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Problems of Theory and Practice of Transition Economy

(Resume)

The monograph aims at complex study of problems of transformation of
transition economies, forming the preconditions for shifting to market econo-
mics and clucidating theoretical aspects of economic reforms according to the
demands of transition economics and necessities of applying ncw transfor-
mation policies. The revelation of the economic mechanisms for the effective
activation of lcvers necessary for macroeconomic management in budgeting,
investment, social and monctary spheres.

The monograph is focused on the in-dcpth analysis of Georgian econom-
ic conditions, critical assessment of the consequences of shifting to market
economy, moving towards open economy and establishment of common ten-
dencies typical to world development.

The first chapter of the course- book deals with the problems of economic
transformations in countries under transition, sets forth the preconditions of
shifting to market economy, main goals and dircctions of economic rcforma-
tions, explains major impediments of transition economy and dcfines the ways
to solve them. It focuses on the role and importance of cconomic reforms for
macroeconomic stability and presents different transition economic models in
post-soviet countries.

The term “transition economy™ determines the direction of reforms that are
to be implemented as in developed as well as in under developing countrics.
The usage of the term “transition economy” is conditioned by the necessity
that one concrete term should designate the socio-economic unity, going on in
post-soviet countrics after the government’s political decision to liquidate the
centralized governmental monopoly and administration of ownership and es-
tablish market relations based emerged private ownership institutions.

There are no historical precedents of transformation of centralized, planned
cconomy into market cconomy like in former Soviet Union and Eastern Euro-
pean countrices.

Decentralization of economic managcment and planning system, faulty
administrative system operating for decades, inflexible and low efficient eco-
nomic mechanisms, disregard of national interests, that was due during the
soviet cpoch, and the attempt to carry out irrational, mutually-exclusive re-
forms, drew soviet economics and finances to a verge.

1985-1990 rcvealed the tendency of slowing down national economy de-
vclopment: aggravated social sphere problems, worsened cultural and materi-
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alistic welfare, and decreased indicators of public production efficiency. To-
gether with economic life and traditional economic links broke down signifi-
cantly, low production economic crisis intcnsified, domestic industry and
inter-industrial disproportion grow increased, and finally slow economic and
social development established.

Somewhcre around 1990s it was obvious that within given system it was
impossible to improve economics. Socialistic directive planning prevented
cconomic development. Center was no more able to control the processes in
former USSR so it became vitally important to transform established political
system and abandon planned economy.

The countrics under transition are striving to hurry the process of their
economic, technical, technological, management development, material and
cultural values by using the experience of leading countries.

Development of new socio-economic system is a hard and prolonged
process. It is affected by political, economic and social, technical and ecolog-
ical development and particularly by the specifics of the country itself. Be-
sides it should reflect the ways out of crisis, the stages of economic stability
and the objectives of the development.

Among the tendencies functioning within transition economy we can
single out the following:

e  The regulating tendencies of economic processes, that should be
accomplished by government’s economic policy;

¢ The new technical-technological trends of economic development,
which are not able to provide new sources of economic growth and formation
of modern economic structure;

e Confirmation of the necessity of establishing market relations for
effective distribution of resources;

e  Striving to open market cconomy, which, coming out of the objec-
tives of efficient economic growth determines the borders of economic open-
ness;

» Tendency towards formation of progressive socicty.

There is no unified package of reforms that would be suitable for all
countrics under transition, because their conditions differ. Moreover, there is
a disagreement about what types of reforms should be undertaken by each
country. Furthermore, it has recently become evident that the most important
is to determine the key elements of reform,

While working on the economic reform program government firstly should
concentrate on fostering the growth of social welfare; guarantee the progress
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to socially unsccured, especially in such circumstances when prices increase
and severe monetary and fiscal policy that lead to unemployment.

In transition economies it's esscntial to create and put into opcration new
institutcs, systems and laws:

e Laws which determinc the private ownership rights, regulate con-
tracts/ agrecments, corporate- organizational and bankruptcy procedures;

e  Tax paying systems, which are based on strictly defincd rules and
regulations;

e  Other systems, especially those, which strictly determine the obliga-
tions and rights of accounting;

¢ Information Systems (accounting, audit the system of national ac-
counts).

In order to improve the ability of potential growth, the countries of planned
economy bravely headed towards market economy, which requircs a set of
fundamental changes and development of new types of production relations.
They should by all means empty the lifeless resources accumulated in earlier
economic practice; at the early stage of transition significant fall of produc-
tion is observable but it’s important to guarantee the economic growth in
order not to make transition period either too harmful or too long; otherwise
the willingness to support the economic reforms may declinc and even disap-
pear at all, which is the key factor in the process of providing successful
economic transformation.

The second chapter of the course-book describes the macroeconomic
instability as an ordinary event, specifies its reasons, and elucidates the prob-
lems of liberalization and inflation of prices, shakiness and deficiency of state
finances and selection of exchange rate.

The transformation of national economy, accompanied by the changes in
administrative management system into market relations, that is typical to transi-
tion phase, its negative impacts on macroeconomics toughens in short period.
Conscquently, the restoration of gross national product can be a real problem.

During transition phase any country’s peculiarity is: its global instability.
This determines the macroeconomic problem, which should be solved during
transition- this is structural- investment transformation on technical- techno-
logical bases. Urgent solving of this particular issue determines the objec-
tives at the macro levels of cconomic transformation that faces the country
and its institutions.

Macroeconomic instability, which has many different forms, has emerged
as a result of combination of past and present reforms, of their objective and
subjective influences.
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The preliminary conditions of countries under transition can significant-
ly vary. The difference can be in the degrec of macrocconomic instability. The
instability can be revealed in budget and foreign trade deficit, foreign debt,
limited currency reserves; considerable loses in banking system and state
enterprises.

Stabilization policy solves the problems that need an immediate action,
such as inflation, unemployment, instability of state budget, where monetary
and fiscal policy is used. The structural adaptation is concemned with the
issues of long — term cconomic growth, namely disorder in production ccon-
omy, control of prices, interest rates and exchange rate, tough customs tariffs
and quotas, introduction of taxes and subsidies. The coincidence of the im-
plementation of above-mentioned activities is crucially important for transi-
tion economy.

Short-term stabilization policy should be supplecmented with the structur-
al reforms in the spheres of budgeting and finances, monectary — fiscal and
foreign economic affairs, as well as systemic rcforms in ownership relations,
enterprises, prices and labor market. Long term perspectives of stabilization
can be provided only in case there are indirect mechanisms of macroeconomic
control.

The third chapter of the book discusses the general tendencies of trans-
formation of statc’s economic role in countries under transition. The chapter
also deals with the objectives and goals of state regulation, discusscs the
peculiaritics of state’s socio-economic formation and the procedures of insti-
tutional transformations. It suggests the economic strategy towards post-
industrialization. The chapter argues that market relations cannot be estab-
lished, socio-economic system’s deficiency cannot be overcome and progress
cannot be achieved without state’s active involvement.

State’s economic role and position is radically changing during the tran-
sition phase. Because it’s important to set up strictly centralized state regula-
tion and form completely new system of economic management. This can be
achieved only thorough the elimination of state’s domination over the eco-
nomic system, strengthening privatization processes, fostering competitive
relations, creating new marketing — institutional environment, harmonizing
interests. It’s true that government’s dominating power should be eliminated
but establishing new marketing — institutional environment and market cul-
ture should be developed only under the state’s active legislative, coordina-
tive and stimulating control.

In order to assess states’ economic role it’s important to consider its
involvement in economics, its regulating degree, it efficiency, optimization of
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state’s role, how it responds to historical challenges and needs for develop-
ment,

For determining the efficicncy of state regulation first of all it’s important
to check the correspondence of the acquired results with set goals and the
expenses necded for it, (It’s important to reduce them).

Yet government is the only subject of the society in modern world, which
can coordinate the transformation of the state. Its participation and influcnce
of cconomic processes is crucially important.

The basic objective of state’s participation in national economic adminis-
tration is the realization of economic potential and initiation of favorable con-
ditions and institutions for the development of new system.

The process of selection and approbation of indirect regulation mecha-
nisms is under way during transformation period. At the starting stage they
are not as important; their importance only increases in the course of develop-
ment of market relations. Later when the methods of indirect regulation achieve
their results and become sufficiently stable, they have a preference in compar-
ison with the direct methods, as they don’t contradict the basic regulator, —
market mechanism but supplement and enrich it.

The structural and institutional transformation of the economy is a long
process. If it is well organized and purposeful then it's the unity of concrete,
coordinative events initiated by the state.

Implementation of institutional reforms implics creating market institu-
tions on every level of national economy. The institutes at macro level have
more significance as they control the internal market and the whole system
itself. The institute of private ownership is most important, because they
regulate the independence of making economic decisions of subjects operat-
ing on market, their liabilities and obligations, stimulation of reduction of
expenses and rational utilization of resources.

The practice of economic transformation in transition countries has proved
that the absence of institutional component increases informational indefi-
niteness, raises the risk of fail during exchange processes and signing con-
tracts. All these increase economic, social and transactional expenditures of
goods and services. Market cannot operate without institutional environ-
ment. The basics of building and developing modem institutions lies in. the
correlation of contracts and agreements, that cuts down the informational
indefiniteness and risk rate, provides firm guarantees and decreases transac-
tional expenses.

The fourth theme is focused on the issues of transferring ownership from
state to private scctors, it’s essence, explaining the ways and mcthods, ana-
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lyzing the socio-economic cffects of privatization, working out state’s regu-
lating strategy and searching for the ways for restructuring enterprises, re-
vealing the peculiaritics and complexities of privatization in countrics under
transition.

While shifling to market economy one of the most important directions is
transformation of ownership relations, aimed at the establishment of private
ownership and economic variety, formation of real economics in production
and service spheres, relevant to the demands of market economy, motivating
productive labor and enhancing financial conditions of the country.

Privatization is commonly considered as “abandoning” statc ownership
and the central element of economic reform. While implementing privatization
the governments of transition states use different methods and approaches.

While carrying out the reforms like — liberation of prices and foreign
trade, solving the issues of national currency convertibility, the appropriate
legislation enters into force, strict financial limitations are put into practice for
enterprises, the salaries and utilization of resources are determined by priva-
tization:

¢ Raise labor productivity; as the owners and managers of enterprises
wish and strive to act in order to raise their conditions and rule out the risk of
bankruptcy;

. Decrease the deficit and surplus of goods. For ensuring efficient
activities enterprises should take into consideration consumers’ demands. As
a result, they should analyze and study exactly what is necded, define the
number of consumers who can purchase given goods;

e Strengthen competitiveness. Privatization facilitates the decrease of
monopolistic competition of state enterpriscs and the development of pure
competition.

Unsatisfactory job performance, low efficiency of state enterprises, and
the desire to increase labor productivity and decrease the low quality produc-
tion that socicty is not willing to purchase, results in the strong support of
privatization by national economies of the countries under transition.

Historically, none of the countries has attempted to launch this kind of
privatization. Many think that mass privatization is the key aspect of market
economy and it should be applied very rapidly. One of the reasons for this is the
belief that private companies are essential for market economy. It should be
mentjoned that most problems arise during the privatization processes of large
state entcrpriscs. There’s no doubt that it’s the most complicated among the
objectives of economic reforms. Much time and great effort is required to draw
privatization to an end, as it is always accompanied by serious predicaments.
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The key clements of privatization in transition countrics are: complcxity,
diversity, consideration of subjccts and fields, rational rcgulation by state.

In order to make privatization successful, it’s also important to carry out
other reforms as well, such as: price reform, strict budget constraint, form
competitive environment, adopt laws that will encourage cffectively operat-
ing coterpriscs and capital inflow,

Successful privatization requires the intcgration of the capital and techni-
cal experience in professional knowledge management, being in possession
of wide range of information about markets and products.

Emergence of great number of private enterprises and stockholders
couldn’t change monopolistic nature of post socialistic cconomy. Besides,
monopolization degree hasn’t slowed down together with reforms; only state
monopolization has been substituted by private one.

The fifth chapter dcals with the nature of social risk and its types. It
describes the peculiarities of social risk in countries under transition and
proposcs its management on micro and macro levels. It outlines risk concepts
and the strategy of socio-economic development in transition economies.
Depicts the peculiarities of social sccurity and offers the programs of social
security in post- socialist countries.

The peculiarities of social policy during transition phase lie in its instabil-
ity, alternativeness and multi-direction. Within a short period of time it’s pos-
sible to radically change the objectives, goals and contents of the policy,
because it greatly depends on subjective factors (the doctrine of economic
devclopment, political situation) and objectively existing limitations.

e  Objective limitations, which influence social policy and its imple-
mentation, are as follows;

e  Social expenses of the reform (decreased standard of living, mass
poverty, mass unemployment), arises within the first ycars of reform and which
becomes never-ending and uncontrollable later;

¢  Financial limitations that are due to budget crisis, significantly par-
rowing the taxation because of reducing true wages and profits. Besides while
increasing social meaning of budget, which is determined by growing number
of not wealthy that require special support form the state;

e Institutional limits: absence of professional management staff, which
could ensure the formation of social policy programs on rcliable information-
al, reasonable administrative dccision-making and assessment of consequenc-
es on the bases of new methods existing in countries under transition.

Due to these and some other limitations social policy in transition econ-
omy is entrapped.
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The common peculiarity of postsovict countries is the social policy, which
confines the social policy before providing maintenance to socially unse-
cured. For the rest of the society, individual responsibility becomes foremost
— when their income completely depends on their working capacity and type
of job. Ncarly every transition country has adopted the social laws, which has
decreascd the amount of social warranties from state,

Social sphere and distribution system rcmains the weakest point even at
the second stage of reforms; it couldn’t change into an independent factor of
economic growth, which influcnces it by means of composite demand, accu-
mulation and investments.

The increase of inequality and poverty rate has slowed down social effi-
ciency that on the other hand influenced economic efficiency: the largest
accomplishment of social economics, highly qualified potential has broken
down, the labor productivity has decreased twice as compared with the pre
reform period; all these significantly hampered economic development. To-
gether with them it was negatively affected by the considerable decrease of
income, which reduces purchasing power, the amount of supplied goods and
number of customers.

The rigid, expanded reproduction of poverty clarifies that after the state
has “lcft” social sphere, by commercialization processes and low income of
the society, low lcvel of savings and investments, of capital accumulation,
labor productivity and average income, transition economies found them-
selves “entrapped in a vicious circle of poverty”. Thus, poverty has become
the essential macroeconomic problem of transition economies, after market
development and economic growth.

The sixth chapter defines the role and objective of transformation of fi-
nancial, budgeting, taxing and monetary systems for ensuring financial stabil-
ity. It brings out the main directions of financial policy, discusses the issues of
choosing the sources for funding budget deficiency in transition economy;
identifies the problems of taxing system, state expenditure optimization and
financial market development.

Monetary, budgetary and price policy issues are of vital importance for
transition economies, because their in time rcalization can determine rapid
economic development, minimization of inflation, decrease of unemployment,
and settlement of the social problems in the country. According to the above-
said, during the formation process of market cconomy it’s crucial to work out
new approach to state financial system’s key entity —budget, balance budget
receipts and outlays, identify the real deficit limits, improve taxing system,
enhance enterprises, monctary policy regulation and management issues.
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For socio-economic development of the country, structural transforma-
tion of economics and specdy stabilization processes it’s significant to clev-
erly analyze the basics of budget formation, income sources and channels,
mechanisms of their creation and utilization, rational involvement of coun-
try’s leading political and economic potential.

The hardcst objective of transition economy budgeting is the stabiliza-
tion, which is so essential for unhampered reforms, by means of strengthen-
ing the set of budgetary policy instruments. Budget should serve as an impe-
tus to the revival of economics, cspecially private sector growth and influ-
ence the advance of cconomic and administrative infrastructure. Because it’s
practically impossible at the first stage of transition to completely transform
the activity of budget authorities and especially of tax system and budget
planning, the formation of budgetary policy should be taken into account.
Morcover, the structural transformation of budget should be done step by
step, so that not to impede state revenue receipts and maintain their key
functions. It’s important to work out temporary instruments for short-term
budgetary policy in order to achieve cconomic stabilization, gain time and
later make desirable changes in instruments, which will remain long-term. Struc-
tural transformations set forth the issues of social justice that should by all
means be considered at early stages of transition period. Besides, in countries
where sensitivity towards social justice and harmony is high, special taxation
measurcs should be exercised for the achievement of consensus and suc-
cessful implementation of reforms.

The abandonment of centralized control by market economy raises the
nccessity of new approach towards budgetary policy. Certain steps can be
taken immediately in frames of tax policy. Firstly, for the rapid growth of pri-
vate sector tax rcform should cxempt them from discriminatory taxes, which
will be substituted by imposing penalties. Of great importance is also to cut
down the taxes according to the categories, not to make any special benefits
to anyone, and introduce equal rules for all of them.

Also it’s crucially important at an early stage of transition, which is ac-
companied by high level of inflation to take security measures for budget
receipts.

At an early stage, budget should be used as the key instrument for eco-
nomic stabilization as: to reduce liquid funds, at least to prevent their addi-
tional growth and provide necessary resources for the recovery of different
economic sectors.

The structure of tax managing authorities should change to facilitate the
accomplishment of tasks, which involve new procedures of sanctions. Sever-
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al years arc needced for structural modifications, as far as it requires overall
reorganization, selection and retraining of appropriate staff. For strengthen-
ing tax authorities it’s essential to take decisive steps. It’s important to create
more effective controlling system to fill the gap, which remains after the mod-
ification of central planning. It’s also important to set up the adequatc system
for stimulating government officials. It’s likely that initial adjustment of prices
will lead to significant decrease in salary. Under such conditions in order to
reduce corruption and stimulate tax collectors it’s important to use such spe-
cial mechanisms as paying premiums in accordance with the tax amounts
collected by them.

Budget authorities should work out special mechanisms for balancing bud-
get outlays and not rcly on planned decisions. As far as this will need certain
amount of time, which will make possible irrational utilization of resources, at an
initial stage it’s important to toughen control on expenses and their records.
Since burcaucratic clements have different opinion about their responsibilities,
its’ possible to create chaos, that can negatively affect budget expenditure
policy in such significant spheres as exploitation, service and social security.
Reorganization of the cxisting systems of social maintenance and social assis-
tance, creating new facilities for the population and development of their pro-
fessional skills, reactivation of social sccurity system are necded against prob-
able constraints. Envisaged budget constraints and market principles for deter-
mining salary should define the distribution of maintenance in favor of socially
unsecured. This will encourage the reorganization of ¢xisting administrative
mechanisms, which will be oriented on distributing assistance.

While shifting to market economy it’s important to transform institution-
al practice of deficit financing and cash management. As far as cash inflows
are not automatically sterilized, budget cannot be financed by means of mon-
ey emission with the help of savings. Such a strict budget constraint forces
official bodies to change work practice. Because the difference between de-
posit rate and loan rate is significant and government is obliged to pay much
more on its own loans, the practicec of keeping big amounts on bank accounts,
by those bodies that owe much to banks, will become inefficient. Efficient
capital management is necessary for reducing expenditures. Moreover it’s
important to eliminate the practice of accumulated unsettled debts by differ-
ent public enterprises and organizations.

At an early stage of transformation the structure and amount of budget
outlays are not formed according to the demands of country, but according to
the financial position of the country. As a result budget should be drawn up
socially oriented.
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One of the concemns of budgetary policy is to clarify the priority of fi-
nancing expenses from the budget. Obviously state cannot finance equally
every sphere of socio- economic activity. Thus the priorities of financing
cxpenses should be defined and proved, which the state will undertake for a
certain time. Prefercnce should be given to such fields as cconomics, state
investments, dcfense, the social infrastructure, cducation and science. Fur-
thermore, expenses of legislative and executive bodies should be cut down.

Main direction of budgetary policy is the reduction of budget deficit by
rational organization of budget receipts and outlays. Thus among budget
activities the most important is working out the deficit financing system.

In order to overcome budget deficit, state should take care of constantly
growth of finances by improving economics, expanding production and raising
efficiency. Budget deficiency shouldn’t be financed by banks, because it can
result in the development of inflation and negatively affect investment processes.

Government can also issue securities (bonds, short-term obligations, trea-
suries, etc.,) and distribute them among banks, enterprises and society, in-
tended for the growth of budget reccipts.

While shifting to market economy it’s important to transform institutional
practice of deficit financing and cash management. As far cash inflows arc not
automatically sterilized, budget cannot be financed by means of money emis-
sion. Such a strict budget constraint forces official bodies to change their
work practice.

For effective solving of state financial and monetary policy, it's strategic
and tactical objectives, of greatest importance is the management and regula-
tion of state debt. As a result of this successful mechanisms of managing
domestic and foreign debts should be cstablished and put into practice, which
is not exercised yet in most transition countries. Main concern of foreign debt
management should be gaining benefit from foreign finances, providing mac-
rocconomic stability and maintain payment consumption. To achieve this state
should well consider the relationship among investments, economic growth
and foreign loans. However, appropriate legislative and methodological doc-
umentation should be created for managing domestic debts.

The seventh chapter explains the peculiarities of human existence in post-
socialist countries; explains the life standard identification and the issues of
social differentiation while shifting to market economy; it discusses the ques-
tions of employment and unemployment and labor market development in
transition economy.

Shifting to transition economy usually has “pitfalls” as from economic,
as well as from political point of view. At the starting stage it seems that
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transition economy will change into an unimpedecd, functional market system
that will in perspective provide high level of living.

In countrics under transition, the quickness of economic reforms, its level
and success is influenced by the political instability. Owing to this, the eco-
nomic development in different countries differs considcrably. There is no
suspicion that economic transformations, aimed at establishing market econ-
omy, depend on political changes. It’s likely that shifting to market economy
should be more difficult compared with the overthrow of totalitarian regime,
especially if there is no agreement about the direction of shifting to market
economy, also about the understanding of the mechanisms of its functioning.

After decades of centralized planned economy ruling, market economy is
long and risky thing. After the euphoria of newly achieved independence
soothes down and people face unemployment, shortage of goods, corruption
and general economic disorder (every country during transition period under-
goes these processes), the attractiveness of market economy can easily van-
ish; besides the transformation can become a never-ending process. Some
countries give preference to mixed economy, wherc the government controls
national economy.

Despite differences, social expenses of market reforms have common ten-
dencies in transition countries connected with the fall of living standard,
mass unemployment and poverty, deeper difference among incomes, the col-
lapse of social warranties of soviet states.

In countries under transition there’s mass unemployment and amongst
them qualified, potential labor power. The economic growth greatly depends
on the ability of working sources to adjust to varying market requirecments,
which should be facilitated through working out employment strategy.

The labor market of transition countries is inflexible, which negatively
affects the reduction of unemployment and don’t correspond to the require-
ments of economic and political efficiency. Thus, in these countrics the ne-
cessity of state control over labor market becomes vital.

While exercising state employment strategy in post-soviet countries,
special attention should be paid not only to the creation of places and
retraining programs, amending labor legislation and other events, but also
to monetary, taxing policies, subsidiaries of entreprencurs and preparation
and retraining workers and implementation of many other economic related
issues.

The transition period can be regarded accomplished only when the cen-
tral objective is achieved — social living standard corresponds to world stan-
dards.
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The country under transition should preferably consider the creation of
labor market regulation program similar to Swedish program, which is the most
successful for the last three decades in Europe. It comprises the following
components:

» The organization of courses for retraining and improving the qualifica-
tion of staff;

e The work placcs for unemployed;

o Allotting subsidiarics for order makers.

If the above-mentioned cvents arcn’t successful, then the state should
form of temporary employment agencies.

There’s a strong interrelation between the amount of maintcnance and
the unemployment period. In the whole, thc country will benefit if there are
lots of people involved in work processes. Thus, clever policy will use the
insignificant amount of assistance together with the expenses needed for
retraining and give an unemployed a chance to gain new profcssion and
find a job. These are the prioritics of Swedish progrum that make it success-
ful.

The theoretical and methodological survey of transition cconomy facili-
tates the formation of students’ independent economic thinking, helps him/
her to reveal his/her own approach about efficient stratcgy and economic
policy. The course will not only expand students’ knowledge, but also help
him/her to develop the abilities of handling theoretical and practical problems
indcpendently; course is designed to give the student an opportunity to
participate in discussions on a professional level and support his/her own
opinions.

The theoretical and methodological survey of transition cconomy facili-
tates the formation of students’ independent economic thinking, helps him/
her to reveal his/her own approach about efficient strategy and economic
policy. The course will not only expand students’ knowledge, but also help
him/her to develop the abilities of handling theoretical and practical problems
independently; course is designed to give the student an opportunity to
participate in discussions on a professional level and support his/her own
opinions.
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