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It is a great pleasure to be here after seven years, to have the chance
to meet old friends, and to report both about non-negligible and
undeniable positive results which have been achieved in the transi-
tion economies of Central and Eastern Europe between my two visits
to Jackson Hole, and about not less undeniable problems connected
with such a unique historical maneuver. The seven years’ time span
makes it possible to base our discussion on the existence and
understanding of many important similarities among the transform-
ing countries which are, however, sometimes difficult to discover
behind evident differences. I will use mostly Czech data and Czech
experience, but my ambition is to at least implicitly generalize and
outline broader tendencies or principles.

I happened to be here in 1990, at the moment of overall optimistic
forecasts and expectations and of preparations toward radical moves
forward in the near future. As we see it now, the future was not
identical for all the countries in question. It is not difficult to say
why. Some countries spent that critical period in nonproductive
political debates without the ability to formulate clear visions and
transformation strategies and because of that, they made costly
concessions to all, loosened fiscal and monetary controls, intensified
economic imbalances inherited from the communist past and, by
doing it further, destabilized the economy as a whole. It could have
been expected that to liberalize prices and foreign trade in such an
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unstable situation meant to bring about rapid and persistent inflation,
sharp economic decline, huge shifts in income and wealth distribu-
tion as well as the deterioration of living conditions of large seg-
ments of the population. As a consequence, the vital reform
measures were blocked or postponed to a much less favorable
situation.

Other countries, however, used the preparatory stage for generat-
ing essential preconditions for the implementation of subsequent
radical reforms. When I was here in 1990, my talk1 was mostly
devoted to the discussion of these preconditions. I stressed the
importance of restrictive macroeconomic policies—for example,
cautious monetary policies and surplus state budgets—as the only
way to escape from falling into what I used to call the “reform trap.”

History proved that the implementation of such a restrictive
macropolicy, together with simultaneous merciless devaluation,
made the opening of domestic and foreign markets possible at
relatively low costs for society. I will briefly discuss the situation in
both the internal and external sphere in the last years as an argument
in this respect.

The rate of inflation after price liberalization moved in my country
very rapidly to a more or less acceptable level, as can be seen from
the following table. (Price liberalization was carried out January 1,
1991.)

I agree with economists who argue that to reduce it further and
faster would have been very costly. With the exception of the
deliberate price shift in January 1993 (as a result of the introduction
of the value-added tax system), the seasonally adjusted monthly
inflation did not exceed the 1 percent level very often and was
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Months of 1991 1 2 3 4 5 6 7 8 9 10

Rate of inflation
(month-to-month 
in percent) 25.8 6.1 4.3 2.4 1.9 1.8 -0.3 0.0 0.3 0.2
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always below 2 percent. (The synergistic effect of currency depre-
ciation, of a radical shift in deregulation of rents and energy prices,
and of floods, in July 1997 is, however, a different story.)

The annual rate of inflation has been since 1992 rather stubborn
at about a 10 percent level, with the lowest annual rate achieved in
April 1997 at 6.3 percent. The explanation of the relative persistency
of such an inflation rate cannot be, in my view, explained by
monetary or macroeconomic factors only or dominantly, because
there were important structural factors (and impulses) at play, con-
nected with the extraordinary high frequency of changes in relative
prices. It was an integral and necessary part of the restructuring of
both nominal and real variables in the transforming economy.

My conclusion is that the inflation slowdown to such a moderate
level could have been arrived at provided cautious macroeconomic
policies were pursued with sufficient consistency.

It was more difficult to achieve external equilibrium. In the first
stage, in the moment of substantial economic decline (1991-1993)—
which was caused by an unavoidable transformation-shakeoff of
nonviable economic activities associated with the old economic
system, not by an excessive macroeconomic restriction (as was
sometimes suggested)—the domestic aggregate demand did not
reach the level of the aggregate supply. There was, evidently, a
shortage of domestic demand. As a result, exports were bigger than
imports which—together with strong capital inflows—preserved
balance of payments equilibrium and led to the growing stock of
hard currency reserves.

In the second stage, in the moment of economic recovery (1994-
1996), rapid growth of investment (and a very high investment ratio,
significantly exceeding the domestic saving ratio), together with our
rather innocent opening of the whole economy toward more pro-
tected trade partners, produced a radically different outcome. The
aggregate demand exceeded the domestic aggregate supply and
imports exceeded exports. At first, the balance of trade, then the
current account of the balance of payments, and finally the capital
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account turned into deficit. As is well-known, the final stage of the
drama was played by massive speculation against the Czech crown
in May 1997, by its unintended depreciation, and by its free floating
since that time.

This recent accident was undoubtedly the most important phe-
nomenon of instability in our whole post-communist era, of finan-
cial instability in a broader sense. We have to admit that we did not
succeed in finding an easy and straightforward way to prevent it.

Was it possible to avoid it at all? It is too early to give a final
answer but I have some reservations about it—given all the political
and economic domestic and international constraints—and will,
therefore, try here today to briefly discuss some relevant arguments
in this respect as I see them.

The exchange rate regime and the exchange rate level

The collapse of communism “happened” in the moment when the
economic profession believed in fixed exchange rates and in the
advantage of anchoring the economy by means of one fixed point—
especially in a situation when all other variables undergo large
changes and fluctuations. I have to confess that I was originally
afraid of introducing such a rigid regime but the first impressions
were positive because we succeeded in choosing an exchange rate
which functioned well for a very long seventy-six months. By
sufficiently devaluing the crown on the eve of price liberalization
we formed something what I later called the “transformation cush-
ion.” The exchange rate cushion (as well as the parallel wage
cushion) appeared to be crucial for the whole subsequent transfor-
mation process. The inflation differential was, in our case, not as big
as in some other transforming countries but the appreciation in real
terms reached in seventy-six months was almost 80 percent, which
was too much. Although we have been constantly checking the
remaining thickness of our exchange rate cushion, as we see it now,
we—probably in the middle of 1996—missed the most suitable
moment for the abolition of the fixed exchange rate regime. The
question is, however, whether the subsequent movements of the rate
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of exchange would have been less dramatic than they were in reality
in recent months. The vulnerability of an emerging market economy
is, in this respect, very high and, probably, unavoidable.

The tentative lesson No. 1: A fixed exchange rate regime should
not last too long.

Investment-savings imbalance

The economic recovery has been, since 1993, relatively rapid (in
European terms). It was pulled by strong investment demand (with
only modestly growing private consumption and exports and with
stagnating or declining government expenditures).

The rapid growth of investments seems to be unavoidable. The
problem is in the structure of investments. The overwhelming feel-
ing of obsolescence of infrastructure (of all kinds) after four decades
of communism, together with overambitious “green” attempts to
rapidly undo the well-documented environmental damage caused by
the absence of private property and a market economy, led to an
extremely high investment ratio (33 percent in 1996). Only a smaller
part of investments was “productive” in the narrow sense, and
contributed to industrial restructuring and modernization. To recon-
cile strong investment demand with domestic savings was almost
impossible because we did not succeed in creating the atmosphere
of “belt-tightening” as the only way to overcome the heavy burden
of the communist heritage. The problem is clear, the solution not.

The tentative lesson No. 2: It is necessary to restrain the “catch-
ing-up” ambitions and the impatience of society as much as possible.

Wage-productivity nexus and the degree of competitiveness

Price liberalization, accompanied with rather restrictive macro-
economic policy, generated another significant transformation phe-
nomenon—the wage cushion. Wages went up much slower than
prices and, as a result, real wages could, for some time, grow faster
than GDP or productivity without undermining competitiveness of
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the whole economy. It gave our enterprise sector a breathing time
which only a part of it was effectively used for radical restructuring.
We were, however, not able to prolong the process of emptying the
cushion. The government could not control the private sector and
was not able (or strong enough) to block the growth of salaries and
wages in the public sector. The relatively rapid growth of wages in
the private sector was made possible by soft (or insufficiently hard)
granting of credits by the banking sector and by the slow process of
bankruptcies on one hand and by strong demand for labor and very
low unemployment on the other. None of these factors could be
directly controlled by the government.

The tentative lesson No. 3: The rate of growth of wages is not a
“free” policy variable (as is sometimes implicitly suggested by
external observers and advisers).

Quality of markets, economic strength, and high degree 
of foreign trade liberalization

With the benefit of hindsight it can be argued that the scope and
rapidity with which former communist countries opened their
economies and adopted currency convertibility was much larger and
faster than in similar historical moments in the past. As we all know,
it took a much longer time to do it in Western Europe and Japan after
World War II. And, in addition, it was done in a situation of enormous
structural shifts in the financial system itself as well as in a moment
of sophisticated protectionism in developed countries (in Europe
especially). We do not know whether it was a blessing or a curse.
The entry of strong firms from developed countries into our unpro-
tected markets was much easier than the entry of our technologically,
financially, and organizationally much weaker firms into their
“occupied” and protected markets. When I dare to say that, I do not
mean it as an advocacy of the policy of sheltering the markets of
young, immature industries. I use it, however, as a part of my
explanation of our trade deficit.
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The tentative lesson No. 4: A small, open, industrial ex-communist
economy pays, in the short run, more for trade and currency liber-
alization than a big, less open, and less industrial economy.

Fiscal and monetary policy mix

Until very recently, we succeeded in having either surplus or
balanced budgets and a relatively cautious monetary policy (with
unknown shifts in the velocity of money).2

It seems natural to argue that the growing external imbalance
required some degree of macroeconomic tightening. But the politi-
cians had the feeling that to have budgets without deficits for seven
consecutive years is the maximum they could offer. To criticize them
(in this respect) seems to me inappropriate.

Some degree of money supply deceleration was necessary as well.
It did happen in our case but to slow down the annual rate of money
supply growth from 18-20 percent (in the first half of 1996) to 10-12
percent (in the second half of 1996) and to 6-7 percent (in the first
half of 1997) by the not preannounced step of the central bank was
something which, at least, asks for a discussion of the real meaning
of the central bank independence. It had, as expected, faster impact
upon aggregate supply than demand and contributed to the apparent
economic slowdown (if not decline), to unexpected budgetary prob-
lems (on the income side), to heavy political conflicts and uncertainty
and, finally, to the increased financial instability as well as to the
recent currency weakness.

The tentative lesson No. 5: Efforts to make sharp changes in
monetary policy prove to be very dangerous.

Fragility of financial institutions

Financial institutions (banks and other financial intermediaries)
in the post-communist countries have many “childhood” problems
and cannot be relied upon to contribute sufficiently to the stability
of the whole economy. Whether we wanted it or not, the banks and
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other financial institutions were an integral part of the transforma-
tion process and could not get the status of a “clean” outsider as was
sometimes suggested. They inherited difficult loan portfolios; with
their transformation and privatization involvements, they added not
much less controversial assets; they have complicated ownership
structures, and so on. The masterminding of their evolution is,
however, impossible.

There is no doubt that the fragility of our financial markets was
an additional complicating factor. Their lack of transparency and
stability contributed to the slowdown of capital inflows and thus
aggravated the balance of payments problem. The only relevant
question is what could have been done ex ante.

Capital markets are different from ordinary markets and they prob-
ably need more government intervention or regulation than ordinary
markets. The problem is how to intervene, how to regulate them without
constraining them unnecessarily and without expecting too much from
the regulator who is a human being as the rest of us (with his well-
defined utility function which he tries to maximize) and who operates
in a world of intensive rent-seeking and in a world of the well-known
fallacies of regulation. I am not very optimistic about regulation in
general and about regulation of capital markets in particular.3

Our capital market has grown much faster than anyone expected,
especially when we gave it a strong accelerating impulse by our
voucher privatization. In the early nineties I fully shared Joseph
Stiglitz’s view4 that “to a large extent, equity markets are an inter-
esting and amusing sideshow, but they are not at the heart of the
action” (p. 32) because we started our economic transformation with
heavy reliance on the banking system. While trying to expand it
rapidly we probably underestimated the need to impose sufficiently
high capital requirements and, at the same time, we did not succeed
in strictly dividing the financial and production sectors of the econ-
omy. We more or less accepted the German (or continental) type of
banking with its strong interrelationships between banks and firms
in the production sector. We see many problems with it now but I
am not sure we could have started differently.
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With the spontaneous evolution of our financial markets, with
literally millions of shareholders and hundreds of investment com-
panies and funds, mostly as a byproduct of voucher privatization,
we failed in generating the sufficient degree of information about
the financial position of individual firms. It is connected with the
lack of intensity of transactions in our today’s markets which is
unavoidable (the markets are shallow and, therefore, not efficient),
and it may be, at the same time, the result of delayed legislative
measures on the side of the government.

The question of lags in public policy is, however, not simple.
Joseph Stiglitz mentioned in his study that “much of the return in
capital markets consists of rent-seeking” (p.15) and I have to admit
that in the past some of us did not immediately believe all the critics
of our capital markets because they usually played their own card
and did not take into consideration the existing stage of the evolution
of the whole economic system. Their criticism was very often
indistinguishable from the complaints of those who just incurred a
loss by making a wrong investment.

 The main problem is not the legislation itself. The problem is law
enforcement, efficient control, and rational regulation. There is a
clear need to speed up the judicial procedures and to establish
specialized financial courts dealing with bankruptcies and matters
related to capital markets.

The tentative lesson No. 6: The capital markets begin to function
faster than you expect and before you try to regulate them.

To conclude, I have to repeat that my answers to the existing
problems are tentative but I hope that they clearly suggest that my
doubts about the possibility of a smooth and stable transition path
in politically and socially difficult, but highly democratic, pluralistic
and open economies and societies of Central and Eastern Europe
continue to exist because we are not in a “brave new world” of
perfect markets and of perfect governments. It remains our task,
however, to minimize the inevitable instability.
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