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ABSTRACT

ESSAYS ON PROPERTY RIGHTS ECONOMICS: TOWARDS AN EVOLUTIONARY THEORY OF PROPERTY RIGHTS AND ITS APPLICATION

Scott A. Beaulier, M.A.

George Mason University, 2004

Dissertation Director: Dr. Peter J. Boettke

This dissertation is an exercise in development and property rights economics.  The theoretical section of this dissertation discusses two competing theories of property rights: the common law theory of property rights and the legal positivist theory of property rights.  In this theoretical piece, the author argues that privatization programs based on the common law theory of property rights outperformed legal positivist privatizations the former Soviet bloc.  

The empirical section of the dissertation consists of two case studies.  The first case study examines the Czech Republic’s post-communist transition.  In this case study, the author argues that, despite criticisms from academic economists and the popular media, the Czech transition has been a remarkable success.  Even though critics have gone so far as to call the Czech transition a failure, the Czech Republic’s post-communist economic performance is actually above Eastern European and middle-income averages.

The other case study explores Botswana’s growth miracle.  Botswana was the fastest growing nation in the world from 1965-1995.  How do we explain this growth?  It cannot be natural resources, because so many other resource rich countries have failed to grow.  Daron Aceomoglu, Simon Johnson, and James Robinson argue that Botswana had the "good" British institutions of private property and the rule of law.  According to their account, Botswana's colonial origins were driving her growth.  This begs the question of why other former British colonies struggle to grow.  When we look more closely at Botswana’s development, we see that at the time of independence Botswana's leadership made rapid, decisive policy choices which were free-market in nature.  Thus, Botswana’s success was not the result of some kind of special position prior to independence, but, rather, the result of prudent policy choice at a crisis moment.  

In the process of writing this dissertation, the author conducted a literature review of development economics and property rights economics.  The dissertation is slated to be a reference and resource for intellectuals working in the fields of property rights economics and development economics.  

1. Introduction

Development economics is in a state of disarray.  The world has experienced 

more than 50 years of development planning and more than 10 years of post-communist development planning.  Most development policies are either lacking a clear theoretical grounding or empirical support.  Yet, policymakers continue to try to help the world’s poor.  Even though policymakers have the best of intentions and an abundance of economic resources to support Third World development, the effect of international aid in most developing countries has been negligible.  In the past 50 years, hundreds of reform plans have been tried, and just as many have failed.  Despite all of the hard work of policymakers and despite the many resources allocated to the development problem, there have been no more than a dozen success stories of countries finding their way out of the poverty trap.   


Despite this bleak record, development economists are not yet ready to throw in the towel on development planning.  Some (Stiglitz 2002) argue that more resources should be spent on development problems.  Others think that development economists have finally figured things out.  The current Washington consensus argues for macroeconomic stabilization, privatization, trade openness, and fiscal responsibility, and it would be difficult to find an economist who would disagree with these policy prescriptions.  Time will tell whether today’s Washington consensus will be any more effective in exporting Western institutions and policy advice.  Since it is inconceivable that institutions like the International Monetary Fund (IMF) and World Bank will get out of the development game altogether, perhaps the most we can hope for is that they will become better informed about the necessary preconditions for economic development.  Thus, the goal of my dissertation is to help the development community become better informed about viable development policies.  

   
At the most general level, my dissertation focuses on the necessary preconditions for reform in transition economies.  In Chapter 1, I provide an explanation for why so many of the post-communist transition economies of Eastern Europe and the former Soviet Union have struggled to develop.  According to my argument, Western advisors had the wrong theory of property rights in hand when recommending policy to post-communist countries.  Advisors should have been promoting a decentralized, common-law approach to privatization, but they were instead encouraging Eastern European leaders to take a legal positivist approach.  As the empirical section of this chapter indicates, countries with the most centralized privatization approaches (i.e., legal positivist approaches) have performed the worst since the collapse of communism.  By contrast, those countries that allowed the market, rather than the government, to ration previously nationalized goods have clearly outperformed their peers.    

In addition to this theoretical piece, my dissertation contains case studies of the Czech Republic and Botswana, which I focused on due to the fact that they are examples of successful development planning.  In the first case study (Chapter 3 of my dissertation), I defend the Czech Republic’s transition against critics who view the transition as a failure by providing evidence that suggests the Czech transition has actually been a remarkable success; by any reasonable standard, the Czech Republic’s post-communist growth has been above average.  In large part, this success stems from Vaclav Klaus’s radical shock therapy approach to reform.  As I suggest in this chapter, development economists and the popular media should be more careful in their use of the term “failure.” 

In Chapter 4, I look at Botswana’s post-colonial transition.  As a landlocked country in the middle of sub-Saharan Africa, Botswana should not be growing (Sachs and Warner 1995a); yet, Botswana has been one of the fastest growing nations in the world for more than 35 years.  Daron Acemoglu, Simon Johnson, and James Robinson (2003) suggest that Botswana’s success can be attributed to Botswana’s “good institutions” of private property and the rule of law, which were inherited from Great Britain during colonialism.  When we look closely at the Acemoglu, Johnson, and Robinson explanation, however, their story of good colonialism is a questionable premise: British policy was less benign than many accounts suggest.  Thus, we must look elsewhere for the source of Botswana’s development.  I argue that Botswana’s rapid post-colonial growth was achieved because of good policy choices by the post-colonial leaders, Khama and Masire, rather than because of any favorable experiment with colonialism.  

In Chapter 5, I provide some concluding remarks on the overall dissertation, and some suggestions for future research.  

2. Bidding for Success: Why Direct Auction Privatizations Lead to Successful Transitions

I.  Introduction

Historians will look back and describe the 1990s as an era of radical decentralization of power and opening of markets throughout Eastern Europe and the former Soviet Union.  With the collapse of communism, tremendous amounts of resources were shifted from the public sector to private ownership.  In Czechoslovakia, for example, government spending as a percentage of gross domestic product (GDP) accounted for 98% of gross domestic product in 1989; today, government spending as a percentage of GDP is approximately 20% of GDP.  

During this transition period, many different privatization programs were attempted throughout the former Soviet bloc.  When assessing the relative performance of these transition economies, most of the attention has been focused on the State’s role in the privatization process.  For example, elites in Russia’s oligarchy have been heavily criticized for failing to appreciate de facto control rights during the privatization process (Boettke 2001 [1998]), Hoff and Stiglitz 2002).  By contrast, former Czech Finance Minister Vaclav Klaus’s voucher privatization has been widely praised for its role in the relatively efficient and equitable transition in the Czech Republic (Hazlett 1996, Klaus 1997).  
In this chapter, I will argue that far too much emphasis has been placed on the State’s role in privatization.  In addition, post-communist leaders throughout Eastern Europe and the former Soviet Union have been far too willing to take credit for their role in the transition.  As Hernando de Soto’s The Other Path makes clear, a far more important source of economic development is the spontaneous de facto rights being created and enforced at the local level.  According to De Soto, the informal sector plays a more central role in economic development than the established, formal sector.  

In the informal sector, property rights are still emerging.  They are not fully defined, well-enforced, or easily transferable.  In some regions of the world, these de facto rights are considered illegal.  Yet, many of these rights actually make use of the legal process, and some are consistent with the current legal code in their respective countries.  
This paper will suggest that throughout the post-communist transition, more attention should have been focused on the definition and enforcement of rights that was taking place at the local level.  Unfortunately, when it came to privatization in Eastern Europe, even the most free market reformers went astray by assuming that central planning would be a more effective approach to privatization.  Reformers and citizens throughout Eastern Europe would have been better served if they had respected the decentralized nature of property rights formation and enforcement.  

In the next section, I introduce two competing theories of property rights.  One theory of property rights emphasizes decentralization, local knowledge, and the spontaneous process; the other theory of property rights emphasizes the State’s role in the definition and enforcement of rights, centralization of rights, and clarification of these rights. After looking at these two theories of property rights, I will then suggest that, throughout most of Eastern Europe, reformers were implicitly formulating policy with the latter version of property rights in mind.  

In Section III, I explain how the legal positivist theory of property rights became popular across Eastern Europe and the former Soviet Union.  In Section IV, I look at post-communist growth rates and other evidence related to post-communist economic performance in Eastern Europe; this evidence suggests that countries that relied on the direct sale of resources clearly outperformed more centralized privatization efforts.  In Section V, I explain why the direct sale of resources was a far more efficient form of privatization.  According to my argument, the direct sale approach did a better job of incorporating the de facto rights and values of the informal economy into the privatization process.  

II. Common Law vs. Legal Positivist Theories of Property Rights

A. The Common Law Approach

When examining the privatization process, it is useful to draw a distinction between a common law interpretation of property rights and the legal positivist alternative.  The common law approach emphasizes the spontaneous nature of property rights and tends to confirm already developed practices and customs that are in place at the local level.  It is a decidedly evolutionary approach that emphasizes the decentralized nature of information and the role of knowledge in decision-making.  The common law approach to property rights recognizes that property rights do not originate from the law or some decree, but, rather, come about as a natural response to resource scarcity.  Some of the more prominent common law theorists include De Soto (2002 [1989], 2000), Benson (1990), Anderson and Hill (1983, 1975), and Hayek (1983, 1973).  Among the first to describe the common law approach to property rights were Menger (1994 [1871], 1963 [1883]) and Hume (1985 [1739-40]). 
   
For Menger, “[t]he problem that science must solve is…the explanation of human behavior that is general and whose motives do not lie clearly upon the surface” (Menger 1994 [1871], 315; emphasis in the original).  In order to solve this problem, he distinguished between two different explanations of the origin of social institutions.  The first is a “pragmatic” explanation:

There are a number of social phenomena which are products of the agreement of members of society, or of positive legislation, results of the purposeful common activity of society thought of as a separate active subject…Here the interpretation appropriate to the real state of affairs is the pragmatic one—the explanation of the nature and origin of social phenomena from the intentions, opinions, and available instrumentalities of human social unions or their rulers. (1963 [1883], 145; emphasis in the original)

He stresses that the origin of social institutions is not the result of an economic process, but is rather “the result of human calculation which makes a multiplicity of means serve one end” (1963 [1883], 132; emphasis in the original).  An example of this would be a “social contract” explanation of the origin of property; establishing property rights, in that approach, is the goal of the participants.  


The emergence of social institutions can also be explained as a product of the unintended results of historical development, rather than as the result of some common will.  Or, to use Adam Ferguson’s familiar phrase, social institutions are “the result of human action, but not the execution of any human design” (Ferguson 1966 [1767], 187).  Menger labels these institutions, which arise in this spontaneous fashion, “organic”:

The social phenomena of “organic” origin are characterized by the fact that they present themselves to us as the unintended result of individual efforts of members of society, in other words, of efforts in pursuit of individual interests…they are, to be sure, the unintended social result of individually teleological factors. (Menger 1883, 158; emphasis added)

Instead of being part of a deliberate plan serving a single hierarchy of ends, institutions of “organic” origin are essentially spontaneous or unplanned, serving no single hierarchy of ends, but, rather, a multiplicity of individual, competing ends.
  That is, the institution develops gradually over time as a result of unintended consequences of intentionally acting individuals.  In this way, the evolution and the organic, or spontaneous, formation of an institution are “twin conceptions” (Hayek 1973, 23).  Throughout the rest of the paper I shall call this evolutionary approach the common law approach to property rights, as opposed to using Menger’s “organic” label.


The common-law theory developed by Menger describes two processes of institutional evolution (Vanberg 1986, 81).  The first is a “process of variation” in which new social norms are generated by means of separate individual choices.  In other words, new practices are adopted as the result of the self-interest of one person or a few people.  The second process—the “process of selection”—explains how a practice will spread among society due to (self-interested) individual imitation.  That is, along with the traditional practices come new, competing practices, some of which become “systematically selected by individual imitation” and will spread, over time, throughout the society (Alchian 1950, 211-21).  As demonstrated by Menger (1994 [1871], 257-62), and commonly agreed upon as a valid explanation by virtually all Austrian economists, a fine example of an institution of spontaneous, evolutionary origin is money.  

In analyzing the emergence of social institutions, Hayek has also emphasized the difference between the rules of intentionally acting individuals and the cultural rules of a society.  The rules governing individual action are innate behavioral regularities all humans possess (“genetic rules”), while the latter are rules of conduct generally recognized by specific groups (“cultural rules”).
  For Hayek, 

The chief points on which the comparative study of behavior has thrown such important light on the evolution of law are, first, that it has made clear that individuals had learned to observe (and enforce) rules of conduct long before such rules could be expressed in words; and second, that these rules had evolved because they led to the formation of an order of the activities of the group as a whole which, although they are the results of the regularities of the actions of the individuals, must be clearly distinguished from them, since it is the efficiency of the resulting order of actions which will determine whether groups whose members observe certain rules of conduct will prevail (Hayek 1973, 74; emphasis added).

More specifically, with regards to the formation of private property, Hayek writes:

I think the first member of the small group who exchanged something with an outsider, the first man who pursued his own ends, not approved and decided by the head, or by the common emotions of the group, the first man above all who claimed private property for himself, particularly private property in land, the first man who, instead of giving his surplus product to his neighbours, traded elsewhere…contributed to the development of an ethics that made the worldwide exchange society possible.

All of this developed…in a competition among groups, each imitating those who adopted a somewhat advanced…system of practices, and in consequence, increased more rapidly in population, both by procreation and by attracting people from other groups (Hayek 1983, 31-2).


Hayek stresses that individuals never understood why they accepted the morals of private property…“[m]an was never intelligent enough to design his own society” (1983, 46-7).  That is, “private property…was never ‘invented’ in the sense that people foresaw what its benefits would be,” but spread “because those groups who by accident accepted them prospered and multiplied more than others” (1983, 47).  Hayek calls this a process of “cultural selection,” which allows certain groups and practices to withstand the duration of time.


Outside of the Austrian School, David Hume’s (1985 [1739-40]) understanding of the emergence of property rights was clearly an evolutionary one.  For Hume, property rights are similar to other useful conventions that are adopted spontaneously.  For example, when:

[t]wo men pull the oars of a boat, [they] do it by an agreement or convention, though they have never given promises to each other.  Nor is the rule concerning the stability of possession the less derived from human conventions, that it arises gradually, and acquires force by a slow progression, and by our repeated experience of the inconveniences of transgressing it…In like manner are languages gradually establish’d by human conventions without any promise.  In like manner do gold and silver become the common manner of exchange (1985 [1739-40], 542). 


More recent evolutionary arguments clearly point to privatization being a process rather than an outcome.  Sugden (1989) offers a game theoretic interpretation of Hume when he suggests that all that is necessary for a convention to emerge is other individuals believing that other people are following the same convention.  A rule, such as the right of first possession, can be adopted for no other reason than the fact that it is popular.   As Anderson and Hill (1983, 414) point out, the evolution of property rights in land, water, timber, and livestock on the American frontier was the result of a messy process involving homesteaders and other de facto owners of the resources: property rights were allowed to emerge in the West rather than being imposed by the State.  In an oft-cited passage, De Soto argues that the de facto property rights are defined by where the dogs on local farms bark.  As De Soto puts it,

If you take a walk through the countryside, from Indonesia to Peru, and you walk by field after field—in each field a different dog is going to bark at you. Even dogs know what private property is all about. The only one who does not know it is the government (2000, 214).   
As the common law approach makes clear, the world is filled with different, and often 

competing, property rights systems.  These rights are the result of ongoing interactions

among the users of scarce resources.  The State’s role in the privatization process is 

therefore limited to the codification of already existing property rights systems.


B.  The Legal Positivist Alternative

 
The legal positivist theory of property rights places far greater emphasis on deliberative action and planning.  Unlike the common law approach, the legal positivist approach views legal practices and customs as artifacts of the State.  The legal positivist approach recognizes a significant role for the State in the privatization process: in most cases, the State is given the exclusive authority to define and enforce property rights.  As Lipton and Sachs (1990, 294) describe it, “Privatization means creating anew the basic institutions of a market financial system, including corporate governance of managers, equity ownership, stock exchanges, and a variety of financial intermediaries…”  The emphasis is, therefore, on creating something new rather than attempting to recognize the existing bundles of rights.  In fact, that existing set of customs and rules is often thought to be so perverted that a “Big Bang” is necessary to bring about the necessary economic reforms.  Some of the more prominent legal positivists include Dworkin (1980), Tribe (1985), Lipton and Sachs (1990), Riker (1991), Holmes and Sunstein (1999), and Murphy and Nagel (2002).  
The legal positivist approach is ultimately grounded in a strong form of rationalism, so it is not surprising to discover that Thomas Hobbes (1991 [1651]) offers us one of the earliest legal positivist theories of property rights.  In Hobbes’s state of nature, there is no property.  According to Hobbes, property rights were the result of the commonwealth.  Since the commonwealth exists only through the civil laws granted by the sovereign, property rights are a vacuous concept in the absence of the State or sovereign authority.  

Many contemporary legal theorists and political philosophers have followed Hobbes in claming that private property does not exist in the absence of the State.  For example, Holmes and Sunstein (1999) argue that since property rights involve public costs, property rights are not going to be well-protected unless there is a large State to pay for the public costs of the rights.  Murphy and Nagel (2002) go so far as to suggest that property rights do not even exist in the absence of taxation.

Contemporary economists and political scientists also emphasize the State’s role in creating, defining, and enforcing property rights.  In an examination of Ghana’s economic performance, Firmin-Sellers (1995) argues that Ghana’s central government “lacked sufficient coercive authority.”  In the absence of a strong state, the informal rights in Ghana failed to inspire investment and growth.  McFaul (1995) makes a similar point when examining Russia’s difficult transition: without a strong State defining and enforcing property rights, Russia’s privatization programs were destined to fail.  

The legal positivist approach to privatization has difficulty recognizing property rights in the absence of the State.  According to the legal positivist interpretation, the State is necessary for the enforcement of rights.  Without the State, rights would be severely fragmented.  As legal positivists see it, without some kind of centralized authority, rights will be scattered and there will be a permanent war of all against all over these undefined rights.  

III.  Legal Positivism in Eastern Europe

The common law versus legal positivist dichotomy is an important one when we turn our attention to Eastern Europe and the former Soviet Union.  If reformers are promoting a common law approach to privatization, power tends to be decentralized and decisions flow from the bottom up.  By contrast, if reformers are promoting a legal positivist approach, the organizational structure is highly centralized; power is concentrated in the hands of a few (or one), and decisions flow from the top down.  

While this distinction is admittedly simplistic, it serves a useful purpose in that it helps us understand how much information is embedded in different property rights arrangements.  According to the common law interpretation (Anderson and Hill 1975, Demsetz 1967), the allocation of property rights is like any other scarce good: scarcity determines the quantity and quality of property rights.  As Harold Demsetz put it in his seminal article on the emergence of property rights among Montagnais Indians of the Labrador Peninsula, 

property rights develop to internalize externalities when the gains of internalization become larger than the cost of internalization.  Increased internalization…results from changes in economic values, changes which stem from the development of new technology and the opening of new markets, changes to which old property rights are poorly attuned. (1967, 350)

When beavers in the Labrador Peninsula became relatively scarce, property rights 

became more well-defined.  The efficient allocation of property rights is, thus, a result 

of resource scarcity, and it cannot be easily determined in advance.

When we seek to make sense out of the transition economies of Eastern Europe and the former Soviet Union, it is important that we first understand the common law versus legal positivist interpretation of property rights.  If property rights are, indeed, like other goods and services, granting the State the exclusive right to privatization can seriously hamper the quality and quantity of rights.  If, by contrast, property rights are a scarce good that emerges from the market process, then policymakers should be less concerned with how to allocate rights and more concerned with how to encourage an environment conducive to the emergence of rights.

The general consensus among economists regarding the privatization process in Eastern Europe is that the privatization programs have failed because bureaucrats have been in charge of the privatization process.  For economists, this result is not that surprising.  As McChesney (1990, 298) points out,

…there is no guarantee that government actors will choose the optimal system of ownership in privatizing some common resource; government officials will prefer an inefficient private-rights assignment if it is beneficial to them personally.

For example, McChesney suggests that land privatization for Indians was halted when the budget of the Bureau of Indian affairs began to shrink.  

Citizens in Eastern Europe and the former Soviet Union had a similar experience.  After the first two waves of privatization in the Czech Republic, the National Property Fund failed to follow through on promised privatizations of banking and other heavy industry.  As one Czech citizen put it, 

The National Property Fund is the “National Property Fraud.”  According to their original mission, they should not even exist today.  Yet, they still hold 15-20% of Czech assets.  What would happen to their jobs if they privatized their remaining assets?

Individuals on the street in the Czech Republic seem to realize the crucial point in McChesney’s model: why would a leader or bureaucrat acquiesce to the privatization of resources if privatization promised a reduction in wealth and power for that official?
     


The degree to which bureaucrats and government officials cling to power depends largely on the structure of the privatization process.  If the privatization process is going to be determined by private citizens who are able to bid on resources, the resources will be allocated and used more efficiently.  If, instead, ill-informed bureaucrats—without much to gain if they do a good job—guide the privatization process, less efficient property systems are likely to result.  

In the next section, I will suggest that the legal positivist approach to privatization was actually the main reason for why the privatization process failed in so many transition economies.  Economists from the West exported the legal positivist notion of property rights to Eastern Europe.  As we will see, those countries that whole-heartedly attempted to design property rights systems anew are the countries that have performed most poorly since the collapse of communism.  By contrast, those countries that relied on a direct sale method of privatization—a method more consistent with the common law approach—have fared much better in their transitions. 

IV.  Evidence from Transition Economies

At this point, the careful reader might be asking: weren’t the transitions in the Czech Republic, Estonia, Hungary, and Poland cases where top-down planning worked? Moreover, when we look at other successful transitions in places like Chile, Ireland, and New Zealand, high degrees of centralized authority also went hand-in-hand with these reforms.  If top-down planning and legal positivism go hand in hand, then recent history suggests that legal positivism works!  After all, this is the conclusion that Sachs and Warner (1995b, 61) reach when they point out that, “…all of the strong trade reformers [of Eastern Europe] achieved positive economic growth by 1994, while none of the other countries had done so.”   


While this explanation might be appealing, careful central planning cannot be the whole story behind these successes.  As Marcouiller and Young (1995, 630-31) point out, in places like Nicaragua, the Philippines, and Zaire, decisive and powerful leaders have been predatory and “squeeze[d] the formal sector without pity and without limit.”  Early on in the Eastern European privatization process, just about every transition economy had a high degree of centralization with significant power vested in the hands of a few key reformers.  If leaders in Eastern Europe had chosen to abuse their power, we could have seen results similar to those of Nicaragua, the Philippines, and Zaire.  Furthermore, if concentration of power and authoritative (if not authoritarian) leadership were all it took to be successful, then every Eastern European country should have done reasonably well.

Part of the problem for the post-communist countries in their transitions has been that they all have relied on specialized government bureaus to direct the privatization process, leading them to ignore the de facto property rights that were already in existence.  In the Czech Republic, for example, the National Property Fund ran Klaus’s voucher privatization programs.  Under Section 5 of the Privatisation Act, the National Property Fund has the sole authority to define and create property rights:

(1) The Government of the Czech Republic (hereafter ”Government”) shall make decisions concerning the selection of State property and capital interests in other legal entities suitable for privatisation [sic].
(2) The transfer of property under this Act shall be realised [sic] based on the       decision to privatise [sic] a company or its part, or based on the decision to privatise the capital interests of the State in other legal entities (hereafter “privatisation decision”), issued on the basis of a privatisation  project proposal.
In Section 6, the scope of the National Property Fund’s power is clearly defined:

(1) The Company Privatisation Project is a sum total of economic, technological, asset, time and other data that contains:
a) the designation of the company and definition of the assets intended for privatisation in compliance with this project (hereafter ”privatised assets”),
b) information concerning how the State acquired the privatised assets,
c) definition of the parts of the concerned assets that cannot be used to business purposes (for example, bad debts, inapplicable fixed assets and stocks of materials),
d) valuation (assessment) of the privatised assets, 
e) method of transfer of the privatised assets including the settlement of the claims of the entitled subjects,
f) in the case of establishment of a commercial company, designation of its legal form,
g) in the case of establishment of a joint stock company, state the method for distribution of the shares, their stakes in company, as the case may be, the types, as well as information concerning whether and to what extent the investment vouchers would be applied,
h) in the case of sale, the method of sale, determination of price, payment and other conditions,
i) method for the transfer of industrial or other intangible rights agreed with the Industrial Rights Office, if such rights are the property of the company.
As Sections 5 and 6 of the Privatisation Act make clear, even the Czech Republic, a country whose post-communist transition was fairly successful, was unable to avoid the tendency towards central planning in the privatization process; in essence, they used central planning in an attempt to decentralize their resources.                                  


The Czech Republic is not the exception to the rule.  A similar agency, the Estonia Privatization Agency, directed Estonia’s privatization.  In Poland, the Ministry of Ownership Transformation was responsible for the Polish privatization.  Similarly, the State Committee for the Management of State Property (GKI) controlled Russia’s privatization, and, in 1991, the generally pro-market Anatoli Chubais became its chairman.  Throughout Eastern Europe and the former Soviet Union, the collapse of communism meant the collapse of central planning in the market for goods and services; yet, at the same time, the increased opening of markets did not lead to a decentralization of the allocation of property rights.  







In 1998, the European Bank for Reconstruction and Development (EBRD) sponsored a project that classified the methods of privatization in post-communist countries.  The EBRD’s classification system, while imperfect, indicates the level of centralization in the privatization process.  The EBRD first classified a country’s primary method of privatization as one of the following: voucher, management-employee buyouts (MEBOs), or direct sales.  The EBRD also listed a secondary method of privatization.  To illustrate the EBRD’s classification system: Albania’s primary method of privatization was a MEBO privatization, and their secondary method of privatization was a voucher privatization.










The EBRD classification system is clearly an imperfect measure of the privatization process.  For instance, Russia’s voucher privatization was far more extensive than Moldova’s.  Yet, the EBRD classification system puts the two into the same discrete group.  Despite these imperfections, the EBRD’s classification system does provide us with a more concrete indicator of the degree of centralization in the privatization process.









In Figure 1 and Figure 2, I look at the method of privatization and the economic performance of post-communist countries from 1990-2002.  The data for economic growth rates was taken from the World Development Indicators, 2003.  As these tables indicate, the method of privatization is highly correlated with economic performance.  In countries that relied heavily on voucher privatization, the average rate of post-communist growth has been approximately –3% per year.  Countries that relied primarily on management-employee buyouts have, on average, experienced a –1.5% average rate of economic growth from 1990-2002.  By contrast, post-communist countries that relied primarily on direct sales of assets have experienced 0.4% economic growth per year since the collapse of communism. 
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      Figure 1: Privatization Methods and Post-Communist Growth Rates (1990-2002)
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      Figure 2: Privatization Methods and Post-Communist Growth Rates (1990-2002)


The EBRD classification system also allows us to look at the effect of privatization on economic performance when both the primary and secondary methods of privatization are taken into account.  In Figure 3 and Figure 4, we can see that the same general relationship described in Figure 1 and Figure 2 holds even when we factor in secondary privatization methods.  Voucher privatization, when used as the primary method, is still the worst performing method.  Management-employee buyout is still in the middle, and direct sale is still the best performing method of privatization. 
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Figure 3: Method of Primary and Secondary Privatization and Economic                       Growth in Post-Communist Countries (1990-2002)
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Figure 4: Method of Primary and Secondary Privatization and Economic Growth in Post-Communist Countries (1990-2002)

The relative superiority of direct sales privatization over the other two methods isn’t that surprising: when resources are auctioned, they tend to be allocated towards their highest valued use.  Moreover, the specification problems inherent in voucher privatizations are reduced through direct sales because any ambiguities about the property rights are embedded in the market value of the resource.  

Unlike the direct auctioning of resources, voucher privatizations went about valuing resources without the knowledge necessary to place appropriate values on those resources.  As Peter Boettke (2001 [1994], 192) notes, 

The problem with the conventional privatization package, however, is that one cannot value assets without a market, but a reliable market cannot exist without private property.  The whole point of the privatization schemes of vouchers or public auction is to create private ownership.  But how is the value of assets to be determined without a market in the first place?  

While Boettke correctly summarizes the problem of conventional privatization programs, it is important that we recognize that some privatization programs are better than others when it comes to incorporating local knowledge.    

Under the voucher schemes, centralized bureaus fixed the value of the goods and services, and the vouchers were only effective in determining who had majority control of different companies.  The voucher schemes didn’t produce anything close to an efficient outcome.  Instead, in places like Russia, well-informed insiders quickly acquired the vouchers, and this thwarted any kind of competitive bidding for the resources.  Furthermore, poorly defined ownership rights under voucher schemes did not lead to a lower market value for the resources being privatized.  

The direct sale of resources was also superior to management-employee buyouts.  Under direct sales, management-employee groups could enter as one of the bidders.  If they were the highest valued bidder, resources were allocated efficiently.  However, if resources were simply promised to the management-employee groups, potential owners who placed a higher value on the resources were kept out of the market.  In addition, case studies of management-employee groups suggest that these firms were run as job-saving firms with little concern for the efficient use of resources (see, for example, Frydman et al. 1993a, 1993b).  

V. Direct Sales as Common Law Privatization

Relative to voucher privatization and management-employee buyouts, the direct 

sale method of privatization is much more consistent with the common law notion of property rights mentioned earlier.  The direct sale approach isn’t about “privatizing, privatizing, and privatizing” (Friedman 1991) in the same kind of technocratic manner as the alternative approaches.  Instead, the direct sale approach allows the market to determine the efficient quantity and quality of privatization.  The very nature of the direct sale approach is much more bottom-up in its orientation: leaders and property funds are not asked to be specific about the value of resources.  Instead, this important element of the privatization process is left to the market.  


As I have already mentioned, direct auctions allow those who most value a particular resource to bid and obtain that resource.  We would expect that, in many cases, the individuals who value the resource most highly are those who have secured informal rights to it.  Since these individuals have local knowledge regarding the true value of the privatized resources, they can easily determine whether the going market price of the auction is a reasonable one.


In The Other Path, Hernando de Soto describes the informal networks of street vendors in Peru.  According to De Soto, these street vendors gather together to form small markets.  If, suddenly, some of these small markets were up for grabs in an auction, we would expect these vendors to be among the first to bid on the rights.  Why?  Since they incurred the cost of establishing the small markets in the first place, street vendors have already demonstrated that they place a high value on the resource.  The same logic operating in De Soto’s story of informal markets in Latin America seems to apply in Eastern Europe.  


Direct sales were the most effective method of privatization because they were, 

by far, the approach that was most consistent with the common law theory of property.  Among others, Vernon Smith (2003) has drawn a distinction between policymakers as farmers versus policymakers as engineers.  According to Smith, 

Rules emerge as a spontaneous order—they are found—not deliberately designed by one calculating mind.  Initially constructivist institutions undergo evolutionary change adapting beyond the circumstances that gave them birth.  What emerges is a “social mind” that solves complex organization problems without conscious cognition (2003, 502).

Given the choice between voucher, MEBO, and direct sale privatizations, the 

policymakers who relied primarily on a direct sales approach were behaving much more 

as farmers and less like engineers.  By relying on direct auctions of state-owned 

resources, the direct sales approach let the market handle the insurmountable epistemic 

constraints of the privatization process.  

VI. Conclusion

Hernando de Soto’s (2002 [1989]), 2000) argument is that the unofficial economy is at the heart of the development problem.  As De Soto puts it,

…most people’s resources are commercially and financially invisible.  Nobody really knows who owns what or where, who is accountable for the performance of obligations, who is responsible for losses and fraud, or what mechanisms are available to enforce payment for services and goods delivered.  Consequently, most potential assets in these countries have not been identified or realized; there is little accessible capital, and the exchange economy is constrained and sluggish (2000, 32).
While De Soto focuses primarily on the informal rights of Latin America, this paper has argued that the evolving rights of the unofficial economy in Eastern Europe were the key variable in post-communist transitions.

Countries that relied primarily on the direct auctioning of resources have outperformed other methods of privatization because direct auctions are more effective at bringing the invisible knowledge described by De Soto to the surface.  This result is important for reforming countries: when given a menu of privatization options, more decentralized approaches promise higher economic growth.  

Moreover, the evidence provided in this chapter forces us to see the role of leadership in a new light.  At best, post-communist leaders can serve a useful purpose in codifying de facto rights and giving the unofficial economy space to grow and evolve.  

Reformers should not be involved in the creation or micro-management of property rights.  Unless they are extremely lucky, legal positivist reformers will be disappointed by the results of their privatization efforts.  

The most successful privatizations are those that are not only hands off in their policy rhetoric, but also hands off when it comes to the definition and allocation of rights.  As I have shown in this chapter, the common law approach to privatization has a rich history that extends back to Hume.  It is unfortunate that most post-communist leaders did not pick up on the common law notion of property rights.  By choosing the legal positivist alternative to privatization, many Eastern European reform attempts have lost their legitimacy.  We can only hope that, in the future, transition economies will look at some of the successful Eastern European transitions.  If they look closely, they will discover that direct auctions and a common law approach is the best option available for their own privatization programs.

3. What Failure?  The Czech Transition 13 Years Later

The bad news, while scarcely offsetting the good, came from the way in which the transition from Communism to freedom and free markets was bungled.  Essentially, there were two grave and interconnected errors.  First, the reformers didn’t move fast enough, worrying about social disruption, and not realizing that the faster the shift toward freedom and private ownership took place, the less would be the disturbances of the transition and the sooner economic and social recovery would take place.

Second, in attempting to be congenial statesmen, as opposed to counter-revolutionaries, the reformers not only failed to punish the Communist rulers with, at the least, the loss of their livelihoods, they left them in place, insuring that the ruling “ex”-Communist elite would be able to resist fundamental change.

In other words, except for the Czech Republic, where feisty free-market economist and Prime Minister Vaclav Klaus was able to drive through rapid change to a genuine free market, and, to some extent, in the Baltic states, the reformers were too nice, too eager for “reconciliation,” too slow and cautious.  The result was quasi-disastrous: for everyone gave lip-service to the rhetoric of free markets and privatization, while in reality, as in Russia, prices were decontrolled while industry remained in monopoly government hands.  





    (Murray Rothbard, Making Economic Sense, 396-97)

I. Introduction


Following the collapse of communism, countries of Eastern Europe and the former Soviet Union underwent radical economic reform.  Mikhail Gorbachev was left without a country when the Soviet Union imploded in 1991. Hungary welcomed competitive elections, and their first elections brought a multi-party democracy and a conservative government committed to an open economy.   In one remarkable month, Czechoslovakia went from being a communist country dealing with a minor dissident movement to a non-communist government with playwright Vaclav Havel as president.  


Early on, the collapse of communism was celebrated throughout the West.  Optimistic observers watched as one former Soviet country after another made a rapid and peaceful transition away from communism.  Key Western leaders, such as Ronald Reagan and Margaret Thatcher, were quick to praise (and take credit for) this transition, and the future looked promising for businessmen and citizens of Eastern Europe.  

For the first time in 50 years, policymakers were asked to formulate foreign policy for a post-Cold War world—something that was unfathomable even a decade earlier.   This brave new world was one in which the threat of a nuclear war was significantly reduced.  In addition, individuals throughout Eastern Europe were given tremendous freedoms—freedoms they could only dream of before 1989.  They were given the freedom to start up their own businesses, the freedom to choose their own occupation, and the freedom to openly criticize ideas they disagreed with.  For individuals in some of the more repressive regimes, this was the first time in their lives that they were free to “vote with their feet” and leave a country if they were dissatisfied with policy.  

The era of tremendous optimism did not last long, however.  By the mid-1990s, academic and popular criticisms of the reform attempts began to surface.  Despite the fact that there were successful transitions in places like Estonia, Hungary, and Poland, the overall verdict on the post-communist transition was an extremely negative one.  Economists of every stripe, among them Joseph Stiglitz and Douglass North, were quick to criticize the efforts of the early reformers.  According to Stiglitz, “shock therapy” failed because it did not appreciate the role of culture in economic development.  As Stiglitz (1999, 3) puts it, the “traditional, narrowly economic approach” to economic development failed because reformers attempted to impose the institutions of private property and the rule of law on populations unfamiliar with these institutions.  

Grzegorz Kolodko’s From Shock to Therapy (2000) offers a similar thesis: the expectations of post-communist reformers were too optimistic, and individuals in post-communist countries would have been better served had reform progressed gradually.  Even Douglass North (1999, 2) chided the “shock therapy” approach when he wrote,

But, essentially, it is an endless story of our having [a] very poor understanding of an enormously complex process in which the uncertainty, again is in all three dimensions.  We do not know enough; we are dealing with a world of continuous change; and we do not have any dynamic theory to guide us when we attempt to get from one point to the next.

North implies that there is a certain level of arrogance involved when policymakers and 


Western advisors attempt to impose their economic and governmental systems on 

diverse and  complex cultures.


In popular media outlets, the rapid reform approach also came under intense scrutiny.  In 1996, Belarus’ newly elected president, Alyaksandr Lukashenka, delivered a speech in which he told Belarusians that they “do not have to worry [about shock therapy]—we will not yield to pressure and will not implement a shock therapy through which millions of simple working people will suffer” (British Broadcasting Services 1996).  In the Czech Republic, media sources like the International Herald Tribune tended to emphasize the corruption in Vaclav Klaus’s economic transition, and they went so far as to call the Czech transition a “failure” (Peter Green 2002).  

Popular outcry over shock therapy’s supposed failures led to political turmoil in several post-communist countries.  For example, Hungary’s conservative prime minister, Viktor Orban, was nearly ousted by opposition socialists in 2002 because Hungary’s reforms had widened the gap between rich and poor (Szamado 2002).  By the end of the 20th century, many academics, policymakers, and citizens of Eastern Europe saw the first decade of reform as one that brought nothing but higher prices, increased economic fluctuation, income inequality, and massive unemployment.
  



Despite the criticisms of academic economists and popular media outlets, the reforms were grounded in sound economic analysis: unless reformers moved quickly, problems of simultaneity would bog down the reform process.  Moreover, the reforms were widely popular among Eastern Europeans in the early 1990s.  But, despite the sound economic logic and widespread popularity of the transition, many Eastern Europeans now look back and regard the transition as a failure.


There are various reasons that Eastern Europeans have become disillusioned with the reform process.  Rodrik’s (1989) “policy overshooting” argument explains part of the problem: there was a gap between the promises made by reformers and the actual results of the transition.  Also, the intellectual and popular consensus that the reforms failed has been another source of discontent for Eastern Europeans.  Unfortunately, in listening to the critics of the transition, who have made sweeping claims that write off most of the transition as a failure, people fail to take note of evidence to the contrary.  By lumping all of the transition economies together, the critics of shock therapy overlook the successful transitions that have occurred in Estonia, Hungary, and the Czech Republic.


Instead of making claims about the entire post-communist region, it is important that we examine the transition on a case-by-case basis.  By looking at the particular experiences of individual nations, a more general understanding of successful and failed transitions can be drawn.  

This paper will focus solely on the Czech transition.  In the analysis that follows, I combine information from Czech historical sources, popular media outlets, and original data gathered from fieldwork conducted in the summer of 2002 and 2003.  My field evidence draws on more than 25 interviews with former officials in the Klaus administration, Czech businessmen, current government officials, and ordinary Czech citizens.  The interviews were conducted during July of 2002 and July of 2003.  I conducted all of my interviews face to face in Prague, Czech Republic.  

This analysis will attempt to set the record straight on the Czech transition to a capitalist economy.  The Czech transition should be regarded as a great success and an amazing achievement of “market fundamentalism.”  As Vladimir Dlouhy, one of the main reformers in the Klaus administration, said:

The immediate past often looks somewhat unsuccessful.  That said, the overall trend [in the Czech transition] has produced unprecedented progress.  If someone 
would have told me in 1989 that by 2003 the Czech Republic would have a capitalist economy, would be entering the European Union, would have a rule of law that at least respects individual liberties, and a stable democracy, I would have told them they were crazy.  It seems that when you look at the immediate past, you become a pessimist—hindsight is always 20-20, and there were many things we could have done differently.  But, when you look at a longer-term horizon, the progress we have made is breathtaking.


That is not to say that the transition period in the Czech Republic was completely smooth and painless.  Problems of corruption, legal ambiguities, and regulatory incompetence, both during the early transition period and currently, continue to be the most commonly talked about political/economic issues in the Czech Republic.  But, if we follow Dlouhy’s advice and actually take a look at the remarkable economic and social progress that has already been made, we are forced to reconsider the notion that the reforms have failed.  

II. The Velvet Revolution 


The year 1989 was arguably the most important year of the 20th century.  Throughout the Soviet bloc, one country after another made amazingly clean breaks from the Soviet Union.  In the summer of 1989, Eastern Europeans saw a noncommunist prime minister installed in Poland.  In September, Hungary’s government became committed to competitive elections.  And, in early November, Eastern Europeans watched as the Berlin Wall collapsed.  


Czechoslovakia was also part of this tide.  For several years leading up to 1989, the dissident protests against communism had grown both in size and frequency.  Several major anniversaries—from the founding of Czechoslovakia in 1918 to the Soviet occupation in 1968—involved large demonstrations in Prague.  In January of 1989, the police attempted to counter these demonstrations by jailing one of the main dissident leaders, Vaclav Havel. But, Havel’s detention actually produced more protests and far-reaching dissent.


Unlike other Eastern European countries, the communist Czechoslovak regime refused to negotiate with opposition groups.  The regime was largely made up of holdovers from the Soviet invasion of 1968, and they were quite reluctant to promise any reforms.  Rather than negotiate, the Czechoslovak regime instead suppressed the movement.  Thus, the future for Czechoslovakia looked bleak relative to many of the other former Soviet countries.  As Vladimir Dlouhy put it,

We had a meeting with Jeffrey Sachs on a Thursday afternoon.  A lot of the talk revolved around the fall of the Berlin Wall earlier that month [November].  Sachs asked us if we expected anything similar to happen in Czechoslovakia.  I said, ‘We won’t have that kind of revolution for many years.’  By Monday, the Velvet Revolution had begun.


With a non-compromising Soviet regime in control of Czechoslovakia’s government, nobody expected rapid change.  But, on November 17th, 1989, a student demonstration commemorating the 50-year anniversary of the Nazi attack on Czech universities turned into a march for “genuine perestroika” (Wheaton and Kavan 1992, 42).  The student protest spread, and soon it led to a heated confrontation with Prague police.  


What followed after the run-in with the police is the source of widespread speculation.  Shortly after the protests, rumors surfaced that a student named Matin Smid was killed in the conflict.  Today, most Czech historians maintain that this was a “stage-managed drama manufactured by the security police” (Leff 1996, 79).  Some suggest the secret police wanted the opposition to circulate misinformation about the killing and thus discredit them (Leff, 79).  Regardless of the source of this rumor, the result was that it intensified the protests against communist rule.


Even though some of the events of the Velvet Revolution remain slightly unclear, the general outcome is quite clear: the communist regime in Czechoslovakia collapsed.  While the student demonstration alone was not the sole reason for the collapse, it did serve as a tipping point after which opposition broadened.  The Communist Party desperately clung to power in the remaining weeks of November, but, in early December, the Federal Assembly established a government of National Understanding to preside over the transition period (December 1989-June 1990).  


During the transition period, Vaclav Havel was appointed president of the independent Czechoslovak state.  In June 1990, Havel became Czechoslovakia’s first post-communist elected president.  In January, 1993, Havel would look on as Czechoslovakia experienced a “Velvet Divorce” in which Czechoslovakia disintegrated into separate Czech and Slovak regions.  From 1990-2003, Havel was president of Czechoslovakia and the independent Czech Republic.  While Havel presided over the Czech Republic’s experiment in “shock therapy,” it was Finance Minister (and later, Prime Minister), Vaclav Klaus who was primarily responsible for the reforms.

III. The Transition Years

Among all post-communist countries, Czechoslovakia probably had the most promising growth prospects in 1989.  Czech citizens enjoyed a geographic advantage over other post-communist countries in that they bordered well-established capitalist countries.  This geographic advantage reduced the costs involved in transporting goods and services to Czechoslovakia.  

Relative to other post-communist countries, Czech citizens tended to be more European in their overall outlook.  The Soviet Union tried many different measures to maintain a tight grip over Czechoslovakia.  Yet, the communism that existed in Czechoslovakia was less severe than that experienced in the interior of the Soviet bloc in terms of the amount of consumer goods and services available to the population as a whole.  As one Czech citizen put it, “Czechs don’t like rules.  If you make a rule, a Czech will figure out a way to get around it in a week.  This is why communism was never as effective here.”
  Thus, when the collapse of communism occurred, the Czechs had more experience with a relatively less restrictive economy in comparison to many other post-communist countries.


In addition, Czechoslovakia’s new leaders were perceived as more legitimate than those in many other post-communist countries.  Vaclav Klaus was one of the best and most well-read policymakers in all of Eastern Europe, and Vaclav Havel was a hero of the dissident movement that brought down the old regime.  With a finance minister taking advice from Nobel laureates at the University of Chicago and a president who was a former dissident leader, issues such as corruption, illegitimacy, and poorly informed policy decisions hardly seemed like potential stumbling blocks for the Czech transition.

IV. A Failed Transition?

It is important that we keep in mind the starting point of Czechoslovakia.  In 1989, 98% of the Czechoslovak economy was publicly owned.  Freedom of speech and occupational choice were heavily restricted.  There were severe shortages of durable goods, and most of the growth in the economy was being driven by military expenditures.  
In contrast, Czech GDP per capita (PPP adjusted) in 2002 was approximately $15,148; Slovakia’s GDP per capita (PPP adjusted) in 2002 was approximately $12, 426.  The combined GDP per capita for the Czechoslovak region in 2002 (PPP adjusted) was approximately $14,205.  Both the Czech Republic and Slovakia have emerged from the transition as upper middle-income countries well positioned in the “New Europe.”  


In 1990, Czechoslovakia began its transition with an estimated per capita GDP of $9,730, meaning it was already an upper middle-income country.  To put this figure in perspective, Czechoslovakia’s 1990 income level put it in the same company as countries like Bahrain ($11,827), Barbados (10,975), Cyprus ($10,223), Greece ($11,156), Ireland ($12,464), Portugal ($10,878), and Uruguay ($9,558). 


Like most Eastern European countries, Czechoslovakia’s GDP per capita experienced a significant decline in the early 1990s.  Economists seem quick to point to these early years as evidence of a failed transition.  For example, Stiglitz (2002, 186) criticizes Vaclav Klaus’s rapid reforms and points out that “relative to where it was in 1989, the [Czech Republic] has fallen behind.”  According to Stiglitz, we should look at China, Hungary, and Poland if we want to see successful transitions.


There is plenty of evidence supporting Stiglitz’s argument.  Estimates from the World Resources Institute suggest that, in 1991, Czechoslovakia’s living standards fell to levels not experienced since the late 1970s.  If we believe the estimates of Czechoslovak gross domestic product pre-1990, then Czechoslovakia experienced an official output decline of approximately 20 percent between the years 1989 and 1991.  By the end of 1991, however, the Czech economy had leveled out, and it grew steadily throughout the 1990s.  


There are reasons to think that the Czech transition has been a lot better than the official figures suggest.  First, the quality of goods being produced in Czechoslovakia was much worse during communism than the goods produced after communism.  These improvements are probably misrepresented in the data: as production is shifted out of inefficient military production, for example, and into more efficient production, the initial change might appear to be a negative one for GDP.  Yet, we would tend to regard this overall reallocation as a desirable one in the long run. 


There is an additional reason to think that the GDP drop in the early 1990s is misleading.  In the late 1980s, government operated companies were undoubtedly overstating their production figures.  According to Peter Boettke (2001 [1999], 227), “it is difficult to ‘read’ production figures in a world of negative-value added firms.”   In many cases, “curtailing production…is actually a step toward increasing production and exchange efficiency.”  Shleifer and Treisman (2003) make a similar point when they write,


In order to obtain bonuses [under communism], managers routinely inflated their 


production figures.  With the end of central planning, the motive for such 
distortions disappeared; rather, managers now wished to under-report output in 
order to reduce their tax bill.  


Furthermore, when we broaden our analysis to include other indicators, the contraction in overall output in the early 1990s looks less severe.  As was said earlier, Czechoslovakia’s public spending as a percent of GDP was 98% in 1989.  In 2000, the Czech Republic’s public spending as a percent of GDP had fallen to 20%; Slovakia’s government spending declined to 21% of GDP in 2000.  The decline in government spending as a percent of GDP is an extremely important figure because one of the explicit goals of the reformers was to significantly reduce the State’s role in the economy.  As Vladimir Dlouhy summed up the Czech transition, 

What the critics fail to understand is that our transition was first and foremost an experiment in destatization.  Rapid GDP growth would be a nice unintended byproduct of these reforms, but we were most concerned with getting the State out of people’s lives.

If, indeed, the primary aim of the reforms was to get the State out of the economy, they certainly succeeded.


In addition to this overall “destatization” figure, many other indicators also lend support to the “transition as success” thesis.  Life expectancy at birth for individuals living in the Czech Republic and Slovakia (combined) has gone from 71.6 years in 1990 to 74.3 years in 2002.  In the Czech Republic, infant mortality rates per 1,000 live births went from 10 per 1,000 in 1989 to four per 1,000 in 2001; in Slovakia, infant mortality rates declined from 14 per 1000 in 1989 to eight per 1000 in 2001.   


The improvements in living conditions are also impressive when we look at qualitative improvements in consumption goods.  Passenger car ownership per 1000 people, for example, went from 163 to 229 in Slovakia between the years 1990 and 1999; in the Czech Republic, car ownership went from 228 to 335 per 1000 over the same period.  Similarly, television sets per 1000 people went from 284 to 407 between 1991 and 2001 in Slovakia; in the Czech Republic, television set ownership per 1000 people went from 340 in 1991 to 534 in 2001.  


As these social indicators suggest, living conditions in the Czechoslovak region have improved more than the aggregate figures suggest.  Like every other post-communist country, the Czechoslovak region experienced a drop in GDP after the collapse of communism.  But, the severity of the contraction wasn’t nearly as bad, and the subsequent recovery was even stronger than in many other countries, as shown in the following tables.  


The next section puts Czechoslovak regional growth into a comparative perspective.
  I first compare Czechoslovak growth to Eastern European and former Soviet Union countries.  I then compare Czechoslovak growth to that of all upper middle-income countries.  By comparing the performance of the Czechoslovak region to countries with similar initial conditions, we can feel safer in making claims about the Czechoslovak region’s relative performance.  Finally, I compare Czechoslovak growth rates to those of high income, OECD countries.  While we would not expect growth levels of the Czechoslovak region to catch up to Western Europe and the United States in such a short period of time, the convergence hypothesis suggests that the Czechoslovak rate of growth should be more rapid than many developed countries.

IV.  The Czechoslovak Region in a Comparative Perspective

A. The Czechoslovak Region and the Transition Economies


At first glance, the Czechoslovak region’s relative economic performance since the collapse of communism appears to be disappointing.  As we can see in Table 1, the Czechoslovak region experienced growth of .623% from 1990-2002, and it ranks fifth out of 19 post-communist countries.  

Table 1: Average annual change in real per capita GDP (USD 1995 base year) for the Czechoslovak region and post-communist countries from 1990-2002


Country






Average Annual Growth

Poland








3.421%

Albania







2.092%

Hungary







1.391%

Estonia








0.828%

Czechoslovak Region





0.623%

Bulgaria







0.008%

Belarus






           -0.002%

Armenia






           -0.234%

Kazakhstan






           -0.357%

Romania






           -0.411%

Lithuania






           -0.886%

Uzbekistan






           -1.083%

Latvia







           -1.253%

Russia







           -1.956%

Turkmenistan






           -2.342%

Kyrgyzstan






           -2.938%

Ukraine






           -3.637%

Georgia






           -4.339%

Moldova






           -4.522%

Tajikistan






           -4.737%

If we make one slight adjustment to our data and compare Czechoslovak regional growth to post-communist countries from 1991-2002 instead of 1990-2002, the Czechoslovak regional ranking and growth rate experiences a marked improvement.  As Table 2 indicates, the Czechoslovak average annual rate of GDP per capita growth increases from approximately .6% to 1.9%.  The Czechoslovak region’s relative ranking is now fourth among the 19 post-communist countries.  While the Czechoslovak region has not experienced the kind of growth that Albania and Poland have enjoyed, it has experienced growth similar to Hungary and its performance is better than Estonia, Bulgaria, and Romania.  

Table 2: Average annual change in real per capita GDP (USD 1995 base year) for the Czechoslovak region and post-communist countries from 1991-2002

Country





Average Annual Growth

Albania







5.835%

Poland








4.495%

Hungary







2.812%

Czechoslovak Region





1.923%

Estonia








1.062%

Kazakhstan







0.650%

Bulgaria







0.341%

Romania







0.320%

Armenia






          -0.305%

Belarus






          -0.325%

Lithuania






          -1.007%

Latvia







          -1.089%

Uzbekistan






          -1.188%

Russia







          -2.073%

Kyrgyzstan






          -2.570%

Ukraine






          -3.769%

Georgia






          -4.004%

Moldova






          -4.531%

Tajikistan






          -5.041%


For some, moving the initial year of comparison from 1990 to 1991 might seem problematic.  After all, we want to look at post-communist growth as close to the collapse of communism as possible.  But, there are a couple of reasons that we should look at growth since 1991 instead of 1990.  First, the GDP per capita estimates for Eastern Europe and the former Soviet Union for 1990 are less credible than those for 1991.  Liquidation of state-run industries and economic reforms in Eastern Europe had hardly gotten off the ground, and GDP per capita estimates were based on dirty accounting practices and exaggerated output figures.  Since many negative value-added firms had been liquidated by 1991, the GDP per capita observed in 1991 is probably much closer to the actual post-communist per capita GDP.  


According to the critics, the Czech Republic’s experiment in shock therapy has been a failure because the Czech Republic has failed to outperform many of its post-communist peers.  As indicated in Figure 5, however, the Czech Republic ranks fourth out of 19 post-communist countries.
  As we can see from Figure 5, the Czechoslovak region has outperformed Estonia, Romania, Bulgaria, and Belarus.  Throughout the 1990s, Czechoslovak regional growth has been similar to Hungary’s.  From 1991-2002, Hungary experienced a 34% increase in real GDP.  During the same time period, the Czechoslovak region experienced a 23% increase in real GDP.  When we look at average annual GDP per capita changes between Hungary and the Czechoslovak region, the margin separating Hungary from the Czechoslovak region is approximately .889% per year.
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Figure 5: Real GDP Per Capita in the Czechoslovak Region and Post-Communist Countries (1991-2002)



The fact that the Czechoslovak region compares quite favorably to Hungary is important.  According to Joseph Stiglitz, the Czech Republic has been a huge disappointment among the transition economies while Poland and Hungary have been the best performers because of their “gradualist approach.”
  As Figure 5 and Table 2 suggest, the margin separating Hungary’s successful transition from the Czechoslovak’s “disappointing” growth is less than .9% per year.  Of course, .9% over a long period of time translates into a substantial difference in overall well-being.  But, the key point is that Stiglitz is drawing the line somewhere between Hungary’s growth and the Czechoslovak region’s growth.  Assuming the line is not drawn right below Hungary’s, it is safe to say that the Czech Republic has not failed by much.  

B. The Czechoslovak Region and Upper Middle-Income Countries


If we continue to examine Czechoslovak regional growth with 1991 as our starting point, there are some other figures worth looking at. In 1991, the Czechoslovak region’s estimated GDP per capita (PPP adjusted) was approximately $8,368.
  Out of 27 upper middle-income countries, the Czechoslovak region ranked 7th.  By 2002, however, the Czechoslovak region ranked 1st among upper middle-income countries with a GDP per capita (PPP adjusted) of approximately $14,205.  When compared to the average upper middle-income country’s 2002 GDP per capita of $9,488, the Czech Republic and Slovakia clearly hold their own ground.  


But, simply comparing Czechoslovak GDP per capita with that of many middle- income countries might not satisfy the critics.  After all, we are interested in post-communist growth, and comparing overall levels of growth might simply be telling us that the Czech Republic and Slovakia had good initial endowments in 1989.  Table 3 addresses this issue.  In Table 3, I compare the Czechoslovak post-communist rate of growth to all upper middle-income growth rates.  As we can see, the Czechoslovak regional ranking is 13th out of 28 middle-income countries.
  More importantly, the Czechoslovak regional growth rate is well above the average growth rate for middle-income countries.  While the Czechoslovak region has not experienced levels of growth similar to Chile or Poland, its average growth has been close to that of Estonia—an Eastern European country often regarded as a “shining example” of successful reform (Serrill 1997, 7-8). 

Table 3: Average annual change in real per capita GDP (USD 1995 base year) for the Czechoslovak region and all Upper Middle-Income countries from 1991-2002

Country



Average Annual Percent Change in GDP per capita

Chile








4.665%

Poland








4.653%

Mauritius







4.479%

Malaysia







3.753%

Costa Rica







2.824%

Hungary







2.812%

St. Kitts and Nevis






2.768%

Botswana







2.718%

Trinidad and Tobago






2.603%

Croatia








2.466%

Panama







2.187%

Belize








2.147%

Czechoslovak Region





1.923%
Lebanon







1.915%

Grenada







1.816%

Estonia








1.647%

Upper Middle-Income Average




1.240%

Mexico







1.158%

Oman








0.961%

Dominica







0.742%

Uruguay







0.307%

St. Lucia







0.286%

Argentina







0.201%

Lithuania






           -0.504%

Gabon







           -0.515%

Latvia







           -0.571%

Seychelles






           -0.894%

Venezuela






           -1.421%

American Samoa






N/A

Libya








N/A

Mayotte







N/A

Northern Mariana Islands





N/A

Palau








N/A

When comparing the Czechoslovak region to upper middle-income countries, one

more useful comparison involves looking at changes in GDP per capita when government spending is omitted from the calculation.  As many critics of the East Asian “miracle” have pointed out, high levels of government spending have been driving a large fraction of East Asia’s growth.  By taking government spending out of gross domestic product, we can get a better idea of which countries are well positioned for future economic growth and which countries have public sectors that are feeding off of the private sector (Higgs 1992).  

Table 4: Average annual change in real per capita GDP (USD 1995 base year) for the Czechoslovak region and all Upper Middle-Income countries from 1991-2001 with government spending excluded

Country



Average Annual Percent Change in GDP per capita

Lithuania (1995-2001)





6.189%

Croatia (1995-2001)






5.712%

Poland 







5.375%

Chile 








5.326%

Mauritius







4.508%

Malaysia 







3.852%

Costa Rica







3.527%

St. Kitts and Nevis 






2.974%

Trinidad and Tobago 






2.790%

Grenada 







2.739%

Panama 







2.541%

Czechoslovak Region 





2.291%

Hungary (1991-2000)






2.254%

Belize








2.156%

Lebanon







1.850%

Upper Middle-Income (1993-2001)




1.811%

Botswana 







1.782%

Uruguay 







1.623%

Mexico 







1.500%

Dominica 







0.747%

Estonia 







0.309%

St. Lucia 







0.101%

Argentina (1993-2001)





0.009%

Seychelles 






           -0.306%

Venezuela 






           -0.575%

Gabon 







           -0.774%

Latvia 







           -2.402%

American Samoa






N/A

Libya








N/A

Mayotte







N/A

Northern Mariana Islands





N/A

Palau








N/A


When we take government spending out of GDP, the Czechoslovak regional growth rate increases from 1.9% to 2.3%.  In addition, the Czechoslovak’s regional ranking moves up one spot to 12th out of 28 countries.  The Czechoslovak region is still above the upper middle-income average, and its growth (excluding government spending) actually exceeds Hungary’s growth.  If we put aside government’s contribution to GDP because of its redistributive characteristics, we see that the Czechoslovak region’s private performance holds up quite well.
  

C.  The Czechoslovak Region and Convergence


Table 5 compares the Czechoslovak region’s real GDP per capita change to that of OECD countries.  According to the convergence hypothesis, countries starting from low initial incomes should be growing faster than countries starting from high initial incomes.  Table 5 indicates that, when compared to 24 highly developed countries, the Czechoslovak region ranks 14th.  As the table also indicates, Czechoslovak growth has exceeded the OECD average, and Czechoslovak regional growth rates have exceeded many European nations.  While the Czechoslovak region has not been a Celtic or Asian tiger, the 1990s did bring the Czechoslovak region growth similar to the United States and New Zealand—two countries with impressive economic growth in the 1990s.  

Table 5: Average annual change in real per capita GDP (USD 1995 base year) for the Czechoslovak region and all OECD countries from 1991-2002

Country



Average Annual Percent Change in GDP per capita

Ireland








8.104%

South Korea







5.469%

Luxembourg







4.043%

Australia







2.872%

Norway







2.603%

Finland







2.524%

United Kingdom






2.461%

New Zealand







2.362%

Greece








2.278%

Canada








2.256%

Portugal







2.182%

Spain








2.100%

United States







2.025%

Czechoslovak Region





1.923%

Netherlands







1.889%

Denmark







1.854%

Iceland








1.755%

Belgium







1.697%

Sweden







1.665%

Austria








1.612%

High Income: OECD (Average)




1.584%

France








1.453%

Italy








1.281%

Germany







1.036%

Japan








0.616%

Switzerland







0.370%


Yet, the glass half-empty interpretation of this table would be that the Czechoslovak region, in contradiction of the convergence hypothesis, has failed to grow more rapidly than many countries that had higher initial incomes.  Part of the blame for this slower growth can be placed on the relatively short time-span we are viewing: the Czechoslovak region has had only twelve years to create the momentum for growth within its economy, and, while shock therapy can jump-start a failing economy, it does not guarantee immediate economic stability and rapid growth.  Furthermore, during these twelve years, the world experienced a technological revolution in which many developed countries experienced abnormal levels of economic growth.  If we revisited these figures in another ten or twenty years, we would expect the Czechoslovak region to have moved up the rankings even more. 


Table 6 looks at Czechoslovak growth when we omit government spending from our GDP figures.  While the Czechoslovak regional growth rate only moves from 14th to 12th out of 25 countries, there are a few important points to make regarding the results in this table.  First, Czechoslovak regional growth compares quite favorably with Portugal and New Zealand, and Czechoslovak growth exceeds Sweden’s growth.  The literature attempting to explain Sweden’s remarkable growth has exploded in recent years (see, for example, Lindbeck 1997); yet, when we look more closely, Sweden’s private sector growth is actually less than the Czechoslovak region’s.  Also, the Czechoslovak region’s growth ranking relative to many European countries lends support to the “new Europe” vs. “old Europe” thesis: the Czechoslovak region’s average growth rates rank higher than most of “old Europe.”  

Table 6: Average annual change in real per capita GDP (USD 1995 base year) with government spending excluded for the Czechoslovak region and OECD countries

Country



Average Annual Percent Change in GDP per capita

Ireland
(1991-2001)






9.470%

South Korea (1991-2002)





5.951%

Finland (1991-2001)






3.323%

Norway (1991-2000)






3.111%

Netherlands (1991-2001)





2.988%

United States (1991-2000)





2.961%

Australia (1991-2000)






2.994%

Canada
 (1991-2001)






2.984%

United Kingdom (1991-2001)





2.877%

New Zealand (1991-2000)





2.388%

Portugal (1991-2001)






2.352%

Czechoslovak Region (1991-2001)




2.291%

Sweden (1991-2001)






2.274%

Iceland
 (1991-2001)






2.096%

Spain (1991-2001)






2.073%

Greece (1991-2000)






2.016%

Belgium (1991-2001)






1.959%

Denmark (1991-2001)






1.957%

High Income (1991-2001)





1.789%

Austria (1991-2001)






1.761%

Italy (1991-2001)






1.640%

France (1991-2001)






1.514%

Germany (1991-2001)






1.082%

Switzerland (1991-2001)





0.501%

Japan (1991-2001)






0.396%

V. Rhetoric vs. Reality Revisited


As the last section suggests, the Czech Republic and Slovakia should not be called failures.  By any reasonable standard of comparison, the Czechoslovak region has been above average in its economic performance.  When compared to other Eastern European and former Soviet countries, the Czechoslovak region was in the top third in terms of growth. In addition, when we compare the Czechoslovak region to upper middle-income countries, the Czechoslovak region was in the middle of the pack.  When compared to highly developed countries, the Czechoslovak region was also above average, and its growth rate was similar to the United States and New Zealand.  

If the Czechoslovak region is above average when we look at these fairly conventional measures, why are people so reluctant to accept the “Czech Republic as a success” thesis?  Perhaps part of the reason stems from the fact that bad news sells.  The critics were quick to point out the Czech Republic’s financial market problems, which resulted in the “pirate of Prague” scandal in 1996.  

In many of the interviews I conducted in the Czech Republic, people complained about the lack of legal and regulatory reform; according to many respondents, the Czech Republic is a case of capitalism run amuck.  If people have strong priors against capitalism, as the almost universal complaints against the unregulated capitalists imply, then they will tend to place excessive emphasis on the scandals and injustices done during the transition and discount the good things that have resulted from a transition to a relatively open economy.  As Pavel Kuta of the National Property Fund pointed out in a personal interview,

Lots of things have happened in this short period of Czech history.  Overall, we have a much more open economy.  American history was no different than our early experiment in a market economy.  The initial accumulation of capital always goes hand in hand with some illegality.


Perhaps a better explanation of why people are reluctant to see the glass half full when it comes to the Czechoslovak transition stems from the rhetoric used during the reforms under Czech Finance Minister Vaclav Klaus.  While Hungary and Poland were radical in their reforms, they escape most criticism because they were not as outspoken and unapologetically capitalistic as Klaus.  Klaus was an outspoken advocate of laissez faire capitalism.  He had good relationships with Milton Friedman and James Buchanan, and he publicly cited them on numerous occasions.  For Klaus, the nature of the reform process was clear-cut.  His reformers “accept[ed] Adam Smith’s teaching—his vision of a free, democratic, and efficient society in which the citizen, not an enlightened monarch or an elitist intellectual, is king" (Klaus 1997).  Klaus—the de facto leader of the Czech transition—was citing Adam Smith (and Friedman, Buchanan, and Hayek) in public presentations.  While other Eastern European leaders were undoubtedly inspired by these classical liberal thinkers, Klaus was one of the few who dared to cite the source of inspiration.  In so doing, Klaus gave people who were uncomfortable with the logical ends of such free-market rhetoric a reason to hate him.    


There is a more understandable—and possibly justifiable—source of discontent among Western academics and the press.  Klaus and his reformers promised an awful lot during the reform period.  To keep control of the government and maintain public confidence, Klaus downplayed a lot of the costs involved in reform.  Klaus knew that the reforms were going to be painful, with tremendous economic uncertainty, high unemployment, and high inflation, but there was no way he was going to sell this picture to the people.  Running on a “capitalism is going to hurt for a while” platform would have brought any positive reforms to a screeching halt.


Thus, when individuals confronted the reality of reform, disillusionment quickly set in.  To some extent, people had been promised a fairly “free” and immediate transition to a market economy.  When Czech citizens discovered that the transition instead might take decades to get them up to Western European standards, the legitimacy of the reforms was immediately called into question.  People had little patience for any arguments about how much worse things could have been had the transition not occurred; it was much easier to focus on the things that could have been done better or were not done at all during the early days of the transition.  

But, let us imagine a world where the reforms had gone perfectly.  Suppose there were no legal or regulatory problems.  Suppose all of the cultural considerations had been addressed up front.  Suppose Klaus had followed through with all of the reforms he promised.  Assuming God could have guided the Czech transition, how much more economic growth would that have produced?  The reforms were hardly perfect, and, in ways, they were disappointing.  Klaus sold out to political interests, and it ultimately led to his resignation from his role as prime minister in 1996.  To quote Dlouhy:

The man in the [Prague] Castle is a great man.  Like all great men, he has made mistakes.  History will be the ultimate judge of Klaus’s reforms.  To this point, if we judge Mr. Klaus’s reforms by their outcomes, one would be foolish to call the reform package a failure.


The final reason that so many observers refuse to regard the Czechoslovak transition as a successful one goes back to the issue of growth levels in 1989-1990.  Even Joseph Stiglitz takes the 1989 and 1990 GDP per capita levels of Eastern European at face value.  Stiglitz never considers the possibility that the 1989 and 1990 figures are seriously inflated.  By refusing to adjust the 1989 and 1990 figures, it makes it easy for Stiglitz (2002, 180) to conclude that “by the end of the 1990s, [the Czech Republic’s GDP per capita] was lower than the country’s 1989 level.”  

But, in truth, the 1989 figures exaggerate overall growth.  In addition, the quantity and quality of final goods and services in the 1989 GDP of the Czechoslovak region was much worse than today’s bundle.  Even if we take the 1989 data as given, it is unfair to blame the contraction on shock therapy: reforms in the Czechoslovak region did not begin until early in 1991, meaning that the falloff in output from 1989 to 1991, if there was in fact such a falloff, was the result of something besides radical reform.  As I have suggested earlier though, there may have been no real contraction in output from 1989 to 1991; instead, the 1991 data may give us a more realistic picture of what life in 1989 was actually like.

VI.  Conclusion


This paper has examined post-communist growth in the Czechoslovak region.  As we have seen in Section IV, the Czechoslovak region is above average when we compare it to other post-communist countries, upper middle-income countries, or high-income countries.  Yet, few transition economies have received more criticism than the Czechoslovak region.  

Section V offers some reasons for why observers continue to view the Czechoslovak transition as a failure.  As I suggested in Section V, if we use 1989 as our initial year of transition, then the critics have a point in saying the Czechoslovak transition has failed.  If, instead, we use 1991 as our initial year, it is hard to regard the Czechoslovak region as anything but an amazing success.  My hunch is that the truth lies somewhere in between.  The story I am telling here is admittedly a best-case interpretation of Czechoslovak growth.  Stiglitz and others have based their interpretations of the Czech transition on a worst-case scenario.



Suppose development economists were presented with the data I have provided in Section IV.  If they knew nothing about the different countries in these tables, I doubt that anyone would dare to call the Czech transition a failure.  In every table, the Czechoslovak region is above average.  Among its post-communist peers, the Czechoslovak region ranks fourth.  When we broaden our comparison, the Czechoslovak region still holds up remarkably well.


It is unfortunate that the Czech transition has been called a failure.  Other transition economies could have gained valuable insights by looking at the Czech experience when making decisions about their reforms.  Instead, Western academics and the popular press call the Czech transition a failure, thereby discrediting shock therapy and other radical reform ideas.  Calling the Czech transition a failure has been a disservice to both the Czech Republic and the millions of individuals looking for viable reform options. 

Perhaps Klaus’s unapologetic pro-market rhetoric explains some of this anti-Czech sentiment.  Whatever the reason may be, it is my sincere hope that development economists interested in the economies of transition come to regard the Czech transition as a success in some, if not all, of its stated goals.  In this piece, I have shown that the Czechoslovak region holds up quite well against its post-communist peers, upper middle-income countries, and high-income countries.  Moreover, when we adopt a “reasonable expectation” approach and ask ourselves what we would have hoped for in the Czech transition by the year 2004, we would be hard-pressed to find areas where the Czechoslovak region has come up short.  

The Czech post-communist transition was not a failure.  The fact that the Czechoslovak region has not been a failure does not thereby imply that it was the most remarkable success story of all transition economies.  Some—particularly Czech citizens and defenders of shock therapy—might be disappointed that the Czechoslovak region has not done better.  But we must remember how bad things were in Czechoslovakia in 1989.  In recalling the first time he was able to leave Czechoslovakia after the collapse of communism, one Czech citizen told me (personal interview): 

I went to Vienna with my mother.  I wanted to cry when I looked in the shop windows.  There were so many things in the windows that I could only dream of owning before that day.  By the end of our trip, my eyes were sore from looking at so many different goods, and my feet were sore because we could not afford public transportation around Vienna.
  

Today Czech citizens do not have to travel to Vienna to find a diversity of goods and services—they can find nearly everything they need in Prague and other major commercial centers.  While they still are not the wealthiest post-communist citizens, the progress made in the Czechoslovak region in the past 12 years has been admirable.  
4. Explaining Botswana’s Success: The Critical Role of Post-Colonial Policy

I.  Introduction


After 225 years, economists are once again exploring why some nations are rich while others are poor.  While most economists agree that private property, the rule of law, and free markets are crucial for economic development, there is a lot of disagreement over what other factors determine the wealth and poverty of nations.  For example, Jeffrey Sachs (2001) and Sachs and Warner (1997, 1995a) argue that climate, geography, proximity to the coast, and distance from the equator are significant determinants of economic growth.  Jared Diamond (1997) also thinks climatic and geographic differences play an important role in economic development, but according to Diamond, climate and geography mattered thousands—if not millions—of years ago.  By contrast, North (1981), North and Thomas (1973), and Rosenberg and Birdzell (1986) insist that a particular set of institutions—namely the Western institutions of polycentric governance, the rule of law, and a rich respect for private property—have led to the West growing rich.  

More recently, the work of Daron Acemoglu, Simon Johnson, and James Robinson (2001) has attempted to merge the geographical and institutional arguments.  Acemoglu, Johnson, and Robinson (henceforth, AJR) argue that geography and demography matter because they affect the quality of institutions: during colonialism, low quality institutions were established in regions with high population densities and low life expectancies.  By contrast, regions with low population densities and high life expectancies established better institutions.  Thus, sub-Saharan Africa was left with bad institutions because colonists in Africa faced low life expectancies and tried to colonize areas with large populations.  The incentive for colonists was to expropriate wealth as quickly as possible rather than to think of the long run.  

The debate over why some nations are rich and others are poor rages on.   Each theory has some explanatory power; yet, every theory has its problems.  As Gregory Mankiw (1995, 303-7) points out, our traditional econometric tools struggle to sort out the causes of economic growth and development because our models are constrained by multicollinearity, simultaneity, and degrees-of-freedom problems.  The limitations of econometrics lead Mankiw to argue that “[i]t is not that we have to stop asking so many questions about economic growth.  We just have to stop expecting the international data to give us all the answers” (1995, 305).   

Rodrik (2003, 1998) also recognizes the limitations of econometric evidence.  According to Rodrik, if we concentrate too much on aggregate macroeconomic data, we will fail to appreciate the outliers.  This paper is inspired by Rodrik’s (2003) call for more case studies and “analytic narratives.”  If we limit ourselves to the study of growth and development within particular nations, we can tell more concise stories of why particular countries are rich while other countries are poor.
  

II. A Postcard History of Botswana


Botswana is a landlocked nation comparable in size to the state of Texas (220,000 square miles).  Botswana borders Zimbabwe to the northeast, South Africa to the east and south, Namibia to the north and west, and touches Zambia at one spot on the Zambezi River in the north.  Approximately 1.6 million people inhabit Botswana.  Since 84% of Botswana’s land mass is largely uninhabitable Kalahari Desert land, 80% of Botswana’s people live along the fertile eastern border of the state (Parson 1984, 4).


According to AJR (2003, 94), pre-colonial conditions in Bechuanaland (modern-day Botswana) exhibited a fair amount of cultural and ethnic homogeneity.  In this homogeneous environment, tribal chiefs were highly respected.  The chief determined whether land should be allocated to hunting, farming, or residence.  Moreover, the chief served as executive of the tribe.  As the executive, the chief formulated economic policy, resolved conflicts within the tribe, and managed external conflicts with other tribes.  Despite his immense political power, the chief was regarded as an equal to his people.  

One institution  crucial to guaranteeing some level of equality between the chief and his constituents was the kgotla.  As Newsweek (1990, 28) pointed out, “Botswana built a working democracy on an aboriginal tradition of local gatherings called kgotlas that resemble New England town meetings.”
   Kgotlas helped the chief stay closely connected to his people.  Like the New England town meeting, kgotlas were the main forum for political discussion.  A kgotla gave all adult males the opportunity to criticize and advise the chief.  The kgotlas allowed for an open dialogue between Tswana citizens and their government.  As Schapera (1967) points out, the dialogue between the chiefs and citizens in the Tswana tribe was exceptional; unlike the Tswana chiefs, chiefs throughout the rest of sub-Saharan Africa tended to suppress all dissent within their tribes. 


While kgotlas created a political connection between the chief and his people, the Tswana citizens also had an important economic connection with their chief.  Most Tswana chiefs were large cattle owners.  In most sectors of the tribal economy, common ownership was the prevalent form of economic organization; yet, when we look at the cattle industry, chiefs allowed for private ownership of cattle.  As a residual claimant with direct interests tied to the success of the cattle industry in Bechuanaland, the chief had an interest in maintaining a private cattle industry: bad policy would have inflicted direct harm upon his own cattle holdings.

In addition to administering internal economic policies, the chief also confronted many external challenges.  From 1818 through the early 1830s, the Zulus repeatedly attempted to invade Bechuanaland.  Most of these invasions were unsuccessful, but the Zulu-Tswana conflict left its mark: many of the vague borders separating tribes around Bechuanaland became better delineated and the modern borders of Botswana were formed (AJR 2003, 94).
Shortly after the Zulu invasions, the Boers challenged southern and western Tswana tribes.  The Boer-Tswana conflict continued until the Tswana tribe mounted a successful defense at the Battle of Dimawe in 1852.  In 1853, after the Tswana had put a temporary end to Boer invasion attempts, Tswanan chief Sechele organized a meeting with British officials.  Sechele wanted Great Britain to promise protection to Bechuanaland if the Boers attacked again, but the British quickly rejected Sechele’s proposal.  British diplomats were attempting to appease the Boers through peaceful diplomacy, and they did not want to damage this relationship by supporting Sechele.  
British policy towards the Tswana changed drastically in 1884 when Germany annexed South West Africa (present-day Namibia).  As AJR point out, Bechuanaland now became a region of strategic importance for the British (2003, 94).  The British were worried that Germans would gain access to Bechuanaland and thereby block one of their main corridors to northern Africa.  As Cecil Rhodes put it, Bechuanaland was the “Suez Canal into [Africa’s] interior” (Gann and Duignan 1967, 203).  Since the German empire presented a real threat to British colonialism in South Africa, Great Britain now offered Bechuanaland protection against the Boers and Germans.  In 1885, Sechele accepted Great Britain’s offer and the Bechuanaland Protectorate was formed.  

The Bechuanaland Protectorate covered most of present-day Botswana.  Under the terms of the agreement, the British Empire prohibited any invasions into Bechuanaland.  Besides promising protection to Bechuanaland, the British had no real interest in actively managing Bechuanaland because they thought that Bechuanaland lacked valuable natural resources.  Furthermore, colonial excesses in India, South Africa, and Rhodesia had stretched the British Empire’s colonial budget.  Without the resources to take on another large colonial project, the British simply left Bechuanaland alone and hoped for no military conflicts.
  

Since the British were not actively involved, historians maintain that the British took a “benign neglect” approach to Bechuanaland (Dale 1995).  The British did not take many resources from Bechuanaland, and they did not leave much in the way of social and physical infrastructure.  Approximately 75% of British spending on the protectorate went to “administrative expenses” and another large portion was spent on upgrading tribal militias.  The British armed Botswanans to protect against the Germans to the west and the Boers to the south (Parson 1984, 22), but, beyond this defense spending, the British did not engage in any kind of nation-building projects in Bechuanaland.  The British simply did not foresee any promising returns from potential investments in Bechuanaland.  


After World War II, the British attempted to combine the Bechuanaland Protectorate with their South African colony, but Bechuanaland was able to thwart this annexation attempt.  Two important events helped to keep the Bechuanaland Protectorate independent from the South African colony.  First, a strong nationalistic current intensified after World War II.  In 1948, the National Party, a well-organized party that favored an independent Bechuanaland Protectorate, was formed. 

More importantly, Chief Seretse Khama of Bechuanaland was banned from the Protectorate in 1948.  Studying abroad in England, Khama was not allowed to return to Bechunaland to assume his chieftainship because he had married a white Englishwoman.  South Africa’s white leadership found the interracial marriage to be repulsive, and they insisted that Khama be prohibited from ruling Bechuanaland; the British enforced Khama’s exile in the hope that it would pave the way for a possible joining of South Africa and Bechuanaland.    Since most people in Bechuanaland supported Khama, they resented the South Africans’ opposition to his return as the Bechuanaland chieftain.  In spite of Britain’s attempt to encourage the annexation, this political issue only further divided South Africa and Bechuanaland.


With political parties and nationalism on the rise in Bechuanaland, Great Britain was losing control of the Protectorate.  By the spring of 1965, Britain could no longer hold on to the Bechuanaland Protectorate, and Botswana’s national independence was officially recognized.  In the fall of 1965, Botswana’s first elections were held.  The Botswana Democratic Party, led by Khama, enjoyed a landslide victory.  Despite his earlier conflicts (or, perhaps, because of these conflicts) with Great Britain, Seretse Khama became Botswana’s first president.  Since 1965, the Botswana Democratic Party has controlled both the presidency and the National Assembly.  

Beginning in 1969, the Botswana National Front (BNF) became the main opposition party.  Led by Kenneth Koma, the BNF was an explicitly socialist party.  The BNF enjoyed early success, as it captured three seats in the Assembly in 1969.  Its popularity grew in the 1970s, but declined in the 1980s.  More recently, support for the BNF is once again on the rise.  This party is important because, even though it has never controlled the executive or legislative branches of the government, its existence shows that post-colonial Botswana’s political system allows discussion and dissent.


Botswana’s democratic system is a Westminster Parliamentary System.  The government has a unicameral, 31-member Assembly responsible for legislation.  The government also has a House of Chiefs.  The House of Chiefs is separate from the Assembly, and it serves as an advisory body.  The Assembly has the power to “make laws for the peace, order, and good government of Botswana” (Parson 1984, 39). 


Consistent with the Westminster System, the executive, whose official title is President, is accountable to the legislature.  The president can withhold the signing of bills, but, if a bill is withheld, it is returned to the Assembly.  If the Assembly passes the bill again, the president has three weeks to sign the bill.  The president also serves as commander-in-chief and appoints a vice-president and all of the ministers (Parson 1984, 39-40).   


In addition to their parliamentary political system, Botswana also inherited a British legal framework.  Botswana’s criminal courts adopted a precedent-based legal code, allowing for the incorporation of some of Botswana’s customary practices into their legal framework by basing their civil laws on tradition.  Thus, Botswana’s post-colonial legal framework has managed to preserve some of the important features of tribal law while, at the same time, incorporating important aspects of the British common law.   

III. Explaining Botswana’s Success

Relative to sub-Saharan African averages, most economic and social indicators reflect outstanding living conditions for the average Botswanan citizen.
  For example, Botswana’s infant mortality rates are much lower than the average sub-Saharan African rate.  Similarly, Botswana’s average caloric intake and education levels are well above the sub-Saharan average.  

Botswana’s rapid economic growth has been the key factor driving improvements in standards of living.  From 1965 to 1995, Botswana was the fastest growing country in the world.  During this 30-year stretch, Botswana’s average rate of growth was 7.7% per year.  Relative to other nations, Botswana rose from the third poorest nation in 1965 to an upper middle-income nation.  

In 2001, Botswana’s per capita gross domestic product (adjusted for purchasing power parity) was $7,820 (World Development Indicators 2002).  To put this number in perspective: Botswana’s 2001 per capita income was approximately twice as high as the average East Asian tiger’s per capita income of $3,854 (World Development Indicators 2002); Botswana’s per capita income was more than four times the $1,826 average per capita income of an individual living in sub-Saharan Africa in 2001 (World Development Indicators 2002).  

How can this impressive growth be explained?  AJR (2003) provide the best account of Botswana’s development.  They claim that Great Britain’s relationship with Bechuanaland was a key factor in Botswana’s development.  Since Botswana was a British protectorate, Great Britain left behind the “good institutions” of private property and the rule of law.  According to AJR (2003, 103), Botswana’s success can be explained by the following factors:

1. Botswana possessed relatively inclusive pre-colonial institutions, placing constraints on political elites.  

2. The effect of British colonialism on Botswana was minimal, and did not destroy inclusive pre-colonial institutions.

3. Following independence, maintaining and strengthening the institution of private property was in the economic interests of the elite.

4. Botswana is rich in diamonds.  This resource wealth created enough of a tax base that no group wanted to challenge the status quo if it meant a possible drop in government services.    

5.  Botswana’s success was reinforced by a number of critical decisions made by 

     the post-independence leaders, particularly Presidents Khama and Masire.


At first glance, the AJR explanation of Botswana’s development seems like a plausible story.  After all, economic historians usually make a similar argument when attempting to explain the development of the United States after the Revolutionary War: as a former British colony, the United States adopted the good legal and political institutions of Great Britain.  With these British institutions in place, the United States experienced tremendous economic growth.  


While this explanation might seem compelling, it does not succeed in explaining Botswana’s development.  For one thing, the “good British institutions” argument cannot explain the strong disparity between Botswana and other former British colonies in sub-Saharan Africa.  If all that sub-Saharan African nations needed were good British institutions, then many other former British colonies should be growing like Botswana; yet, when we look at countries like Zambia and Zimbabwe (both former British colonies), we see that their per capita incomes are respectively one-tenth and one-fourth of Botswana’s per capita income.
  

Moreover, when we actually compare former British colonies to countries ruled by other colonial powers in sub-Saharan Africa, “there appears to be no difference in growth rates” (Beaulier and Subrick 2003, 5).  As Beaulier and Subrick note, “the level of development is actually lower in former British colonies” (2003, 6).  Again, there does not seem to be much empirical support for the argument that British colonialism was a benign factor in sub-Saharan African development.  

IV.  More Questions Than Answers     


When we look closely at the AJR explanation of Botswana’s development, we can see that their account does not tell us why the “good institutions” stuck in Botswana, but failed to stick in many other former British colonies.
  To be fair to AJR, their explanation of Botswana’s development does not depend solely on Great Britain’s involvement: AJR recognize the importance of good leadership, good culture, and credible commitments in Botswana’s development.  Yet, these factors play a secondary role in their story.  Moreover, their discussion of good leadership, good culture, and good policy is sometimes inconsistent and begs many questions.   

For example, AJR argue that Botswana’s “inclusive pre-colonial institutions” constrained political elites prior to and after colonialism; in addition, due to Britain’s policy of benign neglect, these pre-colonial institutions constrained elites even during the colonial period.  Constraining authority, whether the authority is the State or a tribal leader, is generally regarded as a growth-enhancing policy; yet, in Botswana’s case, it is unclear how important these “inclusive pre-colonial institutions” were in the country’s development.  If the “inclusive pre-colonial institutions” effectively constrained elites, why did Botswana perform so poorly prior to and during colonization?  When Botswana emerged as an independent nation in 1965, it was the third poorest in the world.  Despite a relatively favorable tribal environment, there does not seem to be any evidence suggesting that Botswana enjoyed strong growth prior to its post-colonial period.


While using the benign neglect theory to argue that Britain allowed for the continuation of pre-colonial inclusiveness, AJR seem to contradict themselves by conversely arguing that Britain’s rule had a deep impact on the political and legal systems that formed in Botswana.  Most historians tell a story consistent with the AJR account: the relationship between Great Britain and the Bechuanaland Protectorate was one of benign neglect; yet, if British policy towards Bechuanaland was indeed benign and neglectful, why did Botswana end up adopting a Westminster-style parliamentary system and a common-law legal code?  Perhaps the benign neglect story is in need of refinement: while Great Britain was not active in the provision of public goods, their administrative policies did significantly alter the political and legal institutions in colonial Botswana.  

AJR also recognize the importance of outstanding leadership in Botswana’s development, although they do not emphasize it as the central cause of Botswana’s success.  The strong leadership of Khama and Masire clearly contributed to Botswana’s success.  For example, when Khama faced the challenge of establishing a post-colonial transitional development plan, he seemed to do all of the right things.  If economists were asked to predict how Khama would do as Botswana’s president ex ante, we probably would have expected him to behave in a predatory manner; yet, Khama’s government turned out to be a proprietary one rather than a predatory one.  

Immediately following independence, Khama set out to establish Botswana’s government as a “financially viable entity.”
  Botswanan officials did more than pay lip-service to “financial viability”; their policies, which included opening their diamond mines to foreign investors (Hartland-Thunberg 1978) and the establishment of strong international ties,
 were consistent with their rhetoric.  Botswana’s good policy choices at the time of independence signaled a genuine commitment to long-term development.  


Although AJR do attribute some of Botswana’s success to exceptional leadership, they do not put enough emphasis on this variable.  The next section will discuss the importance of good leadership in Botswana’s development.  While the AJR explanation aids us in better understanding Botswana’s successful emergence from colonialism, we need to come up with a better explanation for why the institutions of private property and the rule of law stuck in Botswana and failed to stick in so many other post-colonial African countries.  

V.  Alternative Explanations
    

A. The Perverse Effects of the “Hut Tax”

AJR (2003) and most historical accounts maintain that British involvement

in Botswana was minimal.  If we look closely at the historical record, however, there were a few harsh British policies imposed on Botswanans.  The most severe policy was the “hut tax,” which was introduced in 1899.  The tax required all Botswanan families in possession of a hut to pay a one-pound tax to the British Empire.  This tax remained in place throughout most of Botswana’s colonial history, and, in 1919, the British added a “native tax” to the Botswanan tax burden.
  The “native tax” forced every native-born Botswanan to pay three shillings to the British as part of their annual taxes, which could only be paid in British currency. 

By requiring tax payments in British currency, the British distorted Botswana’s natural economy.  As Schapera argues, the taxation “forced upon the people the necessity of finding a regular sum of [British] money each year” (1947, 7).  Since Botswana’s colonial economy was based largely on self-sufficient cattle farming and barter, the effect of the tax was severe.  A large share of the population was unable to pay the tax out of their subsistence budgets.  Many chose not to comply with the tax; others responded by entering the formal labor market.  

Following the implementation of these taxes, there was a massive increase in male job-search activity, but few jobs were available in Botswana.  The result was massive immigration to South Africa by Botswanans because there they could be guaranteed employment in Great Britain’s colonial mining operations.  With relatively low potential income when compared to the costly hut tax, Botswanan men spent a large portion of the year working in South African mines.  Some estimates suggest that Botswanans working in the South African mines spent anywhere from 9 to 11 months of the year working in South Africa.  At its peak in 1943, the immigration of Botswanan men into South Africa for employment reached nearly 50% of the adult male population (Schapera 1947, 1-39; Parson 1984, 27). 

A few of the effects of the hut tax are obvious.  With up to one-half of its adult male population gone, the physical, economic, and social infrastructure of Botswana was dealt a serious blow.  Skilled artisans and entrepreneurs who remained in Botswana lost a large portion of their clientele.  With less consumer demand, entrepreneurs were probably a significant fraction of the emigrating population.
  The fabric of civil society was strained as women were forced to take on a larger role in the household, and generations of children were raised without a male influence at home.    Most importantly, Botswana’s political institutions were crippled by the loss of actively participating male citizens.

When we look closely at the effect of the hut tax and native tax, we see that Botswana’s colonial experience was hardly one of benign neglect.  Moreover, the effect of Botswana’s “inclusive political institutions” was negligible on its colonial economic development.  With up to half of the adult male population spending up to 11 months of each year in South Africa, the political institutions were neither inclusive nor exclusive—they were nonexistent during this period in Botswana’s history.  The obvious impact of the British taxes on Botswana’s population seems to refute AJR’s claim that Britain followed a policy of benign neglect, and the absence of a large portion of the male population indicates that the pre-colonial inclusive policies that AJR credit with Botswana’s economic success were probably not being promoted during the colonial period.  

B. The International Climate

 
AJR also fail to mention the role international relations played in Botswana’s success.  Of all sub-Saharan African nations, Botswana has been the only one free from internal political turmoil since independence.  In addition, Botswana has grown with little direct assistance from the International Monetary Fund (IMF) and World Bank.  Since gaining its independence from Great Britain, Botswana has attracted large amounts of foreign direct investment.  


Immediately after gaining its independence, Botswana was dependent on the British Exchequer for international aid,
 but, by 1972, Botswana was able to sever financial ties with the British Exchequer.  The discovery of diamonds and the concomitant rapid post-colonial growth helped Botswana cut its financial ties with Great Britain.  But, while the discovery of diamonds was crucial for the country’s development, Botswana’s leaders did not want to depend solely on natural resources for development; they embarked on a massive program in search of more diverse foreign aid and international respect, more private capital investment, and more guarantees of protection if Botswana were to be pulled into a conflict with one of its disruptive neighbors.


Botswana was successful on all three of these fronts.  First, Botswana gained international support from the United Nations and became a member nation in 1966.  Furthermore, the IMF and World Bank aided Botswana throughout the 1980s.  While any connection to the IMF and World Bank has traditionally proven to be the kiss of death for developing countries (Easterly 2001; Bandow and Vazquez 1994; Boettke 1994), Botswana’s leadership seemed to recognize the danger involved in depending on the IMF and World Bank.  Instead of borrowing heavily from the IMF and World Bank, Botswana allowed these major lending organizations to play an advisory role rather than a lending or planning role.  


In addition to improving their world status and credibility as a borrower, Botswana attracted large amounts of foreign direct investment in their diamond mines.  The government was careful not to overtax Botswana’s mining industry, and they kept mining taxes fixed at a 10% rate.  Despite the temptation to acquire additional tax revenues from the mining industry, the government seemed to understand that too large a burden on this important sector would thwart future growth.  The government seldom altered the tax structure of the mining industry, so mining companies were able to invest with a confidence that they would be taxed and regulated at a relatively low and predictable rate.

Finally, Botswana was committed to anti-apartheid domestic policies and noninvolvement in foreign affairs.
  As George Ayittey points out, 

Botswana is an example of an African country that affords its people freedom of expression…Botswana can find solutions to its economic problems because it permits free debate and freedom of expression. (1992, 220) 

Racial tolerance and toleration for dissenting opinions produced many beneficial results—both domestically and internationally.  First, it led to an extensive in-flow of political refugees from both South Africa and Zimbabwe.  Many of the immigrants were talented and contributed valuable advice to Botswanan officials and businessmen.  Second, an explicit commitment to an anti-apartheid, noninterventionist program guaranteed Botswana financial and military aid from the West if any regional conflicts broke out.  Furthermore, a commitment to Western principles of equality before the law and noninvolvement in foreign affairs attracted more foreign direct investment into Botswana’s relatively stable economy.   

C.  Towards an Alternative Explanation of Botswana’s Development

As we can see, the AJR account has some problems.  The hut tax and 

Botswana’s slow colonial growth make it difficult to tell a story of British benign neglect.  In addition, Botswana’s excellent international position played a far more important role than the AJR account suggests.  Not all the pieces fit together in the AJR story, but do a few missing pieces warrant a retelling of Botswana’s development story?  


We need not abandon the “good institutions” account provided by AJR.  After all, it is a compelling explanation, and it serves a useful purpose.  If we are to make the story of Botswana’s explanation a more accurate one, however, the story of “inclusive pre-colonial institutions” and hands-off British policies needs to be downplayed.  More emphasis needs to be placed on the responsible and prudent policy choices made by Khama and his administration at the time of Botswana’s independence.  AJR do mention the role leadership played in Botswana’s development, but “exceptional leadership” seems to be a secondary factor in their analysis.   Good leadership, in fact, could be the key factor in Botswana’s development.  

Ayittey (1998, 1992) suggests that atrocious post-colonial African leadership was responsible for the African tragedy.  Most leaders of new African nations adopted Marxist platforms.  As Ayittey (1992, 10) notes,

The African leaders’ rejection of colonialism and Western institutions was an understandable reaction.  But in their overzealousness to eradicate all the vestiges of Western colonialism, virtually all sense of purpose and cultural direction was lost.  After independence, many African leaders, proclaiming themselves ‘free and independent under black rule,’ hauled down the statues of European monarchs and erected, not those of Martin Luther King, Jr. or Kankan Musa, but of another set of white aliens—Marx and Lenin.

If we accept Ayittey’s interpretation of post-colonial African history, post-colonial leadership must be recognized as the key determinant of a country’s economic development.  Each sub-Saharan African nation faced a crucial moment after independence.  Virtually all newly independent sub-Saharan African nations that tried to implement Marxist ideas wound up with poor policies and few constraints on their leaders.  

Botswana’s crucial moment came in 1965 when the Botswana Democratic Party and Seretse Khama won their elections.  The future of Botswana depended on the decisions made by Khama and his administration.  At the moment of crisis, Botswana’s future depended on the people currently in power rather than on Botswana’s past rulers.  Unlike other African leaders, Khama simultaneously adopted pro-market policies on several important margins.  For example, Khama’s new government promised low and stable taxes to mining companies.  His government opened the doors both to trade and to people.  Furthermore, he kept marginal income taxes low to deter tax evasion and corruption.  At the moment of choice, Khama made rapid and decisive moves, and most of these choices signaled a commitment to markets.


In addition, Khama’s administration preserved many important indigenous institutions.  The kgotlas, for example, were an important part of Botswana’s past.  Though kgotlas are no longer practical, Botswana’s government still encourages the proliferation of dissenting opinions.  In addition, many elements of Botswana’s customary law were preserved in its legal system.


Political economist, Robert Higgs, has pointed out many crisis periods in American history where there has been a “ratcheting up” of government (1987, 30-33).  It certainly seems like there are also critical moments in history where the State’s role in the economy can “ratchet down.”  One example of downward ratcheting was the post-communist privatization throughout Eastern Europe and the former Soviet Union in the early 1990s.  When former communist nations experienced their crisis moment, many leaders jumped on a good growth path; in so doing, the scale and scope of the State was significantly reduced.  

Post-colonial Africa had a similar historical moment.  Each nation had the opportunity to decide on the proper role for government.  Every African nation could have turned out like Botswana, but most newly elected leaders chose reform paths that were not conducive to long-term economic growth.  Khama, by contrast, made good policy decisions during Botswana’s post-colonial transition.  The wise choices made by Khama have kept Botswana on a high growth path for more than 30 years.


If good policy was within reach for Botswana, why have so many other sub-Saharan African nations promoted predatory policies?  Khama clearly had economic interests consistent with his people’s economic interests, but this was also true for leaders of the other post-colonial sub-Saharan African nations.  A Tiebout explanation also seems unsatisfying: every leader should have an incentive to compete for tax revenue and thereby offer a good set of policies; yet, when we look at current and past governments, we often see predatory states instead of proprietary ones.


What was it about Khama that led him to adopt good policies?  There seem to be two important factors that explain why Khama made good policy choices.  First, Khama was educated at Fort Hare University in the 1940s.  During the 1940s, Fort Hare was an anti-apartheid university with an explicitly “Euro-centric” vision for Africa.  African nationalism had yet to emerge as a popular strand of African education, and Khama received a decidedly Western training.  Moreover, in 1945, Khama began attending Oxford’s Balliol College to pursue a law degree.  While attending Oxford, he was introduced to the British common law.  Thus, relative to many other African leaders, Khama’s training was more sympathetic to markets and Western law.


In addition, Khama’s toleration of white commerce was another key aspect of his personality.  For example, unlike Robert Mugabe’s policies in Zimbabwe, Khama’s policies in Botswana were successful in establishing a strong bond with white commercial interests.  Khama’s ruling government never got hung up on issues of legitimacy: colonialism was an ugly scar in African history, but the best way to proceed was to move forward as quickly as possible.  In fact, Khama even went so far as to seek the support of white ranchers.  As Morrison (1993, 41) notes, “[B]y the 1970s, white cattle ranchers held strategic government positions [that included] assembly speaker and minister of commerce and industry.”  From early on, Khama had an extremely cosmopolitan attitude towards the whites: they were viewed as an asset in development rather than a reminder of the past.  This is further reflected in Khama’s interracial marriage to Ruth Wilson.


These seem to be two important ways in which Khama’s personality differed from that of other leaders.  His more pro-market education and cosmopolitan personality translated into better policy.  While there are most likely additional factors responsible for Khama’s commitment to good policy, the fundamental point of this analysis is the following: post-colonial policy choice is the key factor determining the wealth and poverty of African nations.  For other African nations looking to develop, the policy decisions of Seretse Khama could serve as a useful guide.   

VI.  Conclusion

Douglass North offers a nice summary of the economic historian’s task when he writes,

Writing history is constructing a coherent story of some facet of the human condition through time.  Such a construction exists only in the human mind.  We do not recreate the past; we construct stories about the past.  But to be good history, the story must give a consistent, logical account and be constrained by the available evidence and the available theory.  (1990, 131)

This paper has attempted to tell a clear story of Botswana’s growth.  My interpretation of Botswana’s development places greater emphasis on Khama’s prudent policies and downplays Botswana’s colonial experience.  

AJR (2003, 112) acknowledge the role of policy when they write, “The success of Botswana is most plausibly due to its adoption of good policy.” But, in their story, good policies came about because of Botswana’s relatively favorable colonial experience; good colonialism led to good policy.  

British taxation of native Botswanans and the resulting strain it placed on civil society indicates that Britain’s colonial experiment was not as benign as AJR suggest.  It seems, however, that post-colonial Botswana was able to promote good policies in spite of, rather than due to, British colonialism.  Thus, the good leadership exhibited by Khama is pushed to the forefront as the strongest argument for Botswana’s exceptional growth.    

Botswana’s success was the result of good post-colonial policy choices.  This is an important conclusion with far-reaching implications for the way we approach struggling nations in sub-Saharan Africa.  If the wealth and poverty of most sub-Saharan African nations is largely the result of colonial and historical factors, then countries might be trapped by their past: even if they adopt good policies, their history and culture will not allow them to escape the poverty trap.  If, instead, the story of sub-Saharan Africa is one where foolish policy decisions were made by ideological leaders at the end of colonialism, then there is far more hope for struggling nations.  One good leader or one radical ideological shock is all it would take for an African nation to escape its poverty trap.
  Perhaps policy choice is the more realistic story of Botswana’s development in particular and sub-Saharan Africa’s stagnation in general. 

5. Conclusion

The goal of this dissertation is to improve our understanding of economic development.  There are three main lessons that can be drawn from this dissertation.  First, the method of privatization matters for economic development.  Privatization, when used broadly, is a vague and elusive concept.  Development economists have done a great deal of harm by treating “Privatization” as a monolithic concept.  There is not one type of privatization, but, rather, a whole array of privatization approaches.  Some methods of privatization are far superior to others, and development economists should start talking about the pros and cons of specific methods of privatization rather than focus on the pros and cons of privatization in general.  As I suggested in Chapter 2, the direct auction approach to privatization that has clearly outperformed voucher privatizations and management-employee buyouts in Eastern Europe.

The second important lesson for development economists is the following: let’s make sure we are being clear when we throw terms like success or failure around.  As I argued in Chapter 3 of my dissertation, a country that performs above average on any conventional measure of economic performance hardly seems deserving of a “failure” label.  Despite the fact that Czechoslovak regional development comes out above average when compared to other post-communist and middle-income countries, Joseph Stiglitz and many popular writers continue to call the Czech transition a failure.  It is unfortunate that so many prominent intellectuals have deemed the Czech transition a failure: emotion (and ideology?) seems to be blurring the facts and evidence when it comes to the Czech transition.  


Stiglitz’s discrediting of the Czech transition is a huge disservice to Czech citizens and reformers.  Furthermore, his criticism of the Czech transition has undoubtedly influenced other transition economies.  For the past five years, Stiglitz has been filling up lecture halls around the world, and he has been busy advising reformers in sub-Saharan Africa and other parts of Eastern Europe.  Reformers listening to Stiglitz have been told not to bother looking at the Czech Republic’s reform experience because the Czech Republic’s rapid reform approach has failed.  But, what if the rapid reforms of the Czech Republic are the exact medicine that other reforming countries need?  In disagreeing with the logical ends of the Czech reform program, Stiglitz’s advice has imposed huge costs on other transition economies.


The final lesson to be drawn from this dissertation is the following: crisis periods and ideology matter in the reform process.  As I suggested in Chapter 4, we can gain a far better understanding of Botswana’s success in particular and sub-Saharan Africa’s stagnation in general if we recognize the role of crisis periods and ideology in African history.  Crisis periods allow for more flexibility over policy choice, and policymakers can choose to use this opportunity to promote good policies or to become predatory rulers.  As Ayittey (1992) has pointed out, when colonialism in Africa came to an end in the early 1960s, most of Africa’s leaders used the crisis period to promote Marxist agendas.  Unsurprisingly, the poor growth record in most of these countries has been appalling.


Botswana experienced its own crisis period in 1965.  Unlike other post-colonial leaders, Sereste Khama chose to push through good policy during Botswana’s post-colonial crisis.  Since Khama’s early reforms in the late 1960s and early 1970s, Botswana has continued to enjoy high levels of economic growth and tremendous political stability.  Good policy choice during a crisis period helped Botswana escape the African tragedy.  


If development economics is ever going to become more effective in exporting Western models of development to the developing world, development economists must do a better job of clarifying the claims they are making and be more thorough in their analysis.  What Peter Boettke stated with regard to post-perestroika Russia is extremely important for development economists today: “In order to understand economic development we must respect the history and culture of a people, especially how this manifests itself in the indigenous institutions of the society under study” (2001 [1994], 245).  Given the issues raised in this dissertation, it is my sincere belief that a deeper respect for the history and culture of the developing world and a more careful analysis of development problems will greatly improve the field of development economics in particular and the lives of the millions of people living in poverty more generally.  
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� In a recent paper, David Prychitko and I draw a distinction between evolutionary and teleological accounts of property rights.  A large portion of this section is based on that earlier work.  See Beaulier and Prychitko (2003).    


� Note that the distinction between “organic” and “pragmatic” origins does not have to be mutually exclusive (Vanberg 1986, 79, n. 5).  “It allows for ‘intermediate’ cases, combining elements of both kinds of processes.”  As Menger stated: 


	


The present-day system of money and markets, present-day law, the modern state, etc., offer just as many examples of institutions which are presented to us as the result of the combined effectiveness of individually and socially teleological powers, or, in other words, of “organic” and “positive” origin (1963, 158).


� For more on innate rules, see Ridley (1996).  For more on “cultural rules,” see Taylor (1982).





� Interview with a Czech cab driver while en route to my interview with Pavel Kuta of the National Property Fund on July 17, 2003.  





� Of course, this begs the question as to why any amount of privatization would take place.  In addition to the bureaucracy’s wealth and power, there also must have been some concern over legitimacy.  Had institutions like the National Property Fund held onto all or most of the Czech assets, it’s safe to assume that they wouldn’t have held onto power for very long.  


� There were some journalists still sympathetic to the rapid reform approach.  Hundley (1998), for example, pointed out that “the self-inflicted ‘shock therapy’ of the early 1990s turned out to be exactly the right remedy” for many former communist countries.  In his interpretation of the 1990s, the central European “tigers” were beginning to experience the payoff for incurring the painful reforms of the early 1990s.  


� Interview with Vladimir Dlouhy in his office on July 14, 2003.


� Interview with Vladimir Dlouhy in his office on July 14, 2003.





� Interview with a Czech landlord at an Internet Café near Charles University on July 25, 2002.


� Interview with Vladimir Dlouhy in his office on July 14, 2003.


� Wherever possible, I look at Czechoslovak regional growth rather than looking only at growth in the Czech or Slovak Republics.  The careful critic would correctly point out that by focusing solely on the Czech Republic, I might be picking up the “Velvet Divorce” effect in which the Czech Republic’s GDP per capita jumped once it broke ties with Slovakia.  By including the Slovak Republic in all of my calculations, I am making the harder case for the Czech Republic’s success.  


� The data source for Figure 5 comes from the World Development Indicators, 2003.  To keep the figure manageable, I deleted Georgia, Krygyzstan, Moldova, Tajikistan, and Ukraine from the figure.  Out of the 19 countries, these were the five worst performing countries.  


� It should be noted that there is plenty of disagreement over how gradual in nature the reforms in Hungary and Poland actually were.  In Poland, for example, finance minister Leszek Balcerowicz has been praised for his shock therapy approach in which he sought to “privatize, privatize, privatize” Poland’s economy.  According to the Wall Street Journal (1998), Balcerowicz’s reforms were “Central Europe’s most radical economic reforms,” and by 1991 Balcerowicz was forced to step down because his reforms “had few fans among the country’s workers and pensioners.”  While Stiglitz wants to point to Hungary and Poland as cases of successful gradualism, just how gradual these countries reformed is something that is not unambiguous.  





� GDP per capita figures (PPP adjusted) for the Czech Republic were not available for 1991.  The estimate of $8,368 comes from Dlouhy (2001, 180-181).





� In claiming the Czechoslovak region is 13th among 28 countries, I have omitted the five countries where data was unavailable.  


� The two most interesting results of this adjustment were Lithuania and Botswana.  Government spending has been responsible for some of Botswana’s recent growth, and the sustainability of this growth has been called into question by Thurow (2002).  Lithuania moved from one of the worst performing economies to the best performing economy when government spending was removed.  Perhaps one reason why Lithuania moves up so far when we strip government spending from the calculations is the large defense sector inherited from the Soviet Union.   While there are significant maintenance costs involved in defense spending, Lithuania does not have to spend a great deal of its GDP on new military equipment.  According to the World Development Indicators, 2003, the average European and Central Asian country spent approximately 3% of GDP on the military and this accounted for approximately 10% of all government spending.  By contrast, Lithuania spent only 1% of GDP on the military (until 2000 when spending jumped to 2%), and military spending as a fraction of total government spending was approximately 6%.   


� Interview with Pavel Kuta in his office on July 17, 2003.


� Interview with Vladimir Dlouhy in his office on July 14, 2003.


� Interview with Czech student on July 20, 2003 at Charles University in Prague.


� Peter Boettke (2001 [1996]: 249) has also argued for an interdisciplinary approach to development that 





…incorporate[s] arguments and empirical information developed in other areas of the social sciences, such as the results of case studies and the evidence gleaned from ethnography.  In fact, a plausible argument can be made that the techniques and data we economists have come to rely on are too ‘thin” for our own good, and that perhaps it is high time that we sought the ‘thicker’ description provided by an ethnographic turn. (Cf Mischel 1996)





Several articles in the Cato Journal are devoted precisely to this kind of heterodox approach.  Particularly noteworthy is Powell (2003).  Outside of the Cato Journal, Rodrik (2003) exemplifies the turn towards “thick” economic explanation.





� This section closely resembles AJR’s (2003) discussion of Botswana’s history.  





� Cross reference Ayittey (1992: 325)


� Despite the British Empire’s reluctance to become involved in Bechuanaland, Cecil Rhodes did push for the annexation of Bechuanaland in 1883.   According to Rhodes, the question for Great Britain was “whether [Bechuanaland] was to be confined within its present borders, or whether it is to become the dominant State in South Africa, and spread its civilization over the interior.”  The Prime Minister of the Cape rejected Rhodes’s offer, Thomas Scanlen, rejected Rhodes’s proposal because of the Cape’s debt problems (Pakenham, 1991: 378).   





� Khama, with his uncle, remained in exile until 1956.  In 1956, Khama rescinded his claim to chieftainship and returned to Bechunaland.  By 1960, an anti-apartheid, anti-colonial party, the Botswana People’s Party (BPP) had been formed.  In response, Khama helped to form the Botswana Democratic Party (BDP), which unlike the urban based BPP appealed to the rural commoners and tribal chiefs alike.  


� The one exception is Botswana’s average life expectancy.  Botswana has actually experienced a recent decline in life expectancy.  High HIV/AIDS rates in Botswana have produced a sharp decline in life expectancy.  Estimates of HIV/AIDS prevalence in Botswana vary, but the rate seems to be in the neighborhood of 30-35% of the adult population.  This essay is attempting to explain Botswana’s growth, which occurred in large part before the HIV/AIDS explosion.  Moreover, Botswana has experienced strong economic growth despite the HIV/AIDS problem.





� Parsons (1998) also argues that the success of chief was the primary determinant of Botswana’s success. 





� Adjusting for purchasing power parity, Zambia’s per capita GDP in 2001 was $780; Zimbabwe’s per capita GDP was $2,280.  


� The “stickiness” of institutions notion comes from Boettke (2001 [1996]).  There, Boettke examines the cultural preconditions necessary for rules to “stick.”  According to Boettke, formal rules must closely match the culture and customs of the people.   


� See Botswana’s Transitional Plan for Social and Economic Development (1966).





� For an excellent account of Botswana’s strategic international positioning immediately following independence, see Potholm and Dale (1972).  See also Carter and Phillip’s (1980) and Herbst (1992).





� AJR (2003: 96) do make mention of the “hut tax” and its perverse effects.  For an extensive discussion of the “hut tax,” see Hermans (1974). 


� Simon Wegge’s (2000) study of European emigration patterns to the United States provides support for this claim.





� Herbst (1992) offers an excellent summary of international relations between the United States and sub-Saharan Africa.





� Picard (1987) estimates that some 90 percent of overseas aid funds in 1966 came from Great Britain.





� For a leading account of Botswana’s favorable international position, see Dale (1995).


� Caplan (forthcoming) offers a similar explanation of growth divergence in general.  Countries can get stuck in a low-growth equilibrium where low growth leads to bad policy choices.  Bad policy choice then leads to even lower growth, and the economy spirals along in a vicious circle.  Botswana had a much different experience.  Khama’s polices were an exogenous shock that Good policies led to high growth.  High growth produced better policies, which led to more growth.  Thus, Khama’s policies were the exogenous shock that helped Botswana get on a sustainable high growth path.   





