishes symmetric and asymmetric

shocks. This corresponds to positive and negative correlation of shocks, respectively, which are the

terms I use throughout this paper.
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C' == fa,t. +€b,t .
c.t - 2 •

Ya + Yb + Ca,t + Cb,t _ +Yt = --- = Y Ct·2 2 (3)

For simplicity, I assume individuals receive a time-invariant income endowment

every period that can take values between 0 and V.4 The distribution of income

endowments is skewed so that the median income is smaller than or equal to the

average income: vm :S Y and Vmk :S Yk, where vm denotes the union's median and

Vmk denotes the region k's median. I assume that the distribution function, while

skewed, is continuous." The income endowment fii of an individual i is subjected to a

region specific shock Ck,t. To ensure tractability, I assume that all individuals suffer

the same shock, and individual i's actual income is thus Vi = Vi + Ck,t. The choice

of additive instead of multiplicative shock can be justified by pointing out that high

income individuals diversify their assets and have better opportunities for hedging.

Therefore, idiosyncratic shocks affect a smaller fraction of their total income. Finally,

note that the identity and the level of income of the union's median voter change every

period as long as Ca,t =J Cb,t. On the other hand, the identities of the regional median

voters do not change - although their incomes change in response to the shocks. For

the sake of tracktability, I assume that the union's median income is 7im,t = vm + Ct;

this assumption is quite realistic provided that the distribution function is continuous

and not too asymmetric.

An individual i has concave utility function U(Ci,t). Consumption Ci,1 equals to

the individual's total disposable income which is composed of his/her net income

(1 - tt)v;,t, and a lump-sum transfer gl from the government, financed by linear

income tax tt. Taxation, however, is inefficient, and a part of the revenue, ~, is lost,

(4)

4This simplifying assumption could be replaced by specific assumptions on distribution of indi-

viduals' labor and capital endowments, see Bolton and Roland (1997).
5Hence, I specifically rule out discontinuos distributions such as the one assumed by Alesina and

Perotti (1995).
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The consumption of individual i hence equals:

(5)

The tax rate is determined by a union-wide vote. I assume voting takes place

each period after the regional shocks have realized. Since voters' preferences are

single-peaked, the optimum tax rate will be the rate maximizing the median voter's

consumption:
*( ) Yt - 1Im,t

tt Yt,Vm,t = "---'------'-
Yt

The optimum tax rate reflects the degree of inequality of income distribution.

(6)

The

greater is the difference between the average and the median incomes, the higher will

be the tax rate. In case of secession, each region imposes its own optimum tax rate

that maximizes consumption of that region's median-income voter:

(7)

Clearly, the regional tax rate depends on region-specific income distribution and shock

and will thus in general be different from the union's optimum tax rate t*.

The tax rate depends on the realization of regional shocks: ...::::Loot- = _22Yt.-~=,t < 0,
ee.c Yt

the tax rate rises during recessions and falls during booms." On the other hand, the

effect of shocks on the transfer is positive: ~aa t = -41tZ> O. Hence, although the tax
Ek,t

rate declines in response to a positive shock, this decline is not large enough to leave

the government spending at the same level as in the absence of the shock.

The result indicating changing tax rates in response to stochastic shocks contra-

dicts the well known Barra's (1979) proposition that agents prefer constant tax rates

over time. However, this result is driven by the features of the present model, in

particular the assumption of balanced budget every period, and endogenous deter-

mination of government expenditure. Nonetheless, this model shows that integration

GThe change in the preferred tax rate reflects the fact that a positive shock actually reduces the

skewness of income distribution because the ratio ~ rises. Moreover, a positive shock increses the

tax base, and thus a lower tax rate is necessary to finance a given amount of government expenditure.
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has the additional benefit of reducing the tax rate volatility. This is so because the

optimal tax rate responds to both regional shocks, and the overall change is thus

mitigated - unless the shocks are exactly identical.

6.3 Shocks and Secession

6.3.1 Gain from Secession

The tax rate, derived in equation (6), is obtained under integration: the vote takes

place on a union-wide basis and the equilibrium tax rate t~ maximizes the consump-

tion of the union's median voter. This tax rate reflects the average of the two regional

shocks, lOt == 'a.t~Eh,t. The tax rates preferred by the two regional median voters are

often different from the union's optimum tax rate, and from each other. This is so for

two reasons: First, income distributions can be different in the two regions. Second,

regions are subject to indiosyncratic economic shocks. Integration thus carries the

cost of compromising over fiscal policy - or, in other words, having the fiscal pol-

icy dictated by the central government. On the other hand, integration also carries

two important benefits. First, it brings efficiency gains - such as economies of scale

because of having access to a larger market. Second, integration also implies risk shar-

ing - centralized fiscal policy facilitates redistribution from the region experiencing

a positive shock to the region hit by a recession.

I assume the following timing of events: First, the regions vote to choose between

integration and secession. Then, the region-specific shocks unfold. Finally, the tax

rate is determined, reflecting the actual realization of the shocks, taxes are collected

and redistributed. The decision on secession thus reflects voters' expectations of the

current period's shocks, based on the information about previous shocks and their

persistence. The union breaks up whenever at least one region votes for secession.

I assume secession comes at a cost Ak,t ~ O. This reflects the efficiency loss e.g.

due to trade barriers, as well as the initial cost of creating new regional government,

military, etc. )..k,t therefore need not be constant over time, it is reasonable to assume
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that it is highest at the time of secession and falls afterwards.

Definition 1 Region k has an incentive to secede if the median voter expects greater

consumption under secession than under integration, i.e. secession brings about a

positive expected gain from secession (EGS)

(8)

Here, Ck,t is the domestic shock, C-k,t is the other region's shock," C~,t (Ck,t, Ak,t)

is the level of consumption of the median voter of region k in case of secession, and

C~k,t (Ek,t, f-k,t) is his/her consumption in case of integration. Given the pattern of

shocks, (8) can be rewritten as follows:

(9)

The outcome of the vote on secession therefore depends on the realization of previous

period's shocks, and their persistence.

Equation (8) is necessary but not sufficient condition for secession. Whether se-

cession occurs depends on the net present value of the gain from secession, N PVk,t ==
L,~o8sEt'6.k,t+s (assuming secession is irreversible). The sufficient condition for se-

cession then is NPVk,t + N PV-k,t > 0, reflecting the fact that as long as at least

one region prefers integration, it can offer concession to the other region to prevent

it from seceding." For the sake of simplicity and tractability, I focus on condition (8)

when analyzing the effects of stochastic economic shocks on the decision to secede.

This allows me to keep the model rather simple - as the analysis involves only two

periods - and still draw conclusions on intertemporal effects of the shocks. The

model in this section thus looks at a union that has been a priori stable until period

7 Where, for the sake of generality, I do not distinguish the regions explicitly by subcripts a and

b, I use the following notation: the home region is denoted by a subscript k whereas the other region

has a subscript -k.
HBolton and Roland (1997) discuss bargaining over tax rate as union preserving measure. Another

possibility is to incorporate a direct inter-regional transfer (Dixit and Londregan, 1998).
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t. At period t, regions consider seceding based on the expected current shocks -

with expectations being formed using information about period t - 1 shocks, and

their persistence.

To derive condition (8), note that the consumption of individual i under integra-

tion is:
'u 1Yt - Vm,t ( ) ( )]

Ci,t (ck,t. c-k,t) = Vi,t + -2 [ Yt - Vi,t + Vm,t - Vi,t
Yt

Accordingly, the consumption of region k's median voter under integration is:

(10)

(11)

Finally, the consumption of region k's median voter under secession is the following

(note that it incorporates the cost of secession, Ak,t):

(12)

After substituting from equations (12) and (11), the expected gain from secession b.k,t

can be rewritten in the following manner:"

(13)

The first term in equation (13) reflects the differences in income distributions

between the union as a whole and region k. The greater is the difference, the great.er

is the incentive for region k to split away. The second term captures the effect of tax-

base differences (combined again with the income distribution effect). The higher

region k's mean income is compared to the union's mean income, the greater is the

incentive to secede. Finally, the last term is the cost of secession.

To see how the political mechanism works, consider first the following simple

case: Suppose there are no region specific shocks, and the cost of secession is zero,

Ak,t = O. Then, integration is never sustainable unless Vmk = Vm and Ya = Yb = y. In

9Note that the variables pertaining to the union, Vm,t and Yt, depend on both shocks, (Ek,t, E-k,t,),

whereas Vmk,t and Yk,t only depend on Ek,t.
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equation (13), the first term is positive for any Vmk # 11m, whereas the second term

is positive for the region with Yk,t > Yt· Therefore, the richer region will always find

it advantageous to secede, unless Vmk = 11m and Ya = Yb = Y, when the region is

indifferent.

6.3.2 Effects of Shocks

Next, I analyze the role played by the region specific shocks. Voters in one or both

regions may be induced to vote for secession in response to the home-region's shock or

the other region's shock - either shock can raise or reduce the incentive for secession

captured by the expected gain from secession, /).k,t.

To make the analysis tractable, some simplifying assumption are necessary:

Al Median voter's income is higher in region A than in region B: Vma,t > Vm,t > 11mb,t;

A2 Income distribution is more equal in region A than in region B: V=a,' > V~.' >
Ya,t Yt

Vmb,t. This implies that the preferences over fiscal policy are such that t: t < tr < ti, t:
Ub,t I ,

A3 The median income in either region does not exceed the union's average income:

Vmk,t < Yt (i.e.neither median voter would prefer tr = 0 if pivotal in the union).

Because the vote on secession takes place before the shocks are realized, the de-

cision is based on the expectations of current period's shocks, EtCk,t = PkCk,t-1 and

EtC-k,t = P_kC-k,t-I' Hence, the expected gain from secession at time t reflects the

realizations of the shocks at t - 1, Ck,t-l and C-k,t-l, and their persistence .. I look at

the impact of the other region's shock first:

Proposition I (a) A positive shock in the other region at time t - 1 reduces the

home region's incentive to split off at time t, a negative shock increases the' incentive

to split off.
O/).k,t < 0

OC-k,t-l

(b) Region A is more likely to secede than region B (ceteris paribus).
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(c) The change in incentive for secession following the other region's shock is

independent of the difference between average incomes in the two regions, IYa,t - Yb,t I·

Proof. (a) Differentiating 6k,t with respect to Lk,t-l willie holding Ck,t-l constant

yields:

86k,t = [111m,t - 11mk,t _ !(11m,t - vmk,d
2

_ !Y; - V~k,t] P k

Oc:-k,t-l 2 Yt 4 Y~ 4 yr -
The RHS of equation (14) can be reduced to 4YZ(Yt - 11m,t + 2Vmk,t)(Vm,t - Yt)p-k>

(14)

which is negative for both regions. (b) Assumption Al implies 1Ima,t > 1Imb,t, so that

the absolute value of tills expression is higher for region A than for region B. (c)

Only the unions mean income, Yt, appears in the RHS of equation (14). a:~~;~,is

thus not affected by the difference in regions' average incomes, only by the union's

average .•

The upshot of Proposition 1 is that for a given realization of a region's own shock,

Ck,t-l, this region is more likely to secede after a negative shock in the other region,

Ck,t-l < O. The intuition underlying tills result is simple. For a given home-region

shock, Ck,t-l, a positive shock in the other region reduces the expected union tax rate

(tax-rate effect) and raises the expected level of government spending ( transfer effect).

The transfer effect increases the consumption of median voters in both regions. The

tax effect is different, though. The median voter in region A prefers tax rate that is

lower then the union tax rate, t:,t < t~, by assumption AI. A positive shock in region

B decreases the expected union tax rate, and hence the expected disparity between

the two tax rate shrinks. The incentive for region A to vote for secession therefore falls

after a positive shock in region B. On the other hand, the region B's median voter's

preferred tax rate is higher then the union tax rate, t~ < tZ,t. Thus, as the expected

union tax rate falls, the expected disparity between the two tax rates actually further

widens. Hence, the tax effect and the public good effect go in opposite directions.

The response of region B will therefore be relatively smaller than the response of

region A, even though the overall effect is shown to be positive.
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Analyzing how the decision on secession is affected by the region's own shock is

less straightforward. Differentiating 6k,t with respect to Ek,t-l while holding E-k,t-l

constant yields:

[

__ 1 Vm,t - Vmk,t _ ~ (11m,t - 11mk,t)2 l1mk t Vmk t 111~k t 1 1V~k t]+ --' - --' - ---' + - + ---' Pk
2 Yt 4 y'f Yk,t Yt 2 yL 4 4 y'f

(15)

The sign of this expression is analytically ambiguous. Therefore, I consider first a

simplified case:

Proposition 2 If mean incomes before shocks are the same in both regions, i. e. Ya,t =

Yb,t = Yt, then:

(a) A positive shock in region A will increase this region's incentive to split off. A

negative shock in region A will reduce this region's incentive to split off:

(b) The response of region B depends on the difference between the median income

in B and the union's median: a~~:~\is positive for small (Vmb,t - Vm,t) and negative

otherwise.

Proof. For Ya,t = Yb,t = Yt, equation (15) can be rewritten as follows:

The first term of the expression in the second line above is always positive. The

second term is positive for region A and negative for region B - this follows from

assumptions Al and A3. Hence, a6a,t is positive, whereas a6b,t can be either
8Ea,t-l 8e:b,t_l

positive or negative. When (Vmb,t - Vm,t) is small in absolute value, the first term

outweighs the second term, and the opposite is true for large (Vmb,t - 1Im,t) .•
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Remark 1 If the average output in the two regions is different, Ya,t of Yb,t, then the

effect of the region's own shock on its incentive to separate is analytically ambiguous

for both regions. Numerical simulationsJO with Ya,t > Yb,t, nevertheless, yield result

identical to Proposition 2, i.e. a8
6.a,t is always positive whereas 886.b,t is positive for

€o.,t-l Eh,t-l

small (vm,t - 11mb.t) and negative otherwise.

The result described in Proposition 2 and Remark 1 again reflects the tax effect

and the transfer effect. A positive shock in either region reduces the expected union

tax rate and raises the expected amount of lump-sum transfer. In case of region A,

the median voter's preferred tax rate is lower than the union's tax rate. After the

shock, the expectations of both the union's tax rate and the region's tax rate fall.

However, the region's preferred tax rate falls by more,ll thus further increasing the

difference between the two tax rates. In case of the transfer, it rises in the union.

However, the region A's tax base Ya,t rises by more that the union's tax base Yto .

This further increases the potential expected transfer in case of secession. Both these

effects make secession more attractive after a positive shock.

On the other hand, in case of region B, the median voter's preferred tax rate

is above the union's tax rate. A positive shock results in the reduction of both the

expected union's tax rate as well as the region B's expected tax rate. The expectation

of the region'S preferred tax rate falls by more, and the difference in this case thus

shrinks. The transfer effect compounded with the effect of increase in tax base, Yb,

works similarly as described above.

To see how output shocks affect incentives for secession via raising or lowering the

tax base in the home region, I consider now the case where the median incomes in

the two regions are equal.

1°1 performed numerical simmulations using y = 10 and Vm = 7.5. Regional shocks were given

values between -3 and 3. The values for Ya, Yb, Vma and Vmb varied around their respective means.
IIRecall that the regions preferred tax rate fully responds to the home-region shock E k,t, whereas

the union's tax rate responds to the average shock, E, = '''''~''''. Unless Ea,t = Eb,t, the region's tax

rate fall by more than the union's tax rate in response to a positive home shock.
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Proposition 3 If the median incomes before shocks are equal in both regions, lIma,t =

Umb.t: = lIm,t, then for given values of Yt and lIm,t, :'~~~'las a function of Yk,t follows an

inverted U-shaped curve, with the maximum at Ym t = 1im t. &&6.,1 is always positive
, 'ek,t-l

for the poorer region with Yk,t < Yt, it is also positive for the richer region with Yk,t > Yt

for values of Yk,t relatively close to Yt, and negative otherwise.

Proof. For 1ima,t = 1Imb,t = 1Im,t, equation (15) can be rewritten as follows:

fJ6k,t = (1Im,t _ 1Im,t +!+ !1I~,t _ !1I;,t) Pk
fJE:k,t-1 Yk,t Yt 4 4 Yt 2 Yk,t

Differentiating this expression with respect to Yk,t while treating Yt and 1Im,t as con-

(16)

stants yields a single maximum at Yk,t = 1im,t, and the above expression thus indeed

follows an inverted U-shaped curve. Evaluated at Yk,t = 1Im,t, the above expression

simplifies to &&6.,1 = -43- Vrn,I + -41~ which is positive for any 0 < Urn,I < 1 (the
€k,t-l uc Yt. ' Yt

case with ~ = 1 and &&6.,1 = 0 implies that both median incomes and average in-
Yt tk,t-l

comes are equal to Yt and the union hence never breaks up). The case with Yk,t = Yt

yields also positive :'~:-las has already been argued in Proposition 2. Because the

expression for :'~:-lhas only a single maximum with respect to Yk,t, it follows hence

that it is positive for any 1im,t < Yk,t < Yt, and the poorer region is thus more likely

to secede after a positive shock.

The response of the richer region is positive for Yk,t relatively close to Yt and

negative otherwise. To see this, note that equation (16) can be rewritten as

fJ6k,t [(1 1 2) l1;',t ( ) 1im,t 1]-- - - - -1/ - + 1/ - 1 - + - P
fJE:k,t-l - 4 2 Yt Yt 4 k

where ~ is substituted by I/~, with -21< 1/ < l.12 Solving for 1/ yields 1/ = .75107,
Yk.t Yt

for this value :6.,1 = 0 for any~. &&6.,1 is positive for 1/ > .75107, and negative
ek,t-l Yt Ck,t-l

otherwise. Hence, the incentive of the richer region to secede following a positive

12The lower bound is given by symmetry: if the poorer region's mean income is equal to Vm, the

richer region's mean income is 2y-vm. This case with Vm = 0 implies v = ~. Any other combination

of feasible mean and median incomes yields v > !.
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shock increases if its mean income is lower than yt/75107 (i.e. for approximately half

of its feasible range) .•

Proposition 3 implies that a positive shock in the home region increases the in-

centive for secession unless Yk,t is much greater than Yt. The opposite is true for a

negative shock. The intuition for this result is straightforward: A positive shock in-

creases the opportunity cost of staying in the union for the richer region, because part

of this gain has to be shared with the poorer region via common fiscal policy. For the

poorer region, a positive shock implies that the region is now relatively less dependent

on the net transfer from the richer region. This in turn makes secession less costly.

Moreover, the poorer region in this situation is also the one with less skewed income

distribution. In the limiting case with Ymk,t = Vm,t, income distribution is symmetric

and the region prefers a zero tax rate. Moreover, in this particular case, zero tax rate

is the preferred tax rate every period, regardless of the region specific shock, because

the shock cancels out in tic t = Yk,t-Vmk,t and the tax rate stays always zero. Hence,
1 Yk,t

by seceding, this region can avoid taxation altogether.

6.3.3 Stability of Integration

As discussed above, region specific shocks can alter incentives for secession, and thus

potentially lead to the break-up of the union. Stability of integration (i.e. the likeli-

hood of disintegration) depends on the nature of shocks - in particular their persis-

tence, and correlation across regions.

Proposition 4 Persistence: Assume the union is a priori stable, i.e. neither region

would vote for secession in the absence of shocks:

Then, assuming the other region's shock is zero, C-k,t-l = 0, for every home re-

gion's shock Ck,t-l > 0 there is a value of the persistence parameter Pk such that

Ilk,t (PkCk,t-l, 0) :::;0 for every Pk :::; Pk. Similarly, assuming the home region's shock
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is zero, Ck,t-l = 0, for every other region's shock C-k,t-l < ° there is a value of the

persistence parameter P-k such that t:.k,t (O,P_kC-k,t-l) :s ° for every P-k :s P-k'

Proof. Note that the expected gain from secession rises for Ck,t-l > ° and/or

C-k,t-J < ° (and falls for Ck,t-l < ° and/or C-k.t-l > 0). As follows from equations

(14) and (15), :,~~~, and 8:::'~:~.equal zero for Pk = ° and P-k = 0, respectively.

Hence, if shocks are of temporary nature (white noise), they do not affect the ex-

pected gain from secession and hence do not undermine the stability of integration.

If shocks do persist, i.e. Pk > 0 and P-k > 0, then the following holds

t:.k,t (PkCk,t-l, 0) l<k.<-1>0 > t:.k,t (PkCk,t-l, P_kC-k,t-l) I<.,,_.=<-k.<_.=o

f:..k,t (0, P_kC-k,t-l) l<-k,I.-1 <0 > f:..k,t (PkCk,t-l, P_kC-k,t-l) I<k,<-.=<-k,,_.=o

By continuity, f:..k,t (PkCk,t-l, 0) :s ° (f:..k,t (0, P_kC-k,t-l) :s 0) holds for at least part

of the interval 0 < Pk :s 1 (0 < P-k :s 1). •

The upshot of Proposition 4 is that if shocks are temporary, they will not provide

sufficient incentives for regions to secede. Permanent or strongly persistent shocks,

on the other hand, can bring unions down, depending on the correlation of shocks. To

study this aspect, I know relax the assumption that regional shocks are independent.

Proposition 5 Correlation: Positive correlation of shocks reduces the probability of

secession, whereas negative correlation increases the probability.

Proof. Assume shocks are correlated so that :.":~;. =,. Then, a shock in the

other region affects the median voter's expected gain from secession in the following

manner:

[
11)m,t - Vmk,t 1 (vm,t - Vmk,t)2 1YZ- V;'k,t]
2 - -4 2 - -4 2 P-k +

Yt Yt Yt

[
_ 1Vm,t - Vmk,t _ ~ (vm,t - Vmk,t)2 + Vmk,t _ Vmk,t _ ~ V;'k,t + ~+ ~V;'k,t

2 Yt 4 Y[ Yk,t Yt 2 Y~,t 4 4 Y[
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The first term corresponds to the expression for a:~~:~lwhen shocks are independent,

as in equation (14), whereas the second term reflects the effect that the shock in the

other region has via the home shock - cf. equation (15). According to Proposition

1, the term in the first brackets is negative, while the term in the second brackets is

positive as argued in Proposition 2 and Remark 1 (assuming Vmb,t - 1Im,t is sufficiently

small). Hence, if shocks are positively correlated, 'Y > 0, the second term mitigates

the effect of the first term. On the other hand, if shocks are negatively correlated,

both effects go in the same direction, thus increasing the probability of secession .•

The importance of persistence and correlation of shocks for the stability of inte-

gration is summarized in Table 1:

Table 1

Nature of Shocks and Stability of Integration

persistent

transient

positive negative none

Persistence Correlation of shocks

stable

stable

fragile

stable

fragile

stable

The last two propositions extend the main findings of the Optimum Currency Area

literature, which only considers correlation (symmetry) of shocks .. The present paper

adds another dimension: it points out to the importance of persistence of shocks. In

particular, unions can be stable despite negatively correlated shocks - as long as

these shocks are only transient.

Assessing correlation of shocks has been a common approach in studies evaluating

the viability of the EMU. Bayoumi and Eichengreen (1993) use bivariate VAR's to

estimate the correlations of permanent and temporary shocks among the EU mem-

ber countries, and compare them with the correlations among US regions. Funke

(1997), using the same methodology, compares the correlations among the EU mem-

ber countries with the correlations for the German federal states. Both studies report
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generally higher correlations for permanent shocks than for temporary shocks. How-

ever, neither paper discusses the implications of this difference. The present paper

argues that high correlation of permanent shocks is in fact much more critical for the

stability of monetary unions than high correlation of temporary shocks.

Few additional observations can be made based on the present model:

Remark 2 Risk sharing: Fiscal policy - the tax rate and the transfer - is more

volatile under secession than under integration. Integration hence smooths taxes and

reduces the volatility of disposable income and consumption, and thus provides in-

surance against region specific shocks. The potential benefits from risk sharing are

greatest when shocks are negatively correlated and transient.

This result is easy to see - union's tax rate and transfer are affected by the

average shock, E:t. After secession, regional fiscal instruments fully respond to the

regional shocks, and are therefore more volatile. Centralized fiscal policy stabilizes

both the tax rate as well as the tax base, and indirectly redistributes income from the

region hit by a positive shock to the one hit by a negative shock. Because agents are

risk averse, the potential benefits from risk sharing are greatest when the shocks are

negatively correlated, because in this case the volatility of union's fiscal instruments is

smallest. However, if the shocks are persistent, the benefits from risk sharing have to

be weighted against the effects of shocks upon diverging preferences regarding fiscal

policy in the two regions. Therefore, the potential for risk sharing is greatest when

shocks are negatively correlated and transient.

In evaluating the potential benefits from risk sharing, the present paper differs

from Alesina and Perotti (1995). In their model, the union's median voter is only

affected by the shock in his home region. Because they assume discontinuous distrib-

ution of income and multiplicative effect of shocks (i.e. Yk = (1 + E:k)Yk), the tax rate

is stochastic in case of integration but constant in case of secession.
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Remark 3 An increase in the variance of either shock, l'T~ increases the probability of

disintegration if the shocks are persistent, and reduces the probability of. disintegration

if the shocks are transient.

High variance in case of persistent shocks implies greater likelihood that a suf-

ficiently large shock will occur to prompt one of the region to split off. On the

other hand, if shocks become more volatile but are generally transitory in nature, the

potential benefits from risk sharing increase.

An increase in the variance of region specific shocks was probably one of the

factors behind disintegration processes in Central and Eastern Europe - abandoning

the planned economy implied a substantial increase in the volatility of economic

activity. In addition, implementation of radical economic reforms probably resulted

in changes in correlation and persistence of shocks, and integration arrangements

became unsustainable. 13

Remark 4 Decentralization may actually destabilize integration arrangements.

Decentralization in general implies that regions are increasingly subject to differ-

ent policies. For example, promoting the use of regional minority languages - such

as French in Quebec, Catalan in Catalonia, Celtic in Wales, Russian in the Baltics,

or Hungarian in parts of Slovakia and Romania - will impair labor mobility across

language boundaries. Similarly, regional policies promoting different industries make

regions more vulnerable to asymmetric shocks. These measures in turn reduce the

correlation of shocks across regions, and then this in fact only makes the union more

fragile politically. Frankel and Rose (1996) indeed show empirical evidence that the

degree of correlation of output shocks across countries is determined endogenously,

by the degree of integration. Hence, the efforts to rescue troubled unions by increas-

ing autonomy may indeed be futile, and federalization, or devolution, may indeed be

lJSee Fidrmuc and Horvath (1998) for an empirical analysis of the break-up of Czechoslovakia.
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merely a step toward the slippery slope of disintegration.l" Moreover, The process of

increasing fiscal autonomy of regions - as it was implemented in former Czechoslo-

vakia in 1990-92 or in Belgium at present - directly reduces the potential for risk

sharing - thus reducing the benefits of integration even further.

6.4 Conclusions

The last decade has been marked with increasing incidence of integration and dis-

integration: Germany reunited. European Union expanded from twelve to fifteen

member countries, and is now set to implement the monetary union. Six associated

countries officially started accession negotiations leading toward the next round of

EU enlargement. On the other hand, Soviet Union, Yugoslavia and Czechoslovakia

disintegrated. Russia and Serbia have been facing growing, and often violent, sep-

aratist movements. Quebec's secession was rejected in referendum by a margin of

less than one percent. The process of federalization of Belgium continues. Scotland

and Wales will have their own parliaments. Conflicts over fiscal redistribution and

autonomy in Spain and Italy have continued.

In the present paper, I analyze the political economy of fiscal redistribution in the

presence of stochastic economic shocks. Integration delivers the benefits embodied in

efficiency gains and mutual insurance against adverse effects of stochastic shocks. On

the other hand, secession brings the benefit of autonomy over regional fiscal policy.

The presence of stochastic economic shocks increases the potential benefits from risk

sharing, but if the shocks are persistent it may also cause diverging preferences regard-

ing fiscal policy in the regions. If the shocks are positively correlated, the potential

for risk sharing is little, but so is the desire for autonomous fiscal policy. If the shocks

are uncorrelated or negatively correlated, the potential benefits from risk sharing are

large. However, when the shocks are persistent, the benefits from risk sharing have to

14This challenges the often held view that devolution can save unions - see the Economist,

September 20, 1997, "Scotland: Surprisingly brave," p. 46.
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be weighted against the divergent preferences over fiscal policy. Hence, the potential

for integration is greatest when the shocks are positively correlated (regardless of

their persistence), or transient.

The results of the present paper can be applied to give insights for several real-

world (dis)integration examples. The distribution of costs and benefits of economic

reforms in the countries of Central and Eastern Europe was highly asymmetric, and

reform-related shocks had rather persistent effects (see Fidrmuc and Horvath (1998)

for empirical evidence and discussion of the break-up of Czechoslovakia, and Fidrmuc

(1998) for discussion of political implications of regional economic asymmetries in four

post-communist countries). Indeed, the break-up of Czechoslovakia was preceded, and

largely caused, by conflicts over the design and speed of reforms, as well as about the

money pipeline from the Czech Republic to Slovakia. Besides political and historical

motives, economic exploitation of the Baltics by the rest of the Soviet Union also

played a role in these countries' strive for independence. Similar arguments were

brought up to justify the secession of Slovenia and Croatia from Yugoslavia.

In Western Europe, fiscal redistribution in Belgium, Italy and Spain lies at the hear

of secessionism in these countries. Instead of mutual insurance, fiscal redistribution

in these countries largely serves the purpose of income equalization and solidarity,

and as such may not be politically feasible in the long run. The one-way nature of

transfers has caused political concerns also in reunited Germany, and the EU. Finally,

the result of recent devolution referendum (in particular the part on taxation powers)

in Scotland shows that regions do care about the autonomy over fiscal policy.

Future research should further address the decision making process regarding se-

cession. In particular, postponing secession - if secession is irreversible - can be

seen as an investment. By postponing the decision, the region retains the option to

secede in the future, when more information becomes available. This option can be

evaluated just as a financial call option, and the option value of waiting can prove to
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be positive.P
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De Politieke Economie van Hervorming in Midden en Oost Europa

Samenvatting:

Politiek en economie zijn sterk vervlochten in de voorrnalige communistische landen. De

ineenstorting van het communistische regime en de daaropvolgende politieke liberalisering

heeft de voorwaarden gecreeerd voor het doorvoeren van vergaande economische

hervorrningen. Op hun beurt zijn de voortgang van de hervorrningen en het voortbestaan van

de democratie bedreigd door een politieke weerslag, ontstaan door ongunstige effecten van

hervorrning. In dit proefschrift zal ik - zowel theoretisch als empirisch - de interactie tussen

economie en politiek in de specifieke omstandigheden van de post-cornmunistische

hervorrningen analyseren.

In Hoofdstuk 1 geef ik een overzicht van de resultaten en tegenslagen van de

economische hervorrningen in Midden en Oost Europa en de voormalig Sovjet Unie.

Vervolgens onderzoek ik het verband tussen de economische prestaties tijdens de hervorming

en de gekozen hervorrningsstrategie. Eerst onderzoek ik de gevolgen van economische en

politieke liberalisering op economische prestaties, en dan het effect van economische

prestaties op politieke steun voor hervorrningen, afgemeten aan de verkiezingsresultaten in

zeven post-communistische landen. Ik concludeer dat een radicale hervormingsstrategie-in

de zin van zowel economische als politieke liberalisering-resulteert in een lagere output

reductie, een lagere inflatie en een sneller herstel.

In Hoofdstuk 2 analyseer ik de dynamiek van politieke steun voor economische

hervorrningen, voortbouwend op Rodrik's (1995) twee sectoren model van de economie in

transitie. Een sleutelrol wordt gespeeld door het patroon van de stromen tussen de staatssector

en de private sector en werkloosheid, en het geleidelijk aan duidelijk worden van de

toekomstige arbeidsmarktstatus van werknemers. Er wordt aangetoond dat werknemers in de

private sector altijd snelle hervormingen zullen steunen, terwijl werknemers in de staatssector

en werklozen snelle hervormingen aileen in bet begin van de transitie zullen steunen. Later

zullen werknemers in de staatssector en werklozen voor een vertraging van het

hervorrningsproces stemmen.

In Hoofdstuk 3 en 4 analyseer ik de interactie tussen economie en politiek in

transitielanden, gebruik makend van regionale data (verkiezingsuitslagen en sociaal-
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economische karakteristieken op regionaal niveau) van Tsjechie, Hongarije, Polen en

Slowakije. Er blijkt inderdaad een sterk verband te zijn tussen de steun voor hervormingen en

de economische effecten van hervormingen. De winnaars van de hervormingen zijn de

zeIfstandige ondememers, werknemers in de dienstverlening en kiezers met een universitaire

graad. Aan de andere kant zijn de verliezers de werklozen, gepensioneerden, en arbeiders in

industrie en landbouw. Dit algemeen patroon nemen we waar, zowel binnen landen als tussen

landen. Een opvallend resultaat van mijn analyse is dat kiezers in transitielanden op de

toekomst gericht zijn in plaats van het verleden. Zij stemmen op de partij waarvan ze

verwachten dat deze hun toekomstig nut maximaliseert, gebaseerd op de waargenomen

houding van de partij ten opzichte van verdere hervormingen. Ais gevolg daarvan stemmen de

winnaars van hervorming op rechtse partijen die voor hervorming zijn, terwijl de verliezers

op Iinkse partijen stemmen die tegen hervorming zijn, ongeacht welke partij op dat moment

in de regering zit. Dit is in tegenstelling met het gebruikelijke resultaat voor ontwikkelde

landen (de zogenaamde verantwoordelijkheids-hypothese): kiezers zijn op het verleden

gericht en straffen de regering voor slechte economische prestaties.

In de Hoofdstukken 5 en 6 analyseer ik de economische achtergrond van desintegratie

van landen. Hoofdstuk 5 analyseert de tweevoudige splitsing van Tsjechoslowakije (eerst als

politieke unie en later als monetaire unie) en leert lessen over de stabiliteit van monetaire

unies in het algemeen. Het belangrijkste resultaat is dat Tsjechoslowakije voldeed aan

sommige criteria van een optimum currency area, maar dat het toch minder gemtegreerd was

dan sommige andere bestaande unies. Dit, tezarnen met lage arbeidsmobiliteit en een hogere

concentratie van zware en militaire industrie in Slowakije, maakte de Tsjechoslowaakse

economie kwetsbaar voor asymmetrische schokken-zoals onder ander veroorzaakt worden

door de economische transitie. Bovendien werd de Tsjechisch-Slowaakse monetaire unie

geplaagd door lage geloofwaardigheid, een gebrek aan politiek commitment, lage

uittredingskosten en het ontbreken van fiscale transfers.

Hoofdstuk 6 geeft een theoretische analyse van de politieke economie van de integratie

en desintegratie van unies. Ik probeer inzichten te verschaffen die het recente uiteenvallen van

unies in het voormalig Oostblok (Sovjet Unie, Joegoslavie, Tsjechoslowakije) verklaren,

evenals de toenemende pogingen tot afsplitsing in ontwikkelde landen (Belgic, Canada,

Verenigd Koninkrijk). Het model heeft een unie die bestaat uit twee regio's met een centraal

fiscaal beleid. Mijn focus ligt op de analyse van de effecten van regio-specifieke output

schokken. Ik toon aan dat unies die vroeger stabiel waren, uiteen kunnen vallen door bepaalde
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patronen van outputschokken. De stabiliteit van integratie hangt af van de correlatie en

persistentie van schokken. Unies zijn stabiel als schokken positief gecorreleerd zijn, ongeacht

hun persistentie. Als schokken negatief gecorreleerd en niet persistent zijn, is integratie

voordelig vanwege de mogeJijkbeid tot risk sharing en consumption smoothing. Echter,

negatief gecorreleerde persistente schokken maken integratie breekbaar.





Center for Economic Research, Tilburg University, The Netherlands
Dissertation Series

No. Author

1 P.J.J. Herings

Title

Static and Dynamic Aspects of General Disequilibrium
Theory; ISBN 90 5668 001 3

2' Erwin van der Krabben Urban Dynamics: A Real Estate Perspective - An
institutional analysis of the production of the built
environment; ISBN 90 5170 390 2

3 Arjan Lejour

4 Bas J.M. Werker

5 Rudy Douven

6 Arie J.T.M. Weeren

7 Herbert Hamers

8 Annemarie ter Veer

9 Zaifu Yang

10 William Verkooijen

11 Henny Romijn

12 W.B. van den Hout

13 Paul W.J. de Bijl

Integrating or Desintegrating Welfare States? - a qualitative
study to the consequences of economic integration on social
insurance; ISBN 90 5668 003 x

Statistical Methods in Financial Econometrics;
ISBN 90 5668 002 1

Policy Coordination and Convergence in the EU;
ISBN 90 5668 004 8

Coordination in Hierarchical Control; ISBN 90 5668 006 4

Sequencing and Delivery Situations: a Game Theoretic
Approach; ISBN 90 5668 005 6

Strategic Decision Making in Politics; ISBN 90 5668 007 2

Simplicial Fixed Point Algorithms and Applications;
ISBN 90 5668 008 0

Neural Networks in Economic Modelling - An Empirical
Study; ISBN 90 5668 010 2

Acquisition of Technological Capability in Small Firms in
Developing Countries; ISBN 90 5668 009 9

The Power-Series Algorithm - A Numerical Approach to
Markov Processes; ISBN 90 5668 011 0

Essays in Industrial Organization and Management Strategy;
ISBN 90 5668 012 9

, Copies can be ordered from ThelaThesis.Prinseneiland 305, 1013 LP Amsterdam, The Netherlands,
phone + 31 206255429; fax: +31206203395; e-mail: office@thelathesis.n1



No. Author Title

14 Martijn van de Yen Intergenerational Redistribution
Democracies; ISBN 90 5668 013 7

in Representative

15 Eline van der Heijden Altruism, Fairness and Public Pensions: An Investigation of
Survey and Experimental Data; ISBN 9056680145

16 H.M. Webers Competition in Spatial Location Models;
ISBN 90 5668 0153

17 Jan Bouckaert Essays in Competition with Product Differentiation and
Bargaining in Markets; ISBN 90 5668 016 1

18 Zafar Iqbal Three-Gap Analysis of Structural Adjustment in Pakistan;
ISBN 90 5668 017 x

19 Jimmy Miller A Treatise on Labour: A Matching-Model Analysis of
Labour-Market Programmes; ISBN 90 5668 0188

20 Edwin van Dam Graphs with Few Eigenvalues - An interplay between
combinatorics and algebra; ISBN 90 5668 019 6

21 Henk Oosterhout Takeover Barriers: the good, the bad, and the ugly; ISBN 90
5668020 x

22 Jan Lemmen Financial Integration in the European Union: Measurement
and Determination; ISBN 90 5668021 8

23 Chris van Raalte Market Formation and Market Selection;
ISBN 90 5668 022 6

24 Bas van Aarle Essays on Monetary and Fiscal Policy Interaction:
Applications to EMU and Eastern Europe; ISBN 90 5668
0234

25 Francis Y. Kumah Common Stochastic Trends and Policy Shocks in the Open
Economy: Empirical Essays in International Finance and
Monetary Policy; ISBN 90 5668 024 2

26 Erik Canton Economic Growth and Business Cycles; ISBN 90 5668025
o

27 Jeroen Hoppenbrouwers Conceptual Modeling and the Lexicon; ISBN 90 5668 027 7



No. Author

28 Paul Smit

29 Uri Gneezy

30 Erwin Charlier

31 Rob Euwals

32 Anurag N. Banerjee

33 Frans A. de Roon

34 Xiangzhu Han

35 Marcel Das

36 Jeroen Suijs

37 Talitha Feenstra

38 Jan Bouwens

39 Stefan Hochguertel

40 Henk: van Houtum

41 Jorg Jansen

42 F.B.S.L.P. Janssen

43 Henri L.F. de Groot

Title

Numerical Analysis of Eigenvalue Algorithms Based on
Subspace Iterations; ISBN 90 5668 026 9

Essays in Behavioral Economics; ISBN 90 5668 0285

Limited Dependent Variable Models for Panel Data; ISBN
9056680293

Empirical Studies on Individual Labour Market Behaviour;
ISBN 90 5668 030 7

The Sensitivity of Estimates, Inferences, and Forecasts of
Linear Models; ISBN 90 5668 031 5

Essays on Testing for Spanning and on Modeling Futures
Risk Premia; ISBN 90 5668 032 3

Product Differentiation, Collusion and Standardization;
ISBN 90 5668 033 1

On Income Expectations and Other Subjective Data: A
Micro-Econometric Analysis; ISBN 90 5668 034 X

Cooperative Decision Making in a Stochastic Environment;
ISBN 90 5668 035 8

Environmental Policy Instruments and International Rivalry:
A Dynamic Analysis; ISBN 90 5668 036 6

The Use of Management Accounting Systems in
Functionally Differentiated Organizations; ISBN 90 5668
0374

Households' Portfolio Choices; ISBN 90 5668 038 2

The Development of Cross-Border Economic Relations;
ISBN 90 5668 039 0

Service and Inventory Models subject to a Delay-Limit;
ISBN 90 5668 040 4

Inventory Management Systems: control and information
issues; ISBN 905668041 2

Economic Growth, Sectoral Structure and Unemployment;
ISBN 90 5668 042 0



No. Author

44 Jenke R. ter Horst

45 Marco Hoeberichts

46 Adriaan Kalwij

47 Ursula Glunk

48 Freek Vermeulen

49 Haoran Pan

50 Laurence van Lent

51 Rob Aalbers

52 Abe de Jong

53 Trea Aldershof

54 Jan Fidrmuc

Title

Longitudinal Analysis of Mutual Fund Performance; ISBN
9056680439

The Design of Monetary Institutions; ISBN 90 5668 044 7 J
Household Consumption, Female Employment and Fertility
Decisions: A microeconometric analysis; ISBN 90 5668 045
5

Realizing High Performance on Multiple Stakeholder
Domains: A Resource-based Analysis of Professional
Service Firms in the Netherlands and Germany; ISBN 90
56680463

Shifting Ground: Studies
Organizational Expansion,
Learning; ISBN 905668047 1

on the Intersection of
Internationalization, and

Competitive Pressures on Income Distribution in China;
ISBN 90 5668 048 X

Incomplete Contracting Theory in Empirical Accounting
Research; ISBN 90 5668 049 8

On the Implications of Thresholds for Economic Science and
Environmental Policy; ISBN 90 5668 050 1

An Empirical Analysis of Capital Structure Decisions in
Dutch Firms; ISBN 90 5668 051 X

Female Labor Supply and Housing Decisions; ISBN 90
56680528

The Political Economy of Reforms in Central and Eastern
Europe; ISBN 90 5668 053 6







B L lOT H E E K K U B
LEENBEWIJS

393118
m H.M. Wang
code 17000015921514
el The pol itical economy of r

in Central and Eastern Europe
leendatum : 16/02/2000
ourdatum : 15/03/2000

ewaar deze bon bij het geleende bo



Bibliotheek K. U. Brabant

Illlllllllllllllllllllllllllllllllllllllllllllllllll~ 111111111


	Table of Contents:
	List of Tables:
	List of Figures:
	Acknowledgements
	Chapter 1 
Economics and Politics of Post-communist Transitions *
	1.1 Introduction
	1.2 Transition: Results and Setbacks
	1.3 Economic and Political Liberalization,
Performance during Transition

	1.4 Economic Performance and Political Support for Reforms
	1.5 Outline of this Dissertation
	References
	Data Sources
	Appendix: Selected Data on Economic Performance
	Chapter 2
Unemployment and the Dynamics of Political Support for Economic 
Reforms
	2.1 Introduction
	2.2 Stylized Facts of Transitional Unemployment in Central and 
Eastern Europe
	2.3 Model
	2.4 The Dynamics of Political Support for Reforms-the Case of 
Unemployed Workers
	2.5 Conclusions
	References
	Appendix: Transition Probabilities
	Chapter 3 
Political Support for Reforms: Economics of Voting in Transition
 Countries
	3.1 Introduction
	3.2 Empirical Analysis
	Unemployment
	Entrepreneurial Activity
	Sectoral Reallocation
	Wages
	Demographic Factors
	3.3 Conclusions
	References
	Chapter 4 
Economics of Voting in Post-communist Countries*
	4.l Introduction
	4.2 Data
	4.3 Method
	4.4 Empirical Results
	4.4.1 Cross-section Patterns of Voting Behavior
	4.4.2 Incumbency Effects and Dynamic Patterns of Support
	4.5 Conclusions
	References
	Chapter 5 
Stability of Monetary Unions: Lessons from the Break-up of 
Czechoslovakia 
	5.1 Introduction
	5.2 The Two-Fold Break-up of Czechoslovakia
	5.3 The Break-up of Czechoslovakia and the Optimum Currency
 Area Theory
	5.3.1 Symmetry and Asymmetry of Output Shocks
	5.3.2 Convergence of Per-capita Output
	5.3.3 Inter-regional Labor Mobility
	5.3.4 The Intensity of Bilateral Trade
	5.3.5 The Diversification of Industrial Structure
	5.4 Benefits and Costs of the Break-up
	5.5 Conclusions
	References
	Chapter 6 
Stochastic Economic Shocks and Incentives for (Dis) Integration *
	6.1 Introduction
	6.2 The Model
	6.3 Shocks and Secession
	6.3.1 Gain from Secession
	6.3.2 Effects of Shocks
	6.3.3 Stability of Integration
	6.4 Conclusions
	References
	Samenvatting:

