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Ivo Bičanić 
 
45 Minute Talk on Croa-
tian Transition 
 

I will not be saying 
anything heretical or even 
extremely controversial by 
claiming that the transfor-
mation in Croatia has been 
a failure. Should I, how-
ever, go beyond the surface 
and into the implications of 
this claim I would be step-
ping on many toes and 
ruffling many feathers. 
Think about it for a mo-
ment. The 'failure thesis' 
goes to the very core of 
Croatia's transformation 
path, i.e. first to its inde-
pendence and the way it 
was defended and second 
to the nature of its radical 
break with its socialist in-
heritance. But while the 
'failure thesis' is widely 
shared by many, from the 
notorious 'man-on-the-
street' to the specialist and 
politician, the implications I 
mentioned are not yet on 
the social agenda. Obvi-
ously one day they will 
have to be addressed seri-
ously, in a sense my gen-
eration will have to explain 
itself to you, but the time 
this has not yet come. I do 
not want to open it here 
either but only mark it and 
continue as an economist. I 
made it only to point out 
that Croatia is not yet a 
stable society. After more 
than a decade and a half of 
transformation political 
economy is still more im-
portant than economics. 

With regard to the 
economic aspects of the 
'failure thesis' six features 
of the Croatian economy 
seem especially important 
(and, I think, provide am-
ple support for the hy-
pothesis). They also pro-
vide a good description of 

the Croatian economy. The 
six are: 

First, the possible 
benefits of favourable initial 
conditions were lost and 
not made use of. 

Second, the trans-
formation has generated 
crony capitalism. 

Third, the transfor-
mation has not generated 
‘Modern economic growth’ 
and convergence. 

Fourth, the Croatian 
economy is currently a fun-
damentally unstable econ-
omy. 

Fifth, Croatia's 
transformation followed the 
'Southern tier' path. 

Six, so far Croatia 
has not generated driving 
forces to change its devel-
opment path. 

That is not a de-
scription of a success story. 
Since four of the five per-
tain to the present and only 
one is historical I think they 
justify a little attention.  

Only very briefly 
with regard to the squan-
dered favourable initial 
conditions. Croatia started 
the transformation in 1989 
(yes, like the rest of Yugo-
slavia before Poland which 
is usually credited as the 
first; from a theoretical 
point of view this is impor-
tant and interesting since it 
implies that the transfor-
mation was internally gen-
erated and not 'imported') 
as a middle income econ-
omy with a relatively fa-
vourable economic struc-
ture, relatively developed 
markets, relatively high 
level of entrepreneurial 
know-how and a function-
ing public administration. 
Slovenia, another successor 
state of Yugoslavia, and 
arguably the most success-
ful transformation econ-
omy, was not much differ-
ent. Croatia looked like a 
likely success story but 

instead of that things went 
horribly wrong. So where 
are we 16 years later? 

The kind of capital-
ism generated by the Croa-
tian transformation can 
probably best be described 
as crony capitalism, a term 
which is being increasingly 
used in the literature. This 
is a system in which capital 
markets have second place 
and capital allocation is 
being determined by other 
means. This is also a sys-
tem in which large rents 
persist and in which quasi-
rents are generated, but 
neither are distributed 
through markets or com-
peted away. Instead they 
are distributed by rent 
seeking behaviour and 
state capture. Entrepre-
neurs see the state as the 
generator and protector of 
profits and rents and crony-
ism as a major way of 
achieving entrepreneurial 
goals. The state thus be-
comes important and large 
but weak. Corruption is 
widespread, the rule of law 
and contract security weak, 
and public administration 
and governance ineffective. 
While this kind of system 
may have generated for-
tunes for the few it has not 
generated growth. This 
brings me to the third fea-
ture of the Croatian econ-
omy. 

Croatia is not catch-
ing up in any important 
way with the developed 
economies of the world. 
Indeed, it has lost rank as 
some former socialist 
economies have overtaken 
it and it is a transformation 
laggard. With at best a 4% 
rate of growth, conver-
gence to the EU is slow and 
to make matters worse it is 
further falling behind the 
more dynamic middle in-
come world economies. 
Furthermore, even the 
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growth we have is not gen-
erated by something 
economists call ‘Modern 
economic growth’ and thus 
is not on a sound basis. 
Actually it is a state led 
growth and largely debt 
financed and is involving 
major crowding out, hence 
it could not be called 
'healthy'. With respect to 
sluggish growth another 
comment. It is related to 
impatience. Croatian living 
standards are still below 
those in initial conditions 
and there is a live memory 
of better times. This cre-
ates impatience and a con-
sumption bias, neither fa-
vourable to high growth. Of 
course a major acceleration 
is possible and history 
teaches us that it is often 
unpredictable so the poor 
growth performance could 
still have a silver lining, 
possibly. 

The sixth character-
istic concerns an estimate 
of current non-real sector 
pressures for change. Bar-
ring a meltdown, which is 
possible but because of its 
fundamentally unexpected 
nature I will not consider it 
here, Croatia has no politi-
cal will to change. None of 
the important economic 
issues are on the agenda, 
solutions to problems are 
reflexive (after the event) 
and based on the 'Haarlem 
technique' (the little boy 
who stuck his finger in the 
whole on the dyke) and not 
on some general coherent 
strategy. This is not the 
first time Croatia is missing 
an opportunity for change. 
Over the last decade it has 
experienced a couple of 
very favourable conjectures 
for change. In the mid- 
nineties (after the war), in 
the late nineties (after a 
tax revenue windfall), and 
the biggest opportunity of 
all came with the beginning 
of the century (with a po-
litical regime change). None 
of these opportunities were 
taken. Indeed the biggest 
one instead of change ac-
tually provided a cleaning 
and polishing. Crony capi-
talism's initial crudeness 
and rough edges were 
toned down and it became 
acceptable, even interna-
tionally acceptable. Thus at 
present I do not really see 
any internal driving force 
for change, in spite of in-
creasing social tensions and 
a deteriorating economy. 

Low growth and 
crony capitalism have, not 
unexpectedly, after a dec-
ade and a half led to a fun-
damentally unstable econ-
omy. While there is price 
stability (some would argue 
that at around 3% the in-
flation rate is too low, a 
straightjacket and itself 
part of the problem) and 
exchange rate stability 
(through managed floating 
around a Euro peg facing 
continues capital inflows 
leading to a overvalued 
currency in purchasing 
power parity terms) the 
real sector simply cannot 
stabilize. There is growth 
without new employment 
(not unusual for a former 
socialist economy) and high 
and stable unemployment 
rate, around 20%. The for-
eign trade deficit is unsus-
tainable with sluggish ex-
ports, there is an unsus-
tainable budget deficit with 
a prominent political cycle 
and unsustainable levels of 

social entitlements. Large 
administrative redistribu-
tions remain and some ma-
jor sectors (agriculture and 
shipbuilding) continue un-
restructured. Solutions to 
all these structural prob-
lems remain postponed 
promising economic insta-
bility will extend into the 
future. 

The fifth feature of 
the Croatian economy is 
that Croatia's transforma-
tion followed the 'Southern 
tier' path. This is a trans-
formation path shared by 
Southeast European econo-
mies and it is different from 
the Northern tier (experi-
enced by the EU Eastern 
expansion economies) and 
the CIS economies (whose 
primary problem is a devel-
opment problem). In com-
parison to the Northern 
tier, in the Southern tier 
economies the post-
transformation recession 
has been longer and 
deeper, economic instability 
larger and lasting and eco-
nomic uncertainty higher. 
Each has experienced an 
economic meltdown or war. 
In terms of 'people', the 
costs in terms of lost rela-
tive welfare were larger, 
significant poverty has 
emerged and economic 
inequality is high. Perceived 
levels of economic inequal-
ity and subjective poverty 
levels are also high and 
making their contribution to 
instability. Furthermore, 
they all (except Croatia I 
must add) face a develop-
ment problem. And while 
socialism has been irre-
versibly dismantled, mod-
ern mixed capitalist econ-
omy has not yet developed 
(in Croatia as argued it can 
best be called crony capital-
ism). On their path to eco-
nomic maturity they face 
major social and institu-
tional restructuring. 

If these six charac-
teristics describe the cur-
rent state of the Croatian 
economy, as I think they 
do, four questions appear 
specially interesting and 
important. The first is: 
What are the reasons, 
causes of this failure trajec-
tory? With it is linked the 
counterfactual: Could it 
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have been avoided? The 
second question is a look-
ing glass one: What are the 
prospects? With this we can 
link a similar question: 
What is needed for suc-
cess? As you can see only 
the first is a 'real' question 
and the other three a spec-
ulative (one is a counter-
factual 'what if' and two are 
'looking glass'). I must im-
mediately add that one can 
hope to give some confi-
dent answer only to the 
real one. The other three, 
although they are more 
interesting are by nature 
speculative and everyone 
can have an opinion and an 
answer. 

Obviously I do not 
have enough time to ad-
dress all these issues. I 
only have time to address 
one aspect which I think is 
central and in some way 
combines all four issues 
raised above. It concerns 
the driving force of change 
and relationship of internal 
and external causality.  

I have spent a lot of 
time, both in research, 
writing and talking, proving 
that the dominant driving 
force of Croatia's economic 
transformation has been 
internal (to remind you that 
is why the date when it 
started is important). While 
this may seem obvious 
actually there is a tradition 
of looking elsewhere. The 
easy and more popular 
path is to find external, 
non-economic causes for 
economic change. In Croa-
tia there is quite a rich 
menu too choose from, 
ranging from the Washing-
ton consensuses, Brussels 
conditionality, the Hague 
cooperation via Serb and 
Croatian nationalism, sepa-
rately or mixed, to the 
Wars of the Yugoslav Suc-
cession. However much one 
may find the external cau-

sation useful, and there are 
many reasons for doing so 
(among them the 'excuse 
factor' is especially impor-
tant: had it not been for 
‘them’ imagine what we 
could have done and what 
a success story we would 
have been?), after careful 
scrutiny they do not end up 
convincing explanations of 
the facts. 

Thus I remain con-
vinced that nobody im-
posed Croatia's economic 
transformation path (and 
its failure) from outside; 
Croatia's economic trans-
formation was internally 
generated and a result of 
internally made choices. 
This does not mean that 
external influences do not 
have a place as a building 
blocks of the explanation, 
but it does mean they are 
not part of the foundation. 
Without going into too 
much detail, in my research 
with a colleague we trace 
the seeds of crony capital-
ism, which is the main vil-
lain in the story (and 
should not be confused with 
capitalism per se) to the 
late eighties. 

Why do I stress this 
now? This is after all a EU 
inspired event and for 
Croatia the EU is a un-
avoidable and welcome 
future. Croatia will eventu-
ally start negotiations about 
EU membership (personally 
I find the postponements 
quite understandable and 
justified) and it will eventu-
ally become an EU member 
(rather later than locally 
expected, which also need 
not be bad).  

The reason is that 
both the negotiations and 
then membership can be 
viewed as a regime switch 
from until now internally 
generated change to exter-
nally inspired change (no-
tice: I refrain from using 

the notions of conditionality 
or imposition). It is a re-
gime change because, re-
member, I have already 
noted that I see no internal 
pressure for change. To 
become members of a large 
'club' small prospective 
members do not have too 
much to say about their 
entry conditions. The cru-
cial question then is what 
are the implications of this 
regime change to the four 
economic fundamental 
questions. More precisely 
will EU negotiations and 
membership bring an end 
to Crony capitalism and will 
they generate Modern eco-
nomic growth. In other 
words will the EU initiated 
changes lead to a change of 
Croatia's economic funda-
mentals and transformation 
path. Added to this is the 
question will this change be 
through a point of disconti-
nuity or by gradualism? 

Now, I do not doubt 
that in all the new mem-
bers similar topics were 
raised and discussed. In-
deed they were on the so-
cial agenda on various lev-
els of seriousness and dis-
missiveness even though 
they are valid questions 
which need series answers. 
Especially if one wants to 
make a coalition for mem-
bership. What is different in 
the case of Croatia, and I 
must add, the other coun-
tries in the Southeast ex-
pansion (which will take 
place in waves, or will it?). 
The difference is the 
Southern tier and crony 
capitalism and a fundamen-
tally lower level of devel-
opment (actually not for 
Croatia). This makes the 
whole South-eastern EU 
expansion fundamentally 
different from the ones the 
EU has experienced till 
now. 
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The regime switch 
can influence development 
in Croatian in two ways. 
The first is outright import 
of change. Here institutions 
are simply copied and capi-
tal flows into the economy. 
The second is that it acts as 
a catalyst for domestic 
change, it provides the 
right incentive structure for 
internally generate 
changes. Both are norma-
tive and looking glass is-
sues and every country and 
economy are a special case. 
In spite of these disclaimers 
there are track records and 
experiences. 

The track record of 
imported change, either 
institutional or financial is 
not good. For neither are 
the results encouraging. We 
have quite a few examples 
of importing intuitions 
(from geographically such 
varied areas as Latin Amer-
ica, Africa and Asia, the 
latter two primarily linked 
to decolonization). Gener-
ally they have not had 
more than medium term 
effects at best and modern 
economic growth has so far 
in all cases been home 
grown. FDI also seems to 
be more of a follower than 
path breaker. Once an 
economy has got its act 
together and is on a suc-
cess track then FDI comes 
and can strengthen the 
process but, some special 
cases aside, it has nowhere 
been the engine of change.  

So we return at best 
to the catalyst hypothesis. 
Negotiations will bring out 
the best and the brightest, 
empower those who sup-
port change at the expense 
of the others, and the ne-
gotiations and membership 
will in some way generate 
the conditions for internal 
change 

So at the end of the 
day we end up with inter-

nally generated change and 
a political economy ques-
tions. If Croatia manages to 
internally generate the re-
quired incentives for 
change then matters can 
explode in a flurry of 
growth and modernization. 
Is such a change in the 
books? Personally I am 
rather sceptical. I can see 
crony capitalism loosing its 
rough edges, but it is firmly 
entrenched. While this will 
not prevent membership 
and negations it will not be 
good for the economy 

I am not making this 
argument as a EU sceptic-
realist-anti-whatever but to 
point out that for econo-
mies such as Croatia EU 
membership is not the 
magic wand which will 
solve fundamental prob-
lems. The gap is too big. It 
can contribute and support 
but only if there is  en-
dogenously generated and 
supported reform agenda 
and entrepreneurial self-
discovery – that is what is 
required and what may 
succeed. For one can imag-
ine a crony capitalist Croa-
tia being member of the 
EU. Look at Europe, there 
are quite a few examples of 
countries with it, even 
among the old 15 (Portu-
gal, Italy and Greece spring 
to mind) and the new 10 
have contributed to the list 
(some Baltic republics, Po-
land and Cyprus). Econo-
mies can be in such bad 
equilibriums and still be EU 
members.  

Enough of Ricardian 
perspectives. EU member-
ship negotiations will start 
and as elsewhere increase 
growth by about 1%, there 
is no major sport event this 
summer and tourists will 
flock generating income 
and an accelerator effect 
which, with a multiplier, will 
further increase growth, the 

policy makers have ma-
tured to the importance of 
conditionality, the admini-
stration will stop being 
afraid of the big wide world. 
With growth and openness, 
quasi-rents will be com-
peted away and corruption 
will fall. The Croatian econ-
omy will become a dynamic 
environment to do business 
and take off, it will also 
become an attractive place 
to live, retire and work. 
This will further raise 
growth and soon Croatia 
will catch up with Europe 
and turn into Europe’s dol-
phin/seal. 
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Vladimir Gligorov as being characterized by 
multiple equilibria. There is 
an underdeveloped equilib-
rium and the growth equi-
librium. Those may or may 
not be Pareto-ranked. The 
problem of moving from 
one to another is not es-
sentially connected with the 
issue of social justice or 
with that of equity of the 
distribution of expected 
benefits. Typical problems 
with the take-off of an un-
derdeveloped economy are 
often connected with the 
lack of institutions, with the 
low level of skills and with 
wrong policies, that is with 
the problems of allocation 
rather than with sharp and 
prevailing distributional 
conflicts.

be determined by the influ-
ence of nature (i.e., cir-
cumstances), society (i.e., 
institutions) and individual 
choice and effort.  

 
Justice and Transition 
 
Introduction 
 Social conflicts are 
not particularly characteris-
tic for transition economies. 
At least not the open ones, 
e.g., mass strikes, demon-
strations, riots or massive 
economic disruptions. This 
observation

If it is assumed that 
people or individuals  

- have capabilities 
that can be fully revealed 
or articulated in proper or 
fair social institutions (e.g., 
in free institutions),  

1 leads to the 
hypothesis that issues of 
allocation may dominate 
those of distribution in 
post-communist transitions. 
European integration, how-
ever, does present post-
transitional economies with 
a dilemma when it comes 
to the institutionalization of 
the system of social justice. 
The issues of social justice 
and fairness will in time 
emerge as important for 
other reasons too. 

- can be compen-
sated (procedurally or in 
kind) for natural differences 
in capabilities, and that  

- there are reward 
mechanisms that connect 
efforts and outcomes 
justly,4  

then policies that 
open up opportunities5 to 
everybody are all that is 
needed, the responsibility 
for the outcomes is the 
matter of individual 
choice.

3

 
Distribution vs. Allocation 
 Not all problems of 
development and institu-
tional reform are the same. 
There are at least three 
ways to approach them.2

 1. One is perhaps 
the typical problem of de-
velopment. It can be seen 
                                                 

                                                

 The ideal-type case 
is that of two equilibria, a 
stagnant and a growth 
equilibrium, which are 
Pareto-ranked, that is eve-
rybody is not worse off and 
some (perhaps most) are 
better off in the growth 
equilibrium than in the 
stagnant one, but the latter 
is an equilibrium, i.e., there 
are no internal reasons or 
mechanisms to move out of 
it and switch to the growth 
equilibrium. Theoretically, 
this kind of a developmen-
tal problem can exist due to 
some kind of coordination, 
institutional or policy failure 
even if growth equilibrium 
is not just more efficient 
but is also fairer, more just 
or more equitable. 

6 This is the ap-
proach of equality of oppor-
tunities and it fits well with 
the idea that the problem 
of development is that of 
solving coordination or 
other institutional and pol-
icy failures. 

  
Equality of opportunity the-
sis: If opportunities are 
opened up to all, i.e., are 
freely available on equal 
terms, a society will move 
to the Pareto-superior or 
growth equilibrium. 

1 I am not aware of a comprehen-
sive study of social conflicts in 
countries in transition. But I have 
not done any thorough research of 
the literature so my observation is 
just that, an observation. Social 
conflicts should be distinguished 
from severe political ones, see 
Gligorov (1994). It may also be 
observed here that pre-transition, 
socialist or communist, economy 
and society were characterized by 
deep conflicts and pervasive re-
pression that periodically incited 
mass expressions of dissent, 
though it is often assumed nowa-
days that those were rather har-
monious albeit quite inefficient 
economies and societies. In other 
words, it seems to be believed still 
that they traded efficiency for 
social equality. 
2 Elementary clarification of con-
cepts used in this paper can be 
found in appendix I. 

 Here perhaps it 
makes sense to comment 
on the difference between 
two widely used concepts of 
fairness, those of the distri-
bution of opportunities and 
of capabilities. The problem 
of just distribution takes 
resources or outcomes to 

 

                                                

 If, however, it is 
assumed that these circum-
stances of fairness and 
equal opportunities exist, 
there will still exist the 
problem of the develop-

 
4 For instance in the Aristotelian 
sense that rewards are propor-
tionate to efforts (“equals should 
be treated equally and those that 
are unequal should be treated 
unequally”) . 
5 To call them equal in this context 
is almost tautological. 
6 This implies compatibilism, i.e., 
that determinism and free will are 
compatible. More on that see Risse 
(2002). 

3 For an overview see Hoff (2000). 
For poverty traps see Azariadis 
(2004). 
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ment of capabilities. Those 
are indeed, in the most 
fundamental sense, deter-
mined by nature, society 
and individual choice. As-
suming that there are cir-
cumstances of equal oppor-
tunities in a society, that 
still may not be enough for 
the development of capa-
bilities, which is the prob-
lem usually addressed by 
development and growth 
economics. There could be 
multiple equilibria, that is 
an equilibrium of equal 
opportunities at each level 
of development of capabili-
ties. 

Thus, postcommu-
nist transition is a move 
from a state of social injus-
tice to a state of increased 
efficiency: the increase in 
efficiency (allocative jus-
tice) by itself may be seen 
as leading to an improve-
ment in social justice. 

  
Capabilities thesis: Oppor-
tunities do not necessarily 
develop capabilities. 

The capability ap-
proach can be seen as not 
being concerned so much 
with such outcomes as wel-
fare, utility or even equal-
ity. It may also not be con-
cerned primarily with pro-
cedural justice, as is the 
case with the idea of equal-
ity of opportunity. It is 
mainly concerned with the 
ancient idea of having a life 
worth living that is based 
on a specific conception or 
anthropology of human 
beings. In that sense, it is a 
version of outcome justice: 
the outcome being the truly 
human being. 
 2. The other type of 
the problem of develop-
ment is often to be found in 
some developing countries 
– i.e., in countries that are 
moving towards the growth 
equilibrium – and has been 
extensively studied in for 
instance the case of Latin 
America. On the develop-
ment path there is a set of 
social alternatives which 
are neither equilibria nor 
are Pareto-ranked. This 
may be because every al-
ternative is characterized 
with a certain level of social 

injustice and thus produces 
or sustains social conflicts. 
In those circumstances, the 
issue of equity or social 
justice may be central to 
the whole process of devel-
opment. In terms of oppor-
tunities and capabilities, it 
is the case where the lack 
of opportunities curtails the 
development or sheer use 
of capabilities. 

In that sense, it may 
be the case that in post-
communist transitions is-
sues of allocation dominate 
those of distribution or, to 
put it differently, allocative 
justice solves some prob-
lems of distributional jus-
tice and does not, at least 
initially, open up the usual 
issues of distributional jus-
tice. 

 3. The third type is 
that which is perhaps char-
acteristic of countries in 
transition. In the case of 
the post-communist transi-
tions, the sensitivity to the 
issues of social justice or 
distributional equity are not 
all that pronounced be-
cause the starting point is 
one of inequity and is also 
not an equilibrium state of 
affairs. Thus, transition 
provides for the increase in 
efficiency and, in that 
sense, it is seen as a 
Pareto-improvement.  

 
Justice and Conflict 

The above typology 
assumes certain things 
about justice, fairness or 
equity. For instance, in the 
case of multiple equilibria, 
each of these equilibria 
may be just, though the 
concept of justice may dif-
fer from one equilibrium to 
another. 

 
Figure 1. 
  Neutral 
 
Just   
   
  

just 
 
 

   Unjust  
  
   Just  
 
Unjust   
   Unjust 

 
 neutral 
 

     
   Just  
 
Neutral  
    
   unjust 
 
  

Of course, there are 
winners and losers but their 
conflict of interest does not 
as a rule have the intensity 
of the social conflicts usu-
ally to be observed when 
the issue of equity in distri-
bution is predominantly at 
stake. 

 
 unjust 
  
 
 

 
For instance, tradi-

tional social system may 
not be based on any notion 
of social justice and espe-
cially not on that of equality 
of opportunity while the 
growth equilibrium may 
increase the importance of 
justice in distribution. The 
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possibility that ideas of 
what is equitable may differ 
leads to the existence of at 
least three types of social 
conflicts over social jus-
tice.

are based. As it is some-
times put, informal norms 
may conflict with the formal 
ones or, in other words, 
morals may conflict with 
institutions. 

- A change from so-
cially unjust to socially just 
set of institutions. 

The canonical case 
is the increase of social 
justice by the simple rejec-
tion of social injustice. The 
classical case of sociology 
of modernization is that of 
traditional communities 
with no sense of social jus-
tice transiting to societies 
with or without just institu-
tions. The case of one un-
just state of affairs follow-
ing another one is perhaps 
characteristic of states in 
prolonged social crisis. The 
last is the case that corre-
sponds to the Whig theory 
of history as persistent 
growth of liberty. 

7

 1. One is between 
what could be called the 
communal idea of justice, 
both in terms of allocation 
and of distribution, and an 
emerging conception of 
social justice. This was the 
theme studied extensively 
in the early sociological 
literature, where custom 
was contrasted to contract 
as the source of just alloca-
tion and distribution, and 
has been revived in a cer-
tain sense with the reintro-
duction of the concept of 
social capital.

 Here, there are sev-
eral cases that may be of 
interest. One is that of so-
cial resentment due to the 
belief that institutions are 
not just. Here the Aristote-
lian idea that it is not nec-
essary to know what is just 
to recognize injustice is 
important.9 The very re-
moval of injustice, e.g., 
through liberalization or 
increase of freedom, may 
be seen, at least temporar-
ily, as an increase in social 
justice. The other may in 
fact follow from the former 
one: the new state may be 
seen as unjust too, so that 
there is a move from one 
unjust to another unjust 
state of social affairs. Fi-
nally, there may exist a 
tyranny of social justice 
that may be seen as being 
inimical to individual free-
dom. In the latter case, the 
very increase in freedom or 
liberty may be seen as 
leading to the increase of 
social justice. 

8  3. A different type of 
a social conflict over just 
distribution is when the 
ideas of what is just or eq-
uitable differ or change 
during the process of de-
velopment. For instance, 
the concept of equity based 
on the equality of resources 
may conflict with the con-
ception that stresses the 
equality of opportunity.

 2. The other is be-
tween the conception of 
equity or social justice that 
is accepted by the society 
and the performance of the 
actual institutions that de-
termine the distribution in a 
society. In that sense, it 
can be argued that the in-
stitutions of that society 
may lack legitimacy. 
Clearly, communist states 
lacked legitimacy in that 
sense: the predominant 
conception of justice went 
against the principles on 
which the main institutions 
of the communist societies 
were based. Similarly, the 
social conflicts that charac-
terize typical distributional 
problems in developing 
countries can be of this 
kind. There may exist a 
widespread conception of 
social justice that may not 
be embedded in the exist-
ing social institutions.  
Thus, social norms may 
conflict with the norms on 
which formal institutions 

10 
The latter may be inter-
preted as a version of 
negative freedom while the 
prevailing conception may 
be that of positive freedom. 
In other words, along the 
path of development and 
indeed along the path of 
social progress in general, a 
choice between different 
conceptions of equity or 
social justice may have to 
be made. 

 There are then the 
following possibilities: 

- A take off from a 
state of no-social justice to 
socially just or unjust insti-
tutional set up. 

- A removal of the 
cause or causes of social 
injustice. 

                                                 

                                                

- A move from one 
socially unjust distribution 
to another socially unjust 
distribution. 

7 On conflicts over justice see 
Hampshire (2000). 
8 More on this concept in appendix 
II. 

 
                                                

 Thus, there are at 
least three types of social 
conflicts centred around the 
issues of equity. One is 

9 Aristotle could be credited with 
the idea, that may not be explicit 
in his writings, that everybody 
knows what injustice is even if 
nobody knows what justice is. 
Rawls argued that there is no 
moral value to differences in abil-
ity that are the product of the 
natural lottery. 

 
10 The notion of equality of oppor-
tunity has to be made very precise 
if it is not to remind of the famous 
line in Orwell’s Animal Farm that 
“everybody is equal, only some 
are more equal then the others.“ 
Whether that is at all possible is 
an open question. 

8 
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between communal and 
social justice. The other is 
between the prevailing so-
cial idea of equity with the 
performance of the existing 
social institutions; this is 
the conflict over legitimacy. 
The third is between the 
existing and the emerging 
conceptions of social jus-
tice; this is the conflict over 
the appropriate institution-
alization of one or the other 
conceptions of social jus-
tice. 

That can be seen as unjust. 
The latter is the issue of 
how the product of a com-
mon effort can be divided 
according to individual con-
tributions. In general, that 
is not really possible. These 
two problems may explain 
the fact that equality, in the 
sense of equality of re-
sources or income, has 
such an important role in 
most every conception of 
equity or fairness. 

also remained significant 
and the overall public sec-
tor has remained quite 
large especially if compared 
with other countries on a 
similar level of develop-
ment.13  
 In addition, political 
and social changes have 
increased the overall free-
dom and have had three 
important consequences 
from the point of view of 
social justice: 

Political equality has 
increased. This may not be 
so important in authoritar-
ian or dictatorial regimes, 
but in a communist regime 
economic inequality is de-
pendent on political ine-
quality. Therefore, the in-
troduction of political free-
doms and of democratic 
rules bring significant in-
creases in equality. 

 
 In the case of post-
communist countries, the 
initial conflict was the one 
over the legitimacy of 
communist institutions. The 
new, emerging conflict may 
be, for instance, between 
the meritocratic conception 
of justice and the one 
based on social equality.

Transitional Justice 
 The lack of signifi-
cant social conflicts in tran-
sition is that much more 
remarkable because of the 
steep initial decline of pro-
duction, sharp rise of un-
employment, significant 
increase in inequality, the 
restructuring of public obli-
gations, and a comprehen-
sive redistribution of re-
sources. The initial decline 
of overall welfare and the 
increase of poverty are also 
well documented though 
there has been some de-
bate about the figures due 
to the reliability and inade-
quacy of the official statis-
tics. In any case, there is 
no doubt that a very sig-
nificant redistribution has 
taken place during transi-
tion.

11 
The former may be that of 
equality of opportunity and 
it may conflict with the 
belief in the inherent worth 
of equality of resources.  

Increase in individ-
ual freedom. Again, in the 
case of communist states, 
the system was designed to 
work against the rule of 
law. Therefore, the increase 
in individual freedom and in 
the possibility of social as-
sociation together with the 
commitment to rule of law 
have increased the feeling 
of social justice. 

In general, the idea that 
equality of opportunity is 
the proper conception of 
social justice, even if it can 
be defined unambiguously, 
can always be contested 
because it does not or can-
not adequately take into 
account the two other fac-
tors that can influence the 
justness of a distribution. 

Increase in political 
power of the citizens. Fi-
nally, as can be seen from 
the frequent changes in 
government, the power of 
the citizens has increased, 
which again has an effect of 
the increase in social jus-
tice. 

12

 The first is that of 
luck or other external influ-
ences. The other is that of 
the very possibility to re-
ward efforts justly in such a 
way that the rewards are 
proportionate to the indi-
vidual effort, i.e., there is a 
question whether individual 
contributions can be meas-
ured properly. The former 
is the problem of the influ-
ence of nature that makes 
for equal treatment of 
those who are unequal. 
                                                 

                                                

 As argued above, 
one reason for the lack of 
significant social conflicts is 
that of allocative justice. 
After the initial contraction, 
the industrial production 
and the GDP have been 
growing in many transi-
tional economies at a rela-
tively high level. Also, 
wages and other incomes 
have grown steadily. Social 
security payments have 

11 On that see Alesina and Angele-
tos (2004a and b). 

 

                                                

Here a more general 
point may be in order. It is 
increasingly being argued 
that democracy is less im-
portant than the rule of law 
for growth and develop-
ment. More specifically, 
political equality is less 
important than the protec-

12 For some evidence on the rise in 
inequality see Milanovic (1998). 
For evidence on employment and 
unemployment across countries 
and social groups see appendix IV. 

 
13 On some discussion of these 
issues see Gligorov (2000). 
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tion of private property. 
This is not true for post-
communist transitions in 
Europe. Communist states 
lacked both political equal-
ity and rule of law (in fact 
were inimical to them 
both). Therefore, authori-
tarian implementation of 
the rule of law, in the re-
stricted sense of the pro-
tection of private property, 
lacked any legitimacy. De-
mocratization has proved to 
be the necessary condition 
for the introduction and 
strengthening of the rule of 
law and for the legitimiza-
tion of the redistribution of 
resources and of the in-
crease in inequality. 

In other words, the 
increase of political liberty 
was a substitute for social 
conflicts over just distribu-
tion of resources. In cases 
in which this did not hap-
pen, violent political con-
flicts as well as significant 
social conflicts could be 
observed. 

Democracy is not 
without distributional con-
sequences, however. Two 
stylized facts could be of 
some interest here. 

One is that the pub-
lic sector is quite large in 
most European economies 
in transition and the struc-
ture of public expenditures 
indicates that the issues of 
equity are relevant in tran-
sition. In general, public 
expenditures as a percent-
age of GDP are higher than 
in other countries on the 
similar level of develop-
ment. Also, transfers and 
subsidies are significant. 
Finally, public employment 
is also quite high. 

The other is that 
changes in the government 
are frequent, which per-
haps indicates that social 
dissatisfaction is channelled 
politically rather than 
through social conflicts 

such as strikes or demon-
strations. Indeed, in a 
number of cases, an in-
crease in unemployment 
has given rise to the 
change in government. 
Thus, issues of social jus-
tice are important. 

In early discussions 
about post-communist 
transition it was assumed 
that issues of social justice 
will be important in transi-
tion because of the high 
level of social equality and 
because of the increased 
awareness of the problems 
with distribution that the 
process of privatization will 
bring. Also, and perhaps 
most importantly, it was 
feared that the liberaliza-
tion of the labour markets 
and the increase of unem-
ployment will threaten the 
whole process of transition. 
These assumptions turned 
out to be mostly wrong. 
Though privatization pro-
duced as many scandals as 
it was expected it would do, 
the whole process proved 
sustainable and indeed had 
proceeded with remarkable 
speed. The issues of justice 
in privatization have played 
some role, but not as much 
as was expected.

and fairness in this respect. 
Social equality may be de-
sirable but the actual insti-
tutions that deliver it may 
not be deemed to be fair. 
For instance, if prices are 
repressed and there are 
shortages then the in-
creased equality that ra-
tioning may bring may not 
be seen as fair because of 
the way queues are admin-
istered and because of the 
incentives for corruption 
that they bring in. Liberaliz-
ing prices in that case may 
increase the inequality, but 
the resulting distribution 
may be considered to be 
fairer. 

Liberalization of 
prices in general may have 
the same effect. Even in 
the case of the labor mar-
ket, liberalization may be 
seen as leading to a fairer 
distribution of jobs though 
the rate of unemployment 
may increase significantly. 
To see how this may work a 
simple conceptual analysis 
may be helpful. Let us as-
sume that there is no un-
employment in a commu-
nist economy, but signifi-
cant amount of employ-
ment is involuntary. Let us 
also assume that in a tran-
sition economy there is in 
addition involuntary unem-
ployment. The prevailing 
judgment of the relative 
fairness of the labor situa-
tion before and after transi-
tion will not depend just on 
the rate of unemployment 
and not even just on the 
rate of involuntary unem-
ployment but on the rela-
tive rate of voluntary vs. 
involuntary employment 
and the share of those who 
were involuntary employed 
becoming involuntarily un-
employed (and of whether 
they prefer one over the 
other). In case the distribu-
tion of jobs was not very 
voluntary in a particular 

14 Also, 
increased unemployment 
was an important political 
issue, as already stated, 
but did not lead to sharp 
social conflicts, in any case 
such that would put at risk 
the newly emerging politi-
cal and economic institu-
tions. 

The reasons for 
these developments are 
perhaps to be found also in 
the lack of institutions for 
social conflict and in the 
fact that communist institu-
tions were not believed to 
be fair too. There is a dif-
ference between equality 
                                                 
14 For an early assessment see 
Gligorov (1992). 
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communist economy and 
the number of formerly 
involuntarily employed 
people becoming involun-
tarily unemployed in the 
transition economy being 
smaller, then the increased 
unemployment and the 
increased income inequality 
may not be seen as less fair 
but in fact as an increase in 
social fairness. 

Fairness is not nec-
essarily social justice, 
though. If the unemploy-
ment is structural, the per-
ception may change in 
time, because the point of 
reference will change too. 
Similarly, the perception of 
increased social inequality 
being fair may change in 
the absence of other rea-
sons to justify them. It will 
then become important 
what conception of social 
justice a society may come 
to accept. 
 
Merit and Luck 
 It has been argued 
by a number of authors, 
most recently by Alesina 
and Angeletos,  that the 
conception of social justice 
in Europe is different from 
the one to be found in the 
USA. In the former, social 
justice is needed to correct 
for the influence of luck, 
nepotism and corruption, 
while in the latter it is be-
lieved that the institutions 
screen people fairly and 
award them on their mer-
its. That may explain the 
fact that welfare state is 
much larger in Europe than 
in the USA. 
 In the case of the 
countries in transition the 
meritocratic conception of 
justice may be initially 
prevalent, but it may even-
tually change in line with 
the dominant conception of 
justice in the European 
Union. As a consequence, 
social conflicts may become 

more important with the 
integration of the countries 
in transition into the Euro-
pean Union.15 The case of 
former Eastern Germany 
may provide a good exam-
ple. Unlike most other 
European post-socialist 
countries in transition, 
where meritocratic justice 
was emphasized through 
processes of liberalization 
and privatization, in former 
Eastern Germany a version 
of equality of opportunity 
and also of income was 
adopted with huge trans-
fers flowing from the West 
to the East. This was per-
ceived as neither just nor 
fair. It also proved not to 
be efficient. 

Pareto-concepts that are 
relied on in this paper and 
some of the most common 
problems that they may 
give rise to. The following 
figure can be useful for 
that. 

A and B are two ac-
tors (persons, families or 
other social groups and 
social actors, firms, parties, 
states, international organi-
zations). They are to 
choose from four social 
alternatives: w, x, y and z. 
It is assumed that they 
rank these alternatives 
though not necessarily in 
terms of welfare. They can 
be valued to be “better 
than” or “more useful than” 
or “larger than” or what-
ever is the criterion of com-
parison. It is also assumed 
that these alternatives are 
social in the sense that 
they can be realized only if 
both actors act (refraining 
from action being consid-
ered as an action too). The 
actors do not have to coop-
erate, however; they can 
conflict too. Thus, they may 
produce, trade, contract, 
fight or engage in just 
about every possible social 
relationship.  

 Similar problems, 
though on a smaller scale, 
may appear with the transi-
tion countries joining the 
European Union. Issues of 
distributive justice may 
become more important 
than those of allocation of 
effort and income according 
to merit. That may not lead 
to the level of dissatisfac-
tion with integration to be 
observed in Germany be-
cause there is no place 
from where transfers could 
flow. That, however, may 
prove to be a problem for 
the stability of the enlarged 
European Union precisely 
because of the frustration 
with low amounts of social 
and other transfers that 
should highlight the signifi-
cance of social justice, 
equality of opportunity and 
the insignificance of histori-
cal legacies for the capabili-
ties, opportunities and wel-
fare of individual citizens. 

 Four alternatives are 
considered, though three are 
enough to illustrate the 
problems of Pareto-
comparisons and -choices. 
This is not really restrictive. 
Given the social character of 
the problem, it is natural to 
assume that two individual 
rankings will give at least 
four social possibilities: a 
status quo, a social 
improvement and two points 
at which one actor is better 
off and the other is worse 
off. These four social states 
can be characterized in 
Pareto-terms and in terms of 
the equilibrium in the 
following way: 

 
Appendix I: Pareto-
Choices 

It may be useful to 
illustrate the various 
                                                 

    15 More on that in Gligorov (2004). 
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 Figure 1. Pareto-comparisons 
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Pareto-optimal 
states: w and z. This is 
because a move from either 
one of them to any other 
three would make one actor 
better off and the other 
worse off. A state is Pareto-
optimal if there is no alter-
native state in which at 
least one of the actors is 
better off and none is 
worse off. 

Pareto-inferior state: 
y. Because y is worse than 
x for both actors. 

Pareto-superior 
state: x. Because x is bet-
ter than y for both actors. 

Equilibrium: w, z 
and y. The former two be-
cause the move to some 
other state is not accept-
able to one of the actors. 
The most interesting is the 
state y because it can be 
an equilibrium even though 
it is a Pareto-inferior state. 
To see this, the preferences 
of the actors A and B 
should be spelled out. As-
suming that they prefer 
more to less, P standing for 
preference, they will rank 
the four alternatives in the 
following way: 

A: wPxPyPz 
B: zPxPyPw. 
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Which gives the 
structure of preferences 
characteristic of the prison-
ers’ dilemma. 
          

 
 

          Cooperate 
Actor B 
         not-cooperate 
 
 
If the two actors are 

to choose from the four 
alternatives, they will – in 
accordance with the argu-
ment for the non-
cooperative outcome in the 
prisoners’ dilemma – 
choose y. This they will do 
even if they initially find 
themselves at x. Thus, the 
Pareto-inferior social state 
is an equilibrium. Which 
then leads to the following 
characterization of x:  

Disequilibrium: x. 
Though x is Pareto-superior 
to y and thus the move 
from y to x is a Pareto-
improvement, x is not an 
equilibrium state of affairs. 

The reasoning is that 
at y both actors will prefer 
w or z to x and would not 
agree to forgo the possibil-
ity of reaching their best 
choice in order to settle for 

the second best. As they 
cannot reach an agree-
ment, they will settle for y. 
The same reasoning will 
destabilize x. Attempting to 
reach their best choices, 
the two actors may not 
agree to stay at x but move 
to y. 

In terms of this clas-
sification, it could be ar-
gued that a reform move 
from y to x is equal to a 
miracle; the move from y 
to either w or z is the ca-
nonical case of develop-
ment and may be free of 
social conflicts if compensa-
tions can be found for the 
losing actor; and a move-
ment from x to y is akin to 
a disaster.  
 
 
 
Table 1. Prisoners’ Dilemma 
     Actor A 
cooperate     not-cooperate 
        X 
 

       w 

        Z 
 

        y 

 
A move from w to z 

or vice versa is characteris-
tic of social conflicts with 
significant equity problems. 
It is interesting to note that 
within a prisoners’ dilemma 
there is an Arrow-problem. 
If either w or z are re-
moved, three alternatives 
are left that are ranked, if it 
is assumed that w is re-
moved, as follows: 

A: xPyPz 
B: zPxPy.  
Agreement which is 

not dictatorial is impossible 
because though both agree 
that x is to be preferred to 
y, they do not agree on any 
of the other choices. In-
deed, if they were to rank 
the alternatives, they will 
end up with the social rank-
ing that reflects only the 
individual ranking of one or 
the other of the actors, but 
not with a common rank-
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ing. Thus, again, the 
Pareto-superior choice can-
not, in general, be made. 

that is crucial for develop-
ment as he has shown. 
 

Both configurations 
of preferences, those of the 
Prisoners’ Dilemma and of 
the Arrow paradox, are at 
the heart of the famous 
Sen’s Pareto-liberal para-
dox, which is at the founda-
tion of his stress on capa-
bilities rather than on op-
portunities.16 This can be 
seen easily. In the case of 
Arrow preferences, if one 
person is given a right to 
determine a certain social 
outcome, the same right 
cannot be given to another 
person because there is 
room only for a dictatorial 
solution and only one per-
son can have all the rights 
with nobody else having 
any right at all. Thus equal-
ity of opportunity under-
stood as equal rights makes 
no sense within the theory 
of social choice. Equally, if 
individual rights are 
granted to two people fac-
ing a Prisoners’ Dilemma 
they will end up choosing 
an outcome that is Pareto-
inferior; indeed, the distri-
bution of preferences in the 
canonical case of Sen’s 
paradox is that of the Pris-
oners’ Dilemma. Indeed, 
Sen’s paradox as most 
other problems with the 
principles of justice are just 
interpretations of difficulties 
with social coordination and 
aggregation of preferences 
well known from game the-
ory and the theory of social 
choice. Sen’s paradox is 
particularly useful because 
it flashes out the conflict 
between liberty and welfare 
                                                 
16 The connection between the two 
is emphasized in Pettit (2001). 
See also List (2004). For a recent 
detailed criticism of Sen’s capabil-
ity approach see Pogge (2004). 
For a different capability approach 
see Nussbaum (2003). 
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Appendix II: Institu-
tions, Social Capital and 
Path-Dependence 
 

Institutions are now 
mostly defined as “rules of 
the game” or less precisely 
as “the way things are 
done”. This procedural 
definition is only a part of 
what is needed for an in-
strumental definition. In-
strumental rationality, gen-
erally characterized as: 

If y is to be 
achieved, x should be 
done, 
requires the specification of 
the goals in order for pro-
cedures, for instance, to be 
meaningful. This is perhaps 
easier to see within the 
interactive setting of game 
theory both because the 
“rules of the game” defini-
tion comes from there and 
because it is inherently 
social relying as it does on 
inter-dependencies.  

In that context, it is 
easy to see that the idea of 
institutions being rules of 
the game does not mean all 

that much because the 
rules do not by themselves 
 
 
 
 
 
 
 

    x 
 
 
y 
 
 
 
 
  z 
 
 
 
 
   B 
 
define the game. At least 
the specification of the pay-
off structure is necessary to 
have an idea of at least the 
game-form that is being 
considered. That is why 
some argue that a meta-
game should be specified 
and then varies institutions 
should be seen as strate-
gies chosen by social actors 
to play their particular 
games. Of course, the 
specification of this meta-
game is not an altogether 
straightforward task. Most 
that have been proposed 
beg the question of where 
does that meta-game come 
from and if it is to be cho-
sen by the players then 
that choice would have to 
be made within a meta-
meta-game and so on ad 
infinitum. There are other 
problems with this game-
theoretic definition of insti-
tutions that come from 
general problems that 
game theory faces. Particu-
larly important is that of 
multiple equilibria which is 
often what is being meant 
when cultures and institu-
tions are being mentioned. 
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It is argued in the 
literature on social capital 
that culture could serve as 
a vehicle to move from a 
particularistic to general-
ized trust.

which they are to be found 
are in fact weak. 

 
Appendix III: Optimal 
speed of transition and 
inequality 

In the game-
theoretic context, it may 
not be rational to trust or 
build up the reputation to 
being trustful because trust 
and trustfulness may intro-
duce incentives to cheat. 
This is why the supply of 
trust is almost always de-
pendent on (i) interest in 
the outcome, (ii) one or the 
other type of collateral, and 
(ii) on the effectiveness of 
enforcement. Thus, apart 
from interest, two key is-
sues are the availability of 
collateral and the supply of 
enforcement. Without going 
into these issues, the point 
to be made here is that 
trust is very much endoge-
nous to other economic and 
social factors.

 The literature on 
transition is almost devoid 
of considerations of issues 
of equity and inequality. 
The general model looks at 
the speed of reallocation of 
assets and labour from the 
state to the private sector 
and to the attendant fiscal 
problems both on the reve-
nue and on the expenditure 
sides. It models the speed 
of transition as the optimal 
combination of, on one 
side, job destruction in the 
state sector and job crea-
tion in the private sector 
and, on the other side, the 
increase in expenditures on 
unemployment benefits and 
the increase of the tax bur-
den. A particularly simple 
version looks at the level of 
employment as a function 
of the sustainability of the 
fiscal balance. Assume that 

17 This begs a 
number of questions, one 
being that of how society is 
constructed. Here, very 
often the traditional socio-
logical distinction between 
community and society is 
relied on. The former being 
based on the culture of 
collectivism and the other 
on the culture of individual-
ism. However, the tradi-
tional literature highlighted 
the role of the legal norms 
in the creation of society 
while trust played a more 
important role in communi-
ties. In that context, the 
notion of social capital may 
be a way to bridge the gap 
between the communities 
and the wider society, in a 
sense constructing social 
bonds from communal 
ones. Thus, social trust 
somehow emerges from 
people bowling together or 
from similar activities in 
local communities. 

18

Less demanding and 
easier to conceptualize is 
the idea of institutional 
inertia or path-dependence. 
It relies on the problem 
that the fixed cost may 
present for investing in a 
change or a reform. An 
established institution has 
an advantage over an al-
ternative institution be-
cause the costs of the 
maintenance of the former 
may be much lower than 
those needed to introduce 
the latter. There is an ele-
ment of a public good in an 
institution. Thus, there 
could be an undersupply of 
new institutions. Thus, the 
idea of the institutional 
inertia supports the activist 
role of the state in reforms 
and transitions. 

E = Es + Ep (1) 
that is, total employment, 
E, is a sum of state, Es, 
and private employment, 
Ep (there is also informal 
employment that is put 
aside here). Assuming that 
s is the rate of job destruc-
tion (or the number of jobs 
lost) in the state sector and 
p is the rate of job creation 
(or the number of jobs 
gained) in the private sec-
tor, the rate of unemploy-
ment or the number of 
staying unemployed, u, is 
equal to the difference in 
this two rates or numbers, 
that is: 

It is not clear how 
useful the idea of social 
capital really is if it is con-
ceptualized in this way. 
These communal and socie-
tal bonds may complement 
each other, but they may 
also be substitutes for each 
other. In other words, it 
may be the case that the 
weakness of social bonds 
leads to the increased im-
portance of communal 
trust. Thus, it may not be 
the case that strong com-
munities support strong 
societies but they may be 
the sign that societies in 
                                                 

                                                
 u = p - s. (2) 

17 On this and on social capital in 
general see Duraluf and Faf-
champs (2004) and Fafchamps 
(2002). For the history of the 
concept see Farr (2004). 

  Unemployed receive 
benefits, Ub, that are cov-
ered by taxes, t, that fall on 
labour. In the simplest 
case, the budget consists of 
unemployment benefits 
only or, more realistically, 
the change in the amount 
of public expenditures re-

18  On that see especially Rigobon 
and Rodrik (2004).  
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flects the change in unem-
ployment benefits, b, which 
reflect the speed of labour 
shading, s. That is 

predictions that can be 
based on the speed of tran-
sition literature is correct: 
higher benefits are con-
nected with more unem-
ployment, slower transition 
and lower social inequality.  

 s = b = t. (3) 
By choosing the tax rate, 
government determines s 
and to that extent the rate 
of unemployment. With 
given private employment, 
low tax rate leads to low 
unemployment benefits and 
thus to a low speed of tran-
sition from state to private 
sectors. The expansion of 
the private sector depends 
also on its higher productiv-
ity. Lower taxes mean 
lower wages and thus 
faster expansion of the 
private sector. That in-
creases the speed of transi-
tion and dampens the rate 
of unemployment.  
 If unemployment 
benefits are low, so are 
wages and thus profits are 
higher, transition is faster 
and unemployment is 
lower, but inequality be-
tween those employed in 
the state and private sec-
tors increases. Thus, faster 
transition implies greater 
inequality. Summing up, it 
is to be expected that 
faster growth through 
higher productivity, lower 
unemployment and lower 
taxes devoted to subsidies 
and unemployment benefits 
will lead to greater inequal-
ity. 
 Growth of productiv-
ity is the easiest to docu-
ment. Initially, in most 
cases, employment does 
not decline as fast as the 
GDP and thus productivity 
declines even more than 
GDP. Later on, productivity 
and GDP growth go hand in 
hand, while employment 
growth comes with a lag. 

Inequality has in-
creased significantly, 
though in some countries 
more than in the others, as 
the theory would predict. In 

table 2 the GINI coefficients 
and other simple indicators 
of inequality are shown for 
selected countries at the 
turn of the 21st century. 
The GINI coefficients were 
as a rule below 25 and of-
ten closer to 20 (for in-
stance 21 in Hungary be-
fore 1989). In some cases, 
the increase in inequality is 
particularly high (e.g., Es-
tonia, Russia, Bulgaria, 
Croatia).19 Most of the 
cases in which inequality 
has increase are countries 
that have seen quite fast 
transition. In some cases, 
these are countries that 
have gone through a seri-
ous crisis, which have lead 
to the decline of public 
revenues and thus to the 
decline in unemployment 
and other benefits. In some 
cases, the increase of ine-
quality is the consequence 
of the way the state assets 
were privatized. Interesting 
cases are Russia, where 
inequality has increased 
quite dramatically as a con-
sequence of the series of 
crisis and of the method of 
privatization, Bulgaria 
where crisis has played the 
key role in the steep in-
crease in inequality, Hun-
gary where wages and 
benefits were reduced sig-
nificantly in the reform in 
mid-nineties and Croatia 
where the key role was 
played by privatization. In 
countries with high unem-
ployment rates, inequality 
is not particularly higher 
than in those with lower 
unemployment rates. In 
some case, this is the con-
sequence of the more gen-
erous unemployment and 
other social benefits. Thus, 
the limited evidence on the 
inequality in transition 
seems to indicate that the 

The development of 
the public sector is much 
more difficult to analyze. 
Stylized facts may perhaps 
be summarized as follows: 
public expenditures are 
rather high, as a share of 
GDP, but are declining; 
budget deficits are signifi-
cant, but public debt (as a 
share of GDP) is mostly 
stagnating due to high 
growth rates; expenditures 
on wages and salaries have 
decreased significantly, 
though data is not very 
reliable; expenditures on 
subsidies vary across coun-
tries, but are low by most 
standards; expenditures on 
health and education have 
declined: finally, expendi-
tures on pensions and other 
dependent persons have 
declined quite significantly. 
Investments tend to be 
significant because of the 
need to upgrade the infra-
structure in the wide sense 
of that term. Overall, in 
most cases, the state sec-
tor is still quite large.  
 
 

                                                 
19 More details in Milanovic (1998). 
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Figure 5 
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Table 2 

  Indicators of inequality from Human Development Report, 2004 
    
 Gini Top 20%/bottom20% Top 10%/bottom 10% 
Albania 28,20 4.1 times 5.9 times 
B&H 26,20 3.8 times 5.4 times 
Bulgaria 31,90 5.8 times 9.5 times 
Croatia 29,00 4.8 times 7.3 times 
Macedonia 28,20 4.4 times 6.8 times 
Romania 30,30 4.7 times 7.2 times 
    
Slovenia 28,40 3.9 times 5.9 times 
Czech Republic 25,40 3.5 times 5.2 times 
Poland 31,60 5.8 tomes 9.3 times 
Hungary 24,40 4.9 times 8.9 times 
Slovakia 25,80 4 times 6.7 times 
    
Lithuania 31,9 5.1 times 7.9 times 
Latvia 32,40 5.3 times 8.9 times 
Estonia 37,20 7.2 times 14.9 times 
    
Russia 45,60  10.5 times 20.3 times 
Ukraine 30,30  4.3 times 6.4 times 
Turkey 40,00  7.7 times 13.3 times 
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Appendix IV: Some Statistics 
 After the initial transitional recession, the growth in transition economies was driven 
by increases in productivity. Figures 3 and 4 illustrate that for the NMS (New Member 
States) and separately for Bulgaria and Romania where the same process emerges some-
what belatedly. The decrease of employment and increase of unemployment is certainly one 
indicator of increased inequality. 
 
Figure 6 
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Figure 7 
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Note: VAD = value added; NMS = new member states; Czech Republic (CZ), Hungary (HU), Poland (PL), Slovakia 
(SK), Slovenia (SL), Estonia (EE), Latvia (LV), Lithuania (LT), Bulgaria (BU), Romania (RO). 
Source: WIIW. 

 

In addition, adverse development in employment have been more pronounced among 
women, the young and those who have been out of work for a longer period of time. Tables 
2-6 illustrate that. Countries have performed differently in different periods, but most of 
them do not differ very much in their political performance or in the level of social conflicts. 
 

 

 

 

17 



European Balkan Observer Vol. 3, No. 1 September 2005 

18 

Table 3         

         

Employment rates in new EU member states/candidate countries, LFS 

employed in % of working age population 15-64 

         

 1996 1997 1998 1999 2000 2001 2002 2003 

         

Czech Republic 69,3 68,7 67,3 65,6 65,0 65,0 65,4 64,7 

Hungary 52,1 52,2 53,7 55,6 56,3 56,2 56,2 57,0 

Poland 58,4 58,9 59,0 57,6 55,0 53,4 51,5 51,2 

Slovakia  61,9 60,8 60,6 58,1 56,8 56,8 56,8 57,7 

Slovenia  61,6 62,6 62,9 62,2 62,8 63,8 63,4 62,5 

Bulgaria 54,0 54,1 53,7 51,2 50,4 49,7 50,6 52,5 

Romania 65,5 65,4 64,2 63,2 63,0 62,4 57,6 57,6 

Estonia 64,9 65,4 64,6 61,5 60,4 61,0 62,0 62,9 

Latvia 57,1 59,8 59,9 58,8 57,5 58,6 60,4 61,8 

Lithuania 60,3 62,6 62,3 61,7 59,1 57,5 59,9 61,1 

         

EU(15) 60,3 60,7 61,4 62,5 63,4 64,1 64,2 64,3 

EU(25) . 60,6 61,2 61,9 62,4 62,8 62,8 62,9 

         

Source: WIIW.      
Note: LFS = labor force survey. 

 

Table 4         

         

                     Employment rates in the NMS/candidate countries by gender, LFS    

employed in % of working age population 15-64    

         

Male          

 1996 1997 1998 1999 2000 2001 2002 2003 

         

Czech Republic 78,1 77,4 76,0 74,0 73,2 73,2 73,9 73,1 

Hungary 59,5 59,7 60,5 62,4 63,1 62,9 62,9 63,5 

Poland 65,2 66,8 66,5 64,2 61,2 59,2 56,9 56,5 

Slovakia  69,2 67,7 67,8 64,3 62,2 62,0 62,4 63,3 

Slovenia  66,0 67,0 67,2 66,5 67,2 68,6 68,2 67,4 

Bulgaria 57,7 58,0 57,5 55,1 54,7 52,7 53,7 56,0 

Romania 72,6 71,9 70,4 69,0 68,6 67,8 63,6 63,8 

Estonia 69,8 70,7 69,6 65,8 64,3 65,0 66,5 67,2 

Latvia 62,3 64,9 65,1 64,1 61,5 67,9 64,3 66,1 

Lithuania . 68,4 66,2 64,3 60,5 58,9 62,7 64,0 

         

EU(15) 70,4 70,7 71,2 72,0 72,8 73,1 72,8 72,5 

EU(25) . 70,2 70,6 70,9 71,3 71,3 71,0 70,8 
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Female         

 1996 1997 1998 1999 2000 2001 2002 2003 

         

Czech Republic 60,6 59,9 58,7 57,4 56,9 57,0 56,3 56,3 

Hungary 45,2 45,4 47,2 49,0 49,7 49,8 49,8 50,9 

Poland 51,8 51,3 51,7 51,2 48,9 47,7 46,2 46,0 

Slovakia  54,6 54,0 53,5 52,1 51,5 51,8 51,4 52,2 

Slovenia  57,1 58,0 58,6 57,7 58,4 58,8 58,6 57,6 

Bulgaria 50,4 50,3 49,9 47,5 46,3 46,8 47,5 49,0 

Romania 58,4 59,1 58,2 57,5 57,5 57,1 51,8 51,5 

Estonia 60,2 60,4 60,3 57,8 56,9 57,4 57,9 59,0 

Latvia 52,4 55,0 55,1 53,9 53,8 55,7 56,8 57,9 

Lithuania . 57,2 58,6 59,4 57,7 56,2 57,2 58,4 

         

EU(15) 50,2 50,8 51,6 52,9 54,1 55,0 55,6 56,0 

EU(25) . 51,1 51,8 52,9 53,6 54,3 54,7 55,0 

         

Source: EUROSTAT; WIIW incorporating national LFS    
Note: NMS = new member states; LFS = labour force survey. 

 

 

 

 

 

Table 5       

       

Youth employment rates in the NMS/CC   

% of population aged 15-24     

       

Total       

 1997 1998 1999 2000 2001 2002 

       

Czech Republic . 41,5 38,3 36,4 34,3 32,3 

Hungary 29,6 33,9 34,9 33,5 31,8 30,1 

Poland 28,9 28,5 26,6 25,3 24,0 21,7 

Slovakia  . 35,0 31,0 29,0 27,7 27,0 

Slovenia  40,4 37,5 34,3 32,8 30,5 30,6 

Bulgaria . . . 19,7 19,7 19,4 

Romania 36,5 35,5 33,7 33,1 32,6 28,7 

Estonia . 35,5 30,0 28,3 28,1 28,2 

Latvia . 33,3 32,3 29,6 28,8 31,0 

Lithuania . 34,0 32,5 26,5 22,9 23,8 

       

EU(15) 37,2 38,2 39,4 40,4 40,8 40,6 

EU(25) 36,4 37,1 37,6 38,0 38,1 37,6 
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Male       

 1997 1998 1999 2000 2001 2002 

       

Czech Republic . 47,3 42,3 39,3 37,2 35,3 

Hungary 33,4 37,6 38,5 37,3 35,7 32,9 

Poland 33,9 32,7 30,5 28,3 26,6 24,2 

Slovakia  . 38,0 32,9 29,8 28,9 28,7 

Slovenia  44,2 39,5 36,3 35,7 34,1 34,4 

Bulgaria . . . 21,8 20,0 20,4 

Romania 40,4 39,4 37 32,8 35,2 31,4 

Estonia . 40,0 34,9 32,6 33,9 34,6 

Latvia . 37,7 36,9 34,7 32,8 36,4 

Lithuania . 39,7 36,8 29,6 25,2 27,1 

       

EU(15) 40,8 41,8 42,9 43,9 44,2 43,7 

EU(25) 40,3 40,8 41,2 41,5 41,4 40,7 

       

       

Female       

 1997 1998 1999 2000 2001 2002 

       

Czech Republic . 35,8 34,3 33,5 31,4 29,2 

Hungary 25,8 30,2 31,2 29,7 27,8 27,3 

Poland 24 24,3 22,8 22,2 21,5 19,3 

Slovakia  . 32,1 29,0 28,2 26,5 25,3 

Slovenia  36,4 35,4 32,4 29,7 26,8 26,5 

Bulgaria . . . 17,7 19,4 18,4 

Romania 32,7 31,6 30,4 30,5 30 26,1 

Estonia . 32,0 26,0 24,0 21,9 21,6 

Latvia . 28,8 27,6 24,4 24,6 25,4 

Lithuania . 28,1 28 23,2 20,6 20,5 

       

EU(15) 33,6 34,6 35,9 36,8 37,3 37,4 

EU(25) 32,5 33,4 34,1 34,6 34,7 34,4 

       

       

Source: WIIW     
Note: NMS = new member states; CC = candidate countries. 
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Table 6 

Youth unemployment* rates in NMS and SEES, LFS, in %   

            

  1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 

            

Albania  . . . . . . . . . . 

Bosnia & Herzegovina . . . . . . . . . . 

Croatia  . . 26,9 28,4 30,9 36,5 38,4 41,5 35,5 35,9 

Macedonia  . . 69,5 74,2 70,9 62,9 59,9 56,1 58,4 65,7 

Serbia & Montenegro . . 50,3 50,2 51,5 53,1 49,6 . . . 

            

Czech Republic  8,7 7,8 7,2 8,6 12,4 17,0 17,0 16,6 16,0 17,6 

Hungary  19,4 18,6 18,0 15,9 13,5 12,4 10,1 11,2 12,6 13,4 

Poland  32,5 31,2 28,5 24,8 23,2 31,3 35,1 41,0 43,9 43 

Slovakia   27,3 24,8 20,9 21,7 23,6 32,1 35,2 37,3 36,1 32,2 

Slovenia   22,2 18,8 18,8 17,6 18,5 17,9 16,8 18,1 16,7 17,4 

Bulgaria  44,9 37,7 33,5 34,8 32,2 34,0 35,3 39,5 36,5 28,3 

Romania  22,5 20,6 20,2 18,0 18,4 18,9 18,6 17,5 21,7 18,5 

            

Notes: *) 15 to 24 years.      

            

Source: CANSTAT 2003/4, national LFS statistics.    
Note: NMS = new member states; SEES = Southeast European states; LFS = labour force survey. 

Table 7 

Long-term unemployment in NMS and SEES,  LFS      
More than 12 months, in % of 
total unemployed           

           

 1996 1997 1998 1999 2000 2001 2002 2003 2002 2003 

           

Albania 12m+ 76,0 84,0 89,0 90,2 89,6 91,8 93,1 92,6 93,1 92,6 

Bosnia & Herzegovina . . . . . . . . . . 

Croatia 41,1 44,2 44,7 49,2 52,1 55,9 54,8 53,4 54,8 53,4 

Macedonia 80,7 83,2 82,9 83,8 83,3 86,9 84,5 85,1 84,5 85,1 

Serbia & Montenegro 78,8 74,1 79,5 79,6 81,7 74,8 75,6 . 75,6 . 

  Montenegro 85,5 82,2 83,9 81,6 80,1 85,0 86,0  86,0  

  Serbia 78,1 73,3 77,9 79,3 81,9 73,4 74,3  74,3  

           

Czech Republic 28,2 28,1 29,5 36,0 48,3 57,1 50,5 50,1 50,5 50,1 

Hungary  48,3 43,8 41,6 44,6 44,0 41,8 40,1 34,7 40,1 34,7 

Poland 39,1 37,9 37,5 32,9 37,9 43,1 49,9 49,5 49,9 49,5 

Slovakia 51,6 50,3 50,7 46,9 53,9 57,9 60,0 64,4 60,0 64,4 

Slovenia1) 52,2 56,7 57,7 57,7 62,4 61,9 57,7 56,5 57,7 56,5 

Bulgaria1) . 60,4 59,1 56,8 58,2 62,2 66,2 65,3 66,2 65,3 

Romania1) 51,3 47,7 41,9 44,3 51,5 49,5 53,1 60,7 53,1 60,7 

           

Notes:           

1) More than 11 months.           

           

Source: EUROSTAT, national LFS statistics for respective countries.      
Note: NMS = new member states; SEES = Southeast European states; LFS = labour force survey. 
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GDN-SEE Workshop  
15-16 July 2005, Vienna (Austria)  

PROGRAMME  
Venue: The Vienna Institute for International Economic Studies (wiiw), Oppolzergasse 6, 
1010 Vienna  
Friday, 15 July 2005  

11.00 – 11.30 Introduction to the projects of the GDN-SEE research 
competition 2005  

VLADIMIR GLIGOROV  

Group 1 Labour markets, migration  
CHAIR: ANNA IARA  

11.30 – 12.00 Labour Market Dynamics and Characteristics in Bulgaria and Romania – Chal-
lenges for a Successful Integration in the European Union MARIANA 
KOTZEVA, BIANCA PAUNA 

12.00 – 12.30 Improving Policies to Enhance the Developmental Effectiveness of Remit-
tances DANIEL POP 

12.30 – 14.00 Lunch  

14.00 – 14.30 Go For Pay or Pay To Go: Macro-Economic Impact of Bulgarian Return Migra-
tion VENELIN BOSHNAKOV, IORDAN KALTCHEV, VESSELIN MINTCHEV, 
TSVETOMIRA TSENOVA  

14.30 – 15.00 Old Europe Working Experience in the EU Acceding Countries ANNA IARA 

15.00 – 15.30 Migration and External Balances RADMILA DRAGUTINOVIC MITROVIC, 
MILENA JOVICIC 

15.30 – 16.00 Coffee break  

16.00 – 17.00 Discussion of the research projects  

 
Saturday, 16 July 2005  
 
Group 2 Foreign aid  
CHAIR: VLADIMIR GLIGOROV  

9.45 – 10.15 Moving from Aid-Dependency to Aid-Sufficiency in Post-Conflict Regions: A 
Case-Study of Bosnia and Herzegovina, and Kosovo ALEXIS ANTONIADES, 
KRISTEN BOON, PETROS PASSAS  

10.15 – 10.45 Discussion of the research projects  

10.45 – 11.00 Coffee break  

 

Group 3 FDI, trade, exchange rates  

CHAIR: MARIO HOLZNER  

11.00 – 11.30 The Effects of Trade Liberalization on Trade Flows and Firms´ Performance in 
SEE JOZE DAMIJAN, JOSE DE SOUSA 

11.30 – 12.00 Dollarisation And Macro Stability In a Small Open Economy in Border of the 
EMU ERJON LUCI, MARTA MUCO, PETER SANFEY, ELVIRA SOJLI  
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12.00 – 13.30 Lunch  

13.30 – 14.00 Real Exchange Rate Distortion in Southeast Europe MARIO HOLZNER 

14.00 – 14.30 Discussion of the research projects  

14.30 – 15.00 Coffee break  

15.00 – 15.30 General discussion and conclusion.
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