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POST-COMMUNIST TRANSITION AS INSTITUTIONAL
DISINTEGRATION: EXPLAINING THE REGIONAL ECONOMIC
RECESSION

K. Z. POZNANSKI

The most important aspect of the so-called transition from a communist economy is that
each reforming country has immediately entered into massive recession. Only a systemic de-
terioration could cause such a negative economic turn. State agency was at the core of the
communist-type system and the role of the state remained central during the transition as well.
It was the weakening of the state in the process of its own reforming—or reinventing—that was
responsible for the growing economic pains of the late communism. Further decline in the state’s
ability and/or willingness to manage economic affairs forced Eastern European economies into
an even deeper distress. The greater the damage to the state capabilities, the more severe the
recession, as comparison of Poland and Russia amply reveals. In contrast, where the state, while
being reformed itself, remained firmly in charge, as in China, converting the communist system
into the capitalist one has been recession-free.

There are many different conceptualizations of post-communist transition,
but it can be said that most of them are open to question. In fact, the com-
monest way of looking at the transition process is possibly the most inadequate.
The historic transition in Eastern Europe (broadly defined to include the Euro-
pean parts of the former Soviet Union) is generally viewed as a positive process
of institution-building—that is, of bringing back competitive markets and private
property. However, this conceptualization has not served the post-communist re-
formers well when making policy choices, though admittedly there are other, less
benign reasons for such choices. These errors are in large part responsible for the
initial establishment of some rather unstable, half-reformed economic systems, and
these negative systemic outcomes have in turn led to the disappointments of the
early stages of transition. In particular, they can be blamed for the unprecedented
region-wide recession, which has shaved off about one quarter of the national prod-
uct of Eastern Europe.

I take a contradictory view: transition, if viewed properly, should be seen
as an open-ended process that may assume a positive institution-building form;
however, transition may also turn into a negative institution-degrading process.
We should not think about the transition exclusively in terms of a replacement of
communism by capitalism; this immediately creates positive images of change be-
cause we tend to associate capitalism with efficiency and progress and communism
with waste and regression. There is nothing wrong with this image if taken as a
general proposition, but to succeed with a specific analysis, instead of focusing on
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2 K. Z. POZNANSKI: TRANSITION AS INSTITUTIONAL DISINTEGRATION

markets and property (the two categories used to define the differences between
communism and capitalism), one should look at this systemic process in terms of
what is happening to the two other institutions found in both of these systems:
state agency and civic order (i.e. society).

From this alternative perspective, transition cannot be judged as anything but
a largely negative development, for it has simultaneously caused a major weakening
of both the state and society. States have become more autonomous or alienated
by allowing the private interests of their officials to override public interests not
only in growth, stability, and equity but also in safety. At the same time, societies
have turned from civic to selfish drives, making effective operation of the state
much more problematic. Transition has been a negative—regressive—process, not
only due to this state/society degradation but primarily because some degrated
markets and property have only just been able to emerge. While these economies are
moving towards capitalism, markets are plagued by undue political influence, excess
speculation, breaches of contracts, etc. In addition, property, while increasingly in
private hands, has initially become grossly undefined and generally insecure.

I find this state-society approach superior to the one centred on markets and
property, since markets and property can function only if embedded in a healthy
state-society setting. Sound markets and property require extensive competition
and stable ownership, which only come with effective state regulation of business
dealings and an effective enforcement of property rights. Perhaps even more impor-
tant for the soundness of markets and ownership is that society accepts competitive
outcomes—possible loss and reward diversity—and displays respect for property as
well. Thus, when state and/or society deteriorates, the foundations of private mar-
kets are fractured as well—which is exactly what has happened to the economic
systems in transition countries.

Those who take the view of transition as a move from communism to capi-
talism cannot usually reconcile their positive position on systemic change with the
striking fact that at the time of this systemic change all the economies of the region
have gone into unprecedented recession. As a general rule, the presence of this re-
cession is denied or downplayed on the grounds that much of the decline in output
is overstated by imprecise statistics; the latter suffered from manipulations by the
planners under communism and are now unable to capture the qualitative change
brought by transition. Typical explanations of the recession are hard to square with
the economic realities of the transition, but, quite surprisingly, this line of reasoning
usually goes unchallenged. Only when the alternative view—which concentrates on
changes in state and society—is adopted can one reasonably address some of the
discomforting aspects of economic performance in transition economies.

Taking this position, I argue that no single factor other than the parallel
collapse of state and society, combined with the reappearance of deformed markets
and unstable property, can explain the recessions that have erupted in transition
countries. Nothing other than an institutional implosion can account for a recession
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as massive as the one that has ravaged post-communist Eastern Europe. This is far
worse than any modern recession, including the Great Depression in the 1930s. This
well-remembered episode in the capitalist past can be also linked to an institutional
break-up, though of visibly less severity; this explains why the Great Depression
was less damaging (though not on all accounts, since investment, in general, has
suffered less during the post-communist transition).

The transition process has not been uniform in the region, and there are cer-
tainly major differences in both the conduct of reforms and the pattern of recessions
in the respective countries. While all states in Eastern Europe have entered their
own crises, some important differences in the exact mechanisms of these respective
crises are apparent. It can be demonstrated that, depending on the nature of the
state crisis, the severity of respective recessions also differs. The countries where
systemic change has been more radical have seen their economies deteriorate more
than those with a more measured or conservative approach. Moreover, whenever
the systemic process has been more chaotic, the economic results have been worse
than in those cases where reforms have proceeded in a rather systemic way. Con-
sequently, the worst cases of recession have been in those economies where reforms
have been the most radical in speed and chaotic in fashion.

The relatively limited crisis of the state can be linked to radical changes in
the name of creating a “minimum state”, conducted in a rather organized way by
a still-coherent state. This has undoubtedly been the case in Poland, where the
(crafted in a liberal fashion) “shock therapy” programme was intended to achieve
exactly this. Poland is for this reason the country least damaged by recession.
Hungary seems to fall into the same category, for the reformers here acted with
a similar minimum-state vision in mind, though Hungarian measures have been,
at least initially, more conservative. The significantly worse, nearly catastrophic
recession which has hit Russia and Ukraine can in turn be linked to the much more
radical and, at the same time, chaotic changes which have taken place while the
state has virtually collapsed due to the evaporation of its authority.

In order to succeed without a massive recession—i.e. to cut recession down
to a manageable size or to avoid it altogether—transition economies did not need
a sudden weakening of the state, as actually occurred, but careful reform of it.
There was nothing unusual about a powerful state under communism, because all
modern economies are characterized by powerful states, and as markets expand so
do states. Rather, what was, if one could use this term, “non-modern” about the
communist state was its peculiar type of behaviour with respect to other economic
agents: both enterprises and households. The communist state was not doing
the right type of things, and these had to be changed in the course of transition
while keeping the state—in part because of the needs of the pro-market reforms
themselves—very powerful in order to provide a largely different set of services
required for the market to operate properly.
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4 K. Z. POZNANSKI: TRANSITION AS INSTITUTIONAL DISINTEGRATION

Instead of taking the view of the early reformers—i.e. that transition entails
a substitution of states by markets—the process should be viewed as a parallel
restructuring of both states and markets. After the collapse of communism as a
political system, a different, though not necessarily lesser, state was needed, and
different, not necessarily more, markets were required. Transition entails a restruc-
turing of states into agencies which are to be compatible not with the hegemonic
party—as its superior—but with a market. It is not that markets had to be in-
vented, since they already existed under communism, but rather that they have had
to be further articulated. In short, transition involves moving from the existing,
largely informal, and defective markets with low payoffs, to formal and effective
markets where rewards are generous and diversified.

Opening remarks: false conceptualizations and fictionalization of reality

It is truly amazing what has recently happened to the general attitude within
that group of professional economists involved in the study of East European
economies. With the departure of communism, the profession’s evaluation of the
regional economic situation has completely changed from a very negative assess-
ment about both the economic system and the related economic performance to a
very positive evaluation of both. The communist state-run system was typically
blamed for a confusing form of decision-making and for what was perceived to be an
increasingly disappointing regional economic performance; the latter was frequently
described as economic stagnation. Then, with all former communist countries mov-
ing into transition, the region suddenly started receiving a favourable evaluation
for its reformed institutions and for an economic performance it had apparently
started to produce.

Communism was correctly criticized for running an inefficient and, in some
ways, irrational system; however, even with all these imperfections, it delivered
some measure of economic growth right up to its last days. If official statistics are
to be trusted, the economies grew everywhere (except for Hungary, which spent the
last ten years of communism with an overall flat level of national production. Poland
is another special case, since it was the only communist country in the region that
registered a serious economic crisis under communism, though this happened some
time before the end of the system (during 1979-1982). Later, Poland’s economy
expanded year by year at a respectable rate, though the quality of production—
due to limited imports—was at the same time falling visibly. The same technical
(qualitative) deterioration was taking place elsewhere in Eastern Europe, meaning
that real economic growth was less than suggested by production figures alone.

This regional growth slowed considerably just before the post-1989 transi-
tions officially started; however, this cannot be blamed on communism, since these
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slowdowns took place during an interim phase. In some places, like Poland, major
reforms had taken place shortly before the 1989 transfer of power from the commu-
nist party, and many of these changes—often quite bold (e.g. reduction in farming
subsidies and price supports)—had a disturbing effect on production. Bulgaria suf-
fered economic slowdown before 1989, largely due to adverse developments in its
agriculture (in part due to migration by members of the Turkish minority, mostly
engaged in farming). The sharpest pre-1989 downturn took place in Romania,
which was not due to reforms, as in Poland, but rather to disarray in the state
administration.

Even if the above statistical observation was incorrect and the late communist
economy, as some argue, was suffering from a region-wide recession in disguise, this
does not impact my main point. Even with the performance as bad as some would
suggest, the regional economy after 1989, when post-communist changes were ini-
tiated, took a negative turn which was far worse than the one attributed to late
communism. It is doubtful that any of these critics would go as far as to claim that
post-Soviet Russia has suffered less than Brezhnev’s or Gorbachev’s Soviet Union.
But while the early post-communist performance looks like a catastrophe—again,
even this interim period is ignored—there is very little, or no talk among main-
stream economists about the emerging replacement—i.e. some form of capitalism—
as being equally or possibly even more irrational than the communist system used
to be.

To understand this attitude it is necessary to examine the dominant view on
the transition from communism—that is, the view shared as much by the post-
communist reformers as by the broad public. From this perspective, the process
of undoing communism is viewed narrowly as a process of remaking a complex
system of institutions. Importantly, this process is defined as a straightforward
substitution of (communist) states by (capitalist) markets, which itself is assumed
to ensure systemic improvement. Accordingly, the progress of transition is mea-
sured in terms of shrinking states and expanding markets, particularly the spread
of private property and the decline in state holdings. When reformers indeed en-
gage in the replacement of states with markets, of course there cannot be any lack
of measurable evidence that transition is a success.

When transition is defined in such purely positive terms—as a sort of “salva-
tion”, or final solution to various systemic problems from the more or less distant
past—it easily becomes incomprehensible that switching from presumed-inferior
states to assumed-superior markets may produce the opposite. In addition, when
some major economic distress comes along, such as the massive post-1989 reces-
sion which has accompanied the transition from the start, there is a tendency to
dismiss it as an illusion linked to the very nature of transition. Alternatively, it is
admitted that it is a real economic phenomenon but one which is not directly linked
to the actual policy choices of the post-communist reformers. Instead, this negative
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outcome is blamed by mainstream economic opinion on the initial conditions, left
as an inescapable legacy of the now-defunct communist system.

Reality of recession. Using official national accounts, one finds that even
the luckiest countries of all, such as Hungary and Poland, suffered an initial loss
of their total production—close to twenty percent continuously in three and two
years respectively. Others, such as the Czech Republic, saw their national income
go down by almost twenty-five percent three years in a row, and in Bulgaria and
Romania the total incomes fell by close to thirty percent for four and five years
respectively. When transition started in East Germany, the loss was even worse,
totalling as much as thirty-five percent in a single year, and when the former Soviet
Union initiated its reforms, its cumulative output losses often reached fifty percent
(e.g. Russia and Ukraine), or sometimes turned out as high as sixty percent (e.g.
in the post-Soviet Lithuania).

Although, I will concede, that there are serious measurement problems with
national accounts, these problems are not impossible to overcome. Furthermore,
importantly, when some other more reliable indicators are applied, there cannot be
any doubt that the recessions have been very real—and undeniably very bad. If one
prefers not to look at official national income figures, there are some physical data
on production that undeniably show a sudden downturn, such as in agriculture (e.g.
in Hungary, where real—corrected for inflation—output was down by 50 percent
as late as in 1997) or in certain heavy industries (e.g. coal-mining in Poland, where
output fell by 40 percent through 1993). A parallel decline in pollution can only
be attributed to this fall in production (given that environmental laws did not
instantly become stricter or more enforceable nor could anybody have managed so
quickly to put anti-pollution measures into place.

Sharp demographic deterioration is another, possibly even more trustworthy
piece of evidence indicating the enormous depth of the post-communist recessions.
For instance, the officially reported shortening of lifespans cannot be blamed on
statistical inadequacies, as there cannot be any serious incentive for people to over-
report death. The reports on lifespan shortening are quite alarming, particularly
in Russia, where the average span among males, after making some gains late in
the eighties, showed a decline of five to six years (bringing it to the level typical of
the most impoverished countries). Statistics on fertility losses, which are also hard
to doubt, provide further proof that transition entailed a demographic crisis, and
thus itself cannot be treated as anything else but crisis.

Even those who accept the recessions as real often refuse to address the
issue of recession itself on the basis that it has been quickly made irrelevant by
the subsequent recoveries, which are presumably spreading to all corners of the
region. This view is fuelled by the fact that many have already recovered from
the recession and show strong production growth and healthy budgets that are
often admirable by European standards. One of these economies is the Polish, in
which recession lasted for a little less than two years, and in which annual rates of
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national product growth have since been in excess of five percent. Other countries
have shown healthy, steady recovery as well, such as Slovenia and, somewhat slower,
Slovakia. Poland is most often mentioned in these positive accounts, because there
is a tendency to view Poland as the country which, from the start of transition, has
paved the way for the region.

Some other recoveries have already managed to move from one recession to
another, in particular Bulgaria in 1996-97, where a ten-percent decline in national
product was reported; not only Romania in 1996 but also the Czech Republic in
1997 showed respective declines, and in Hungary in 1995, only minimal growth
was experienced. Importantly, in many critical cases, like the populous countries
of Russia and Ukraine, recessions have not yet been arrested, though they started
almost seven years ago. In the case of Russia, with an already suffering economy,
it was lucky to delay further decline for two years; Russia took another major hit
in the mid-1998 downturn, highlighted by a remarkable fall of the ruble by one
third and a huge run on dollars. While the currency and prices have stabilized, it
is expected that the national product of Russia will again show a negative rate for
the whole of 1999.

Incomplete explanations. With the attitude of denial within the economic
profession regarding the post-communist recessions comes a widespread lack of
interest in studying the phenomenon. Very little has been produced by economists
in terms of theoretical accounts, and most of what has been done is of doubtful
value. Furthermore, statistical analyses—attempts to test theoretical arguments—
are also very few and quite inadequate. Of all the countries in transition—and
suffering related recession—only Poland has received some kind of decent coverage
and debate (e.g. Berg and Sachs 1992; Poznanski 1993). The Russian case of
recession, on the other hand, despite its most striking nature, has not been studied
with much intensity at all.

There has also been no effort made to place this region-wide downturn in a
comparative perspective, save for the occasional references to the Great Depression.
The latter has been the case analyzed most often, with the analysis itself having
a profound impact on the discipline of economics. There is presumably something
to learn about the post-communist catastrophe from the lessons of the Great De-
pression, but no such lessons have been sought out. This is mainly because the few
comparisons attempted have largely been approached with an intention to prove
that there is actually no common features between the two to talk about.

When recession is not denied or ignored, there is a tendency to provide im-
plausible explanations which seek to detach the collapse of production from the
course of transition—i.e. to blame the reforms themselves. Even though in most
economies of the communist system there was some growth (albeit with the help
of subsidies) until their end, there is a tendency among the mainstream analysts to
blame the post-communist catastrophe on the communist past. In its final phase,
the communist system was greatly distorted, although not enough to cause a re-
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8 K. Z. POZNANSKI: TRANSITION AS INSTITUTIONAL DISINTEGRATION

cession of its own; it is still, however, said that the communist system left regional
economies so heavily distorted that once these countries entered the transition pro-
cess they pay for these distortions with production decline, higher inflation, and
growing unemployment. The mistakes made by the post-communist reformers were
assumed to have the effect of making the downturn in economic performance much
more pronounced.

In reality, however, the regional catastrophe is not a fatal, or unavoidable,
event but a consequence of severe mistakes made by the reformers in large degree
due to a misconception about the nature of transition. Seen as something which
could be substituted by markets, states needed some critical reform—instead they
were allowed to deteriorate. Since the state was still the essential element of the
overall system at the end of the communist period—i.e. the opening of transition—
by damaging the state’s capacity, the overall system was damaged as well. The
state could neither fulfil its proprietary functions towards the outgoing public sector
companies nor could it properly conduct the reforms needed by the emerging private
sector. This state crisis, universally found in the region and always quite extensive,
is the principal reason for the economic catastrophe.

Initially, when transition economies were taking their first steps in systemic
reform, there was some doubt about the role of the state in provoking economic
downturn. This was because the production decline seemed to be temporary and
thus possibly accidental. But the continuous extension of economic troubles—most
strikingly manifested in Russia’s recent slip from a terrible recession (which ap-
peared to have been arrested) to another uncontrolled fall—has forced economists
to rethink the role of state. There is, however, a tendency to treat Russia as a
separate case of transition and, consequently, there is a reluctance to consider the
state as an important explanatory variable. While society is increasingly seen as
partly responsible for Russia’s economic perplexity—for the same reason of pre-
sumed incompatibility—there is a reluctance to extend this view to other parts of
Eastern Europe.

Conventional argument: recession by conversion of imbalances

From the start of deliberations on post-communist transition, liberal thinking
managed to set quickly both the agenda and the approach for this historic process.
This was quite understandable, because the communist system’s ideological source,
Marxism, had lost much of its remaining appeal with the collapse of communism.
The demise of communism also elevated its major opponents, who happened to be
liberal thinkers. This is not to mention the obvious fact that turning to liberal
thought for help during the transition seemed only natural, since the transition
process has been aimed at strengthening both markets and property, which liberals
concentrate upon.
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Liberal controversy. Although the transition issue seems to have been “hi-
jacked” by liberal thinkers, this does not mean that the deliberations have lacked
controversy. On the contrary, a lively debate has emerged between two currents of
liberal thinking: the neo-classical and the evolutionary. The former is the main-
stream tradition, in which the focus is on the rational individual as the basic unit of
analysis and on equilibrium as a desirable state. The latter also takes the individual
as the basic unit of analysis but does not assume the individual to be rational, and
its focus is on disequilibrium. Importantly, while neo-classical economists consider
institutions as given or irrelevant, evolutionists take institutions as a core of their
economic analysis.

Table 1
Magor theoretical approaches to post-communist transition

Building Liberal approaches Statist approach
elements

Neoclassical Evolutionary
Origins Total fragmentation Partial fragmentation Bureaucratic
(communist of the system of the system paralysis
collapse) (imperfect state) (imperfect state and market) (imperfect state)
Transition Automatic return Past-dependent Reform of state
(Post- of markets reconfiguration agency (free
communist (linear systemic (open-ended change) policy option)
reforms) progress)
Destination Complete markets Unique types of sytems Genuine developmental
(final operated by advanced state (governing
system) capitalist economies of markets)

These two approaches differ greatly in their account of transition, beginning
with the critical question of initial conditions faced by reformers (Table 1). Briefly
speaking, the neo-classical view presents the starting point as the one in which the
former communist system, with its apparent irrationalities, has left a desperate
economy in ruins. What is left is a non-existent—also called “destroyed” (Bal-
cerowicz 1995)—market with a once overpowering state in a condition of chaos. By
the evolutionary account, these economies entered transition with weak, albeit not
defunct, economies that are strong enough to demonstrate some growth anyway.
The state is viewed as a pale version of the original, while many elements of the
market, though mostly in an imperfect form, are already in place.

Another difference between these two views (for the third, less-articulated
position on transition, which I call “statism”, see, for instance, Amsden et al. 1994)
refers to the conceptualizations of the reform—or change—processes themselves.
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For neoclassical economists this process entails an almost automatic “return” of
markets—with “good” prices—to fill the void created by the “withdrawal” of the
state. The process is fuelled by natural human propensities, such as an interest
in profits, a will to prosper, or desire to save for the future. For evolutionists,
transition is a protracted process where states are not substituted by markets;
instead, both are subject to reforms, with the state and market complementing
each other.

The other important difference refers to the respective views on the final sys-
temic outcomes of transition. In the neo-classical version of liberalism, it is assumed
that reformers have a relatively free choice with regard to the ultimate system. This
choice is limited only in the sense that some normal, working versions of the ex-
isting markets found in advanced capitalist economies are in the pool (including
the once-abandoned early forms of highly competitive—i.e. free of monopolistic
practices—markets before welfare state capitalism arrived: see Balcerowicz 1995).
In the evolutionary view, reformers are constrained by the communist legacy and
thus some novel forms of capitalism are likely to appear (even highly deficient ones).

The neo-classical view has become the leading liberal platform, defining both
the style of transition analysis as well as its overall tone and spirit. It is true
that numerous attempts have been made by neo-classical economists to admit the
presence of transition, but in most cases they only call it a statistical illusion caused
mainly by the fact that a decline under transition is apparently more detectable
than a growth of production. As the argument goes, during transition production
declines only in the state sector (which is assumed to report its figures more or
less accurately. The private sector in which there is growth, however, tends to
“underreport”, partly due to a defect of statistical services but also, and most
commonly, due to its tendency to operate in an undercover way (mainly for the
purpose of tax evasion). This is not a very convincing point, however, since at
the outset, when recession emerged, the state sector was dominant and the private
sector was negligible.

Admittedly, there is also a group of neo-classical economists which admits
the reality of recession and seeks an explanation for its emergence; by and large,
however, these are self-serving arguments with questionable intellectual—or theo-
retical—value. It is not only surprising that this catastrophic event, unheard of
in modern history, is given very little attention, but equally intriguing is the fact
that of the few attempts made, many are totally wrong, while many others are at
best impressionistic. This remark refers also to the most prominent line of thinking
that has developed mostly among the radical reformers—namely, the advocates of
so-called “shock therapy” (i.e. the combination of a rapid deregulation of prices,
harsh deflationary measures, and a commitment to fast privatization).

Conversion theory. The line of thinking about the sources of recession which
has gained most prominence in this light has been what I prefer to call “conver-
sion theory”. Crafted in the neo-classical tradition, this concept presents recession
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as a product of hidden imbalances left over by the communist system and thus
it is treated as an inevitable phenomenon (e.g. Berg and Sachs 1992, and Berg
1993). These macroeconomic imbalances involve: repressed inflation, which results
in shortages; hidden unemployment, or jobs performed by workers with negative
marginal productivity; and unnecessary production. All of these conditions are
related to specific state regulations (i.e. price—fixing, employment plan-targets de-
signed to assure full employment, and free credit for inventories to prevent deficits—
see Sachs 1993).

The core of the argument is built around the notion of unwanted production,
understood as a kind of production that could only exist under state planning. Most
common is the position that, under the state planning, there were many goods
produced for which there was no real demand—i.e. the demand came from the
state rather than from consumers (this production has been called “pure socialist
production” by Balcerowicz (1995), or “unwanted production” by Winiecki 1991).
In another version, this excess production is linked to the apparent over-building of
the industry, linked to planners’ obsession with heavy manufacturing (Aslund 1995).
(In the Russian context an argument is made that, in fact, the entire economy was
over-built during the late communist era due to a temporary windfall gain from
oil/gas exports, see Gaidar 1997.)

Recession is inevitable, since transition by definition entails deregulation, or
the withdrawal of the state from performing co-ordinating functions; as a result,
once-hidden imbalances somehow have to be revealed—i.e. forced out into the open.
Hidden inflation thus becomes open so that prices begin to rise until aggregate sup-
ply and demand eventually balance out. Disguised unemployment becomes visible
as well, for excess labour is laid off and unnecessary production is terminated as
well; as a consequence of this overall output goes down. Typical signs of economic
recession appear along the way—such as inflation, unemployment, and produc-
tion decline—though they are greatly misleading as they actually mask generally
positive economic changes.

This form of general recession is unconventional for it does not represent any
real cost to society; in other words, it is a cost-free economic recession. Conversion
actually leads to a change not in the size of the overall costs themselves but in the
form in which they are manifested in statistical sources. The difficulties related
to hidden inflation—i.e. the search for goods by producers and consumers—are
replaced by the equally burdensome inconvenience of rising prices. Unproductive
employment now becomes clearly redundant with no negative impact on the pro-
duction level at all. Meanwhile, the elimination of unwanted production for which
there was no consumer—as opposed to state—demand cannot cause any loss in
value, or aggregate welfare, either.

The conversion of hidden imbalances into open ones is advantageous, since
now economic imbalances are at least properly signalled. More importantly, such
conversion leads to easy, if not to say instant, recovery (Balcerowicz 1995). Since
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prices and wages now set themselves, it improves the economic signals perceived by
agents and makes their choices more rational. At the same time, by being plunged
into the competitive game, economic players—i.e. enterprises—find themselves with
additional resources at their disposal. These resources come from defunct, surplus
production and can be more usefully re-deployed in considerable quantities. This
is due to the fact that only desired production is allowed and under equilibrium
conditions there are stronger incentives to use them solely for productive purposes.

Recovery from a fictitious recession can only be fictitious, so that the con-
ventional economic language of recession/recovery becomes even more awkward.
Conversion entails more in the way of normalization—i.e. the transformation of an
unhealthy economy characterized by distorted signals—i.e. prices—into a healthy
one where the signals are correct (for more, see a quantitative study by Lipowski
1996). Once these economic signals have finally become truly reliable indicators
(reflecting conditions of supply and demand), agents start acting rationally and the
general equilibrium condition can eventually be achieved as well.

Given the nature of the post-communist (also called “transformational”, see
Kornai 1994) recession/recovery, deregulation should proceed as fast as possible,
since it shortens the whole cycle of production downturn and production upturn.
Due to the no-cost nature of recession, there is no gain whatsoever from extending
hidden imbalances by allowing the state to stay around. Besides, as has just been
said, an automatic recovery from a fictitious downturn in production is assured once
the conversion process is complete. From this perspective, conversion theory has
been quite useful in the hands of those supporting radical transition on other—i.e.
economic or political—grounds.

Some researchers have attempted to prove that recessions, though inescapable,
tend to be weaker in economies that adopt radical measures. Leaving aside East
Germany, which for reasons of apparent non-comparability may be excluded from
our analysis, Poland has been treated by these economists as an exemplary economy.
It is said that the radical programme introduced by that country, referred to as
“shock therapy”, resulted in the most superficial and briefest recession recorded
in any of the transition countries. The Czech economy—in which, many argue, a
fairly similar programme was introduced—also apparently experienced a relatively
weak recession in relation to the region as a whole.

Factual problems. It cannot be denied that both the Czech and Polish gov-
ernments adopted programmes that, at least by some standards, were more radical
than those introduced by many other states. However, when we add East Germany
to our equation, their attempts pale by comparison with the ultra-radical approach
of the latter. Following the logic of the conversion theory, one would expect East
Germany to have made an even better showing. Instead, however, East Germany
suffered a much worse recession: the fall in production experienced by this state, al-
though occurring over a much briefer time period than elsewhere, was at least twice
as sharp as that registered in the other two countries (keeping in mind that, unlike
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