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Micro and Macro Deter minants of Public Support for
Market Reformsin Eastern Europe

Abstract
This paper looks at public support for the creation of a market economy in Eastern Europe. As
a data base, the Central and Eastern Eurobarometers surveys are employed, covering up to 21
countries over a time period of 1990-96 and totalling more than 100000 observations on
individuals. The development of support for market reforms is analysed over time and
countries. Moreover, in a number of panel regressions, individual and macroeconomic
determinants of support for reforms are studied. Apart from the influence of individual
characteristics (age, gender, education, income), the only significant and robust aggregate
effect is that those countries that are able to keep inflation low get more support for market
reforms. Small government budget deficits may also help to strengthen support. Differences
in employment, GDP per capita, openness, private sector share and microeconomic transition
progress do not show robust effects on people’s attitudes towards the creation of a market

economy.
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JEL: P1, P2, O52



1. Introduction

Many observers agree that public support for the creation of a market economy is a key
ingredient in a successful transformation programme. In an interesting book, Williamson
(1994) brings together a number of experts with the aim to generate hypotheses about the
determinants of successful economic reform. In the comparison of different case studies of
practical policy reforms none of those hypotheses survived the test without at least some
rejections. However, one of the three more robust influences is that of strong political support
for the reformer. In other words, public support, though not a sufficient condition for success,
is helpful in raising the chances that the reforms will be feasible and successful.

There is a growing body of work on economic policy reform, which is surveyed by Rodrik
(1996), where public support for reforms is often mentioned in the discussion. A recent
collection of forma models on economic reforms is the book by Sturzenegger and Tommasi
(1998). Again, in many of these papers, public support of reforms plays, either directly or
indirectly, a crucia role in the models. But selective evidence on Poland, Mexico and Peru
indicates that the relation between economic outcomes and public support for the government
Is not a straightforward one (see the summary by Stokes (1996)).

However, the motivation of these and other papers with respect to the importance of support
for economic reforms is solely based on case studies, primarily from South America. Thisis
not surprising, though, as no econometric multi-country studies investigating determinants of
public support for market reforms exist. The empirical analysis presented in this paper is an
attempt to contribute to our knowledge on what factors influence peopl€e’s support by going
beyond case studies. Instead, survey data collected in up to twenty-one Eastern European
countries over atime period of up to seven yearsis employed.

Clearly, Eastern Europe is in a rather specific situation of economic reform in its struggle to
transform its centraly-planned economies into Western-styled market economies and a
general theory of trangition is still missing. A well-known partial equilibrium model of
economic transformation is presented by Blanchard (1997), who starts from the stylised fact
of a u-shaped development of output in most Eastern European economies. He considers a
model of a transition economy with perfect foresight which captures such an output and
employment development, and where support for economic reforms is also u-shaped.
However, if one were to endogenise the political process, the chosen reform path may turn out

! The other two conditions for successful reforms are a “visionary leadership” and a “coherent economic team”
(Williamson (1994, p. 589)).



to be non-achievable (see Blanchard (1996, p. 29)). Blanchard (1997, p. 15f.) reports some
survey evidence for Poland to analyse the determinants of the perception of current and
expected economic situation. He finds that unemployment and output affect people's
attitudes.

A somewhat broader empirical study is the one by Fidrmuc (1999), who approaches the issues
of support for reforms in Eastern Europe indirectly. He uses actua election results from four
countries to investigate the question of political support by explaining voting shares for
reform and non-reform parties employing a diverse mix of regressors such as unemployment,
entrepreneural activity or demographic factors. The advantage of that study is that actual
votes are revealed preferences instead of intentions voiced by respondents, as collected in
surveys. However, voting for a party can not be easily attributed to just one policy issue, and
therefore it is not clear whether voters prefer a party because of its stance on economic reform
or, for instance, its position on maintaining order, improving democracy, national defence,
etc.

There exist a number of studies which directly look at public opinion on different aspects of
transformation in Eastern Europe. Early attempts to compare Eastern European attitudes with
those of Western countries are interesting (see Shiller et al. (1991) or Shiller et a. (1992)) but
limited in scope. Concentrating on the labour market and taking into account a time
dimension, Blanchflower and Freeman (1997) compare the labour market attitudes of
respondents in Eastern and Western Europe using the much larger 1SSP data base. In contrast
to Shiller et al., they find evidence in favour of an ‘attitudinal’ legacy of communist times.?
Shleifer (1997) compares the development in Poland and Russia. One aspect of his anaysis
takes into account possible differences in trust and participation in civic activities, which he
computes using the World Values Survey. In his view, the differences that emerge in “social
capital” do not support the view that this is the key component in understanding the
differences in economic performance.

A specificaly designed set of regular surveys have been put into existence with the New
Democracies Barometers (NDB). This data covers a number of Central and Eastern countries,
and includes many useful questions on political, social and economic issues (see Rose and
Haerpfer (1993, 1994) for a descriptions of the structure of the surveys).

2 See Frentzel-Zagorska and Zagorski (1993) for survey evidence on Poland.
% The NDB data base has just been made available to a selected group of researchers within the framework of the
“Citizensin Transition Network” (CITNET).



The largest data base in terms of number of countries and covered time periods, however, has
been collected on behalf of the European Commission under the name of Central and Eastern
Eurobarometers (CEEB). With respect to the number of included questions it is more limited
than the NDB, but it still contains useful information. While the EU presents some results of
these surveys in print, the primary data are only available with a considerable time lag to
outside researchers. A variety of studies use this data base, but most of them concentrate on
sociological or political science issues, like democratisation, political participation, values,
etc. (see, for instance, Juchler (1994) or Pickel and Pickel (1996)). An emphasis on attitudes
towards economic issues is provided by Hayo (1997a, 1997b, 1999), where, for example,
mass opinion towards privatisation and economic transformation is analysed.

The present study focuses on one specific question in the CEEB that has been asked in al of
the surveys and which is of utmost importance for analysing support for economic reforms in
the transformation countries, namely people’s opinion towards the creation of a market
economy. Using answers collected from more than 100000 people over a time span of seven
years and twenty-one countries, support for market reforms is analysed applying both smple
descriptive as well as advanced ordered logit models. In Section 2, the data base and
econometric methodology are explained. A descriptive analysis of the data is presented in
Section 3 and an aggregate analysis of support for the creation of a market economy in
Section 4. Section 5 considers an ordered logit model with both individual-level and
aggregate-level variables. Finally, a conclusion discussing the policy implication of the
analysisis put forward.

2. Data Base and Econometric Methodology

The CEEB is a series of comparable and representative surveys undertaken on behalf of the
European Union in the period 1990 to 1996, covering up to 21 Eastern European countries. In
general, about 1000 people in a country were randomly selected for a personal interview in
Autumn of the respective year. Table A in the Appendix summarises the time and country
dimension of the surveys. The first surveys in 1990 were only undertaken in the CSFR,
Hungary and Poland, while the last currently available survey from 1996 provides data on 20
countries. Unfortunately, the CEEB have some drawbacks regarding the consistent and
regular covering of important questions over time. There are just a few demographic variables
being collected over time and countries, and many interesting substantial question have been



discarded after only a few years time (for example with respect to privatisation, see Hayo
(19974Q)). The data base employed in this study combines the available CEEB surveys and
contains more than 100000 respondents.
There are other, more fundamental, problems related to comparative survey analysis (see
Przeworski and Teune (1970), Almond and Powell (1978)), to concepts (see Converse (1970),
Zdler (1992)) as well as problems connected to practical issues (see Schuman and Presser
(1981)). These are being addressed in Hayo (1997a, 1997b, 1999) and need not concern us
here. In general, the data appear to provide a useful tool for analysing the question at hand.
As indicated above, in this study | concentrate on one substantial question, namely people's
opinion toward the creation of a market economy. This variable is caled SUPPORT, and the
actual wording and coding of the question are as follows:
SUPPORT:
“Do you personally feel that the creation of a free market economy, that is one largely free
from state control, isright or wrong for (our country’s) future?
Coding: Right 1

Don'tknow O

Wrong -1
To control for individual effects, socio-demographic variables are used in the later part of the

analysis. Those that were collected consistently over most surveys are given in Table 1.

Tab. 1: Socio-Demographic Variables and Coding

Variable name | Question Coding

SEX Gender 1. Femae
0: Mae

AGE Agein years of respondent Years

AGESQ Squared values of AGE Years’

INCOMEQ Income quartile of respondent 4: Highest income quartile
3:  Upper middle income quartile
2: Lower middle income quartile
1. Lowest income quartile

EDUCL Level of education 4: Higher than secondary education
3:  Secondary education
2:  Some secondary or apprenticeship
1. Elementary education




Even though the number of variables is not large, they are at least relatively comparable over
time and countries.

Table 2 lists those variables that will be used to investigate the influence of macroeconomic
developments and progress in microeconomic reforms. The choice of aggregate variables has
been guided by a proposition of Lipton and Sachs (1990), who claim that fundamenta
economic reforms involve three core elements, namely macroeconomic stabilisation,
economic liberalisation and privatisation of state enterprises. A similar, though more detailed,
list is given in Williamson (1994), who calls his selection the “Washington Consensus’. The
aspect of stabilisation will be covered by appropriately chosen macroeconomic variables,
while the latter two aspects are proxied by private share in GDP and the transition indicators.
Regarding stabilisation, the use of both the average income variable and the employment
variable can be rationalised by the importance of these variables in many models (see, for
instance, Blanchard (1997), Fidrmuc (1999a) or Rodrik (1995). Employment rather than
unemployment has been chosen to capture the situation on the labour markets, as the
measurement of unemployment is extremely unreliable (see UN (1997, p. 114f.)). There are
also a number of problems related to the real GDP per capita numbers, therefore an index is
used instead of absolute values.

Tab. 2: Aggregate Level Variables and Coding

Variable name | Definition

GDPCAP GDP per capitain constant US Dollars, expressed as index (base: 1996)

EMP Employment expressed as an index (base: 1989)

INFLATION |Inflation ratein % p.a

GOVGDP Ratio of government expenditure to GDPin %

GOVDEF Ratio of government surplus to GDP in % (a deficit implies a negative value)

OPENNESS | Ratio of exports plus imports divided by 2 to GDP in US Dollars

PRIVSHAR Private sector share in percent of GDP

INTPRICE Chained de Melo et al. (1996) and EBRD transition indicator (simple sum of
index for price liberalisation and competition)

EXTMARK Chained de Melo et al. (1996) and EBRD transition indicator (index for trade

and foreign exchange rate system)

PRIVATE Chained de Melo et al. (1996) and EBRD transition indicator (simple sum of
index for large-scale and small-scale privatisation, and banking reform)

Source: de Melo et al. (1996), EBRD Transition Report (1994, 1995, 1996, 1997, 1998), UN Economic Survey
of Europe (1997, 1998), Berg et a. (1999), own calculations.




The IMF typicaly proposes a stabilisation programme that contains a strong focus on
eliminating high inflation. At the same time, the evidence on the negative economic effects of
moderate inflation is neither theoretically nor empiricaly very compelling (see, for instance,
Fischer (1986), Driffil et al. (1990) or Bruno and Easterly (1998)). But it turns out that in
survey data people often express serious concern about inflation (see, for instance, Di Tella et
a. (1999), Fischer and Huizinga (1982), Hayo (1998), Rose (1998)).

More generally, Fischer et al. (1996, 1996a) look at the IMF-approach to transformation, and,
based on empirical evidence, they argue that the focus on eliminating high inflation rates
appears to be a requirement for economic growth to pick up again. Other observers, for
example Yavlinski and Braguinsky (1994), think that alternative policy areas, such as de-
monopolisation, need to be addressed before monetary policy ought to be tightened. Finally,
in a paper by Mondino et al. (1996) a model is presented that is able to generate an inflation
cycle. After the adoption of a stabilisation programme, inflation goes down rapidly but starts
to pick up again as the reform is abandoned. Here it is the inflation rate itself which drives
support for reforms, and as soon as the inflation rate is brought down, the programme
collapses.

Another important issue is the question of how fiscal policy should be conducted. While the
IMF emphasises the avoidance of alarge share of government expenditures in GDP and large
budget deficits, there exist good economic arguments why, in principle, it may be worthwhile
for Eastern European countries to run up some debt in the transition period. For instance, the
present generation has to suffer severe hardship as alarge share of its material and immaterial
capital is being wiped out by the change-over to a market economy, which can be considered
as a special historical event that opens up a great potential for the future. One can argue that
this extraordinary burden should be partially shifted to other generations who will benefit
from the creation of a market economy.

With budgets being dominated by social spending, a large share of government expenditures
helps to smooth the distributional consequences of transformation. For instance, Fernandez
and Rodrik (1991) develop a model which shows that the existence of ex ante uncertainty
about winners and losers of reforms may prevent the implementation of efficiency-enhancing
reforms, even though people would have supported the reform ex post. Hence if people know
that they will benefit from the reforms - even if they turn out to be losers according to the
primary income distribution - then the likelihood of public support for the reform will be
higher.



Further, socia spending may also avoid the delay in reforms caused by a “war of attrition” as
described by Alesina and Drazen (1991). In this model, different groups in society try to shift
the burden of adjustment to other groups which results in a stalemate. Only if one group gives
in and accepts arelatively large share of the adjustment costs will the stabilisation programme
be undertaken. With the help of fiscal transfers, directed at the avoidance of economic
hardship, support for reforms may be kept up as the losers do not have to bear the whole
burden.

There is an argument that the external trade openness of an economy may influence people's
attitudes towards reforms. As summarised in Krueger (1993), certain trade policies can have
asymmetric effects on different groups within an economy, which then affect the balance of
political power. Further, some groups within the population may get the perception that
economic problems can be traced back to foreign capita or trade links (see, for example, La
Ferrara (1996)). OPENNESS measures the trade linkages with other countries and serves as
an indicator of foreign economic influence.

The aspects of economic privatisation and liberalisation can be captured by employing the
share of private sector in GDP (see Berg et a. 1999), and the indicators calculated by the
EBRD to report progress on microeconomic reforms. Unfortunately, the EBRD transition
indicators are only available from 1994 onwards. However, de Melo et al. (1996) have
developed a comparable index. One can use the one year of overlap between the EBRD data
and the de Melo et al. index to construct a new series covering the period 1991-1996.*
Regarding econometric methodology, we start the analysis by using a simple OLS approach
employing average national values for SUPPORT. Although this gives a first impression of
the patterns in the data, the general problem with such an approach is that we lose the
individual level information. As the countries in our sample may differ with respect to
individual characteristics and as there could be interaction between individual level and
aggregate level variables, it would be interesting to analyse the influence of those effects as
well.

There exists, however, a serious difficulty in combining variables measured at an individual
level and variables measured at a country level, as the standard errors of the latter tend to be
downward biased (see Moulton (1990)). One way to deal with this problem is to apply a two-
step method (see, for example, Dickens and Katz (1986) or Di Tella et a. (1999)). In the first
step, an OLS-regression is run consisting only of individual variables and dummies

“ It should be noted that employing the original EBRD data from 1994 onwards affects the results obtained for

the significance of transition indices (see Hayo (19994)) but does not change the general conclusions.



representing the aggregate level, for example nationality. Then, in the second step, the
estimates on the coefficients of the country dummies are used to form a series employed as a
dependent variable in a regression with aggregate-level variables as regressors. This approach
has two main drawbacks in our context: First, applying OLS in the first stage does not square
well with a dependent variable of ordinal scale. Second, possible interactions between
individual and aggregate variables can not be captured.

In view of these disadvantages, this paper takes a different route. It estimates ordered logit
equations in one step, with both individual and country level variables as regressors. This is
only a valid procedure, if one takes the clustering of data with respect to countries into
account (see Binder (1983), Skinner (1989)). The disadvantage of that approach is that one
can not use traditional maximum likelihood estimation anymore, which implies a much longer
computing time and perhaps a reduction in the interpretability of the results compared to the
two-step method.”

3. Descriptive Analysis

In this section, | briefly discuss the development of a country’s mean responses over time, and
in comparison to the other countries. In Figure 1, the development of the national averagesis
shown in an alphabetical order. These values can be interpreted as the share of net supporters
(supporters minus opponents in relation to al respondents) of the creation of a market
economy.

However, analysing average values does not say anything about the degree of consensus of
opinion within one society. Thus to complement the analysis of average values, the standard
deviation as a measure of dispersion is taken into account, and the corresponding graphs are
shown in the Appendix (Fig. A). A small standard deviation is interpreted as reflecting a
strong public consensus regarding the assessment of a market economy in the respective
country.

Public support for the creation of a market economy is very high in Albania, though there are
some signs that these results may be upward biased (see Hayo (1999)). Except for 1994, there
IS a strong consensus on this position. People in Armenia are much more critical about the
introduction of a market economy, a clear mgjority does not consider it as the right decision.

> But considering the arguments presented before, the gain in terms of interpretation when applying the two-step

method can be rather spurious.



As awhole, the Armenian society appears to be relatively divided on this issue, especialy in
1995 when the number of supporters increased considerably. People in Belarus are also rather
against market reforms, but there seems to be a trend towards more support, which is

strengthened by a dlightly falling dispersion of opinion.

Fig. 1: Mean Values of SUPPORT over Time
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In the case of Bulgaria we can see a steady decline from 1991 to 1994, from a strong majority
in favour of creating a market economy to a stalemate situation, accompanied by a rising
standard deviation. Since then, however, support for reform has increased again. For Croatia,
there are only two values, but they indicate a clear majority in favour of pro-market reform.
Many more observations are available for the Czech people. Similar to Bulgaria, a negative
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trend can be detected. The corresponding standard deviation shows a strong rise in 1990 and
1991, and it remains on a high level since. Thus only a small mgjority exists in favour of
market reformsin 1996, and the society appears to be relatively polarised on this question.

For Estonia, the situation is different in the sense that no major trends have occurred in spite
of some variations in the strength of the majority in favour of creating a market economy. But
even though the average value has not changed much between 1991 and 1996, the dispersion
of the society has steadily increased. Surveys for Georgia started in 1992, were interrupted in
1993, and the average values continued in 1994 from a much lower level. Since then, people
have become more supportive with respect to the free market, even though the consensus on
that opinion has decreased. The development in Hungary is very similar to the one in the
Czech Republic, that means a continuous loss in support and a corresponding drop in the
national consensus.

Given that only few observations for Kazakhstan are in the data set, there is little movement
in the negative position towards creating a market economy. In Latvia there is a drop in
support for market reforms in 1992, and the majority of people remained just about in favour
of the free market. A negative trend can be seen in Lithuania, where the 1996-value is now
equa to the one for Latvia. The dispersion of opinion within the Lithuanian society rose
heavily, reached a maximum in 1994, and started to decline since then.

In Macedonia, people were rather anti-market oriented until 1995, with a dlight increase in
dispersion on this issue. Only one data point is available for Moldova, and it indicates a small
majority against market reforms. For Poland, there appears to be a strong and relatively
constant pro-market majority, backed by a comparatively high consensus in the society.

A positive trend exists in Romania over that time period. Starting from a majority of anti-
market supporters in 1991 people became much more pro-reform over time, and this
development is accompanied by a smaller dispersion in opinion. For Russia, an opposite
situation is found. People favoured market reforms in 1991, but from 1993 onwards the
majority is clearly on the side of the anti-market opinion. Slovakia started off with a majority
of respondents in favour of market reforms, but since 1993 a stalemate situation exists and
society isrelatively divided on that question.

In Slovenia a majority supports market reforms, though the enthusiasm displayed in 1992 got
lost. The anti-reform forces held a majority in the Ukraine over the whole sample period and
the corresponding standard deviation is relatively small. Finally, Yugoslavia shows support
for market reformsin 1996, the only available observation.
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To summarise, in only one half of the countries do we find a majority supporting the creation
of a market economy. Except for Romania, in none of the countries can we observe a strong
increase in support over time, though there appears to be a recovery starting in 1995. Coming
back to the model presented in Blanchard (1997), his hypothesis that support for market
reforms will be u-shaped over time is neither generally supported nor rejected by the data. For
some countries, e.g. Russia, there is a u-shaped development over the given time period, while
for other countries, e.g. Romania, this does not seem to be the case.

4. Aggregate Level: Determinants of Support for Market Reforms

In a first step, net support for market reforms is explained on an aggregate level by
constructing a panel data set. Table 3 contains the OL S estimation results and some diagnostic
information. To avoid problems caused by missing data, the sample starts in 1991, and we
exclude the observations for Moldova and Yugoslavia. In the analysis, we generally allow for
country fixed effects.

Model 1 gives the results for using a real GDP per capita index, employment, inflation and
openness in the regression. The first column lists the variables included in the regressions,
column two shows the coefficient estimates, and column three the corresponding standard
errors (SES). This layout is then extended to cover other models in this and the following
tables. The adjusted coefficient of determination is high, but the bulk of explained variance is
due to the country dummies, and only about 10% of the variance is explained by the
macroeconomic variables. With regard to diagnostics, we can not reject homoscedasticity
applying the White (1980)-test, nor do we find evidence for misspecification using a RESET-
test.’

The first important result is related to the inflation variable: it is significantly negative at a 1%
level. The higher the inflation rate, the lower is support for market reforms. This result throws
new light on the conflict between the IMF and others about the best way to run stabilisation
programmes. In general, critics of the IMF have argued that a focus on curbing inflation will
stiffen opposition to market reforms. For Eastern Europe, we rather get the opposite result: an
appropriate monetary policy delivering low inflation rates will increase support for market
reforms. To assess the relative importance of the inflation effect, a standardised regression

® Employing White's (1980) robust standard errors would raise the significance of parameters without changing

the general conclusions.
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coefficient (beta value) can be computed for all variables. The beta value for INFLATION -
in absolute terms - is much higher (-0.19) than the corresponding ones for GDPCAP (-0.01),
EMP (0.05) or OPENNESS (0.09). The absolute effect of small inflation rates are negligible,
however. An inflation rate of 100 percent p.a. will increase the share of net support for the
market economy by 0.3 percent. This is equivalent to saying that three respondents out of
1000, who were undecided before, now support the creation of a market economy.

Tab. 3: Aggregate Level Models for Average of SUPPORT (1991-96, 91 observations, OLS)

Variables  Coefficients SEs Coefficients SEs Coefficients SEs
Model 1 2 3
INFLATION  -0.00003** 0.00001 -0.00003* 0.00001 -0.00003* 0.00001
GDPCAP -0.00004  0.00048 -0.0003 0.0004 -0.0001 0.0004
EMP 0.002 0.003 -0.002 0.004 -0.001 0.006
OPENNESS 0.163 0.203
GOVGDP 0.0001 0.05
GOVDEF 0.0006 0.005
PRIVSHARE 0.01 0.02
INTPRICE -0.16 0.21
EXTMARK 0.29 0.18
PRIVATE -0.57(*) 0.34
R? 0.75 0.75 0.76
F-test F(22,68) = 13.4%* F(23,67) = 12.5¢* F(25,65) = 12.2%*
White-Test F(26,41) = 0.95 F(28,38) = 1.15 F(32,32) = 0.97
RESET-Test F(1,67) = 0.24 F(1,66) = 0.13 F(1,64) = 0.03

Notes: Country dummies and constant aways included. Moldova and Yugodavia are excluded. (*), *, **
indicate significance at alevel of 10%, 5%, and 1%, respectively.

As noted above, the theoretical and empirical evidence that moderate inflation has a negative
effect on welfare is not entirely conclusive. But there is convincing evidence that high
inflation rates hurt the real economy, as, for instance, presented in Bruno and Easterly (1998).
We have observed excessive inflation rates of more than 1000 percent p.a. in some of the
Eastern European countries (for example, Armenia, Belarus, Kazakhstan), and one may think
that we should find that there is a non-linear relationship between inflation and support for

reforms. However, including inflation in logs or adding squared values indicates that this is
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not the case (results omitted). We conclude that people react to inflation in an approximately
linear way.

What about the variables that receive considerable attention in the political economy models
of economic reforms and transformation, namely real GDP per capita and employment? It is
clear from Model 1 in Table 3 that none of those variables is significant. This finding is also
true for aternative variables, such as GDP growth, GDP per capita expressed in constant US
Dollar values, unemployment and change of employment (results omitted). As a second
important conclusion, we can state that according to these results, neither per capita GDP nor
employment matter for explaining support for market reforms. A similar conclusion emerges
for the degree of openness of the economy as well.

Model 2 adds fiscal policy indicators to the core explanatory variables inflation, GDP per
capita and employment. None of these is significant within this model set-up. Finaly, Model
3 introduces the private sector share and the transition indicators. Only PRIVATE
(privatisation and banking reform index) emerges as a negative influence at a significance
level of 10%. It islikely that this result reflects two developments: First, privatisation in most
Eastern European countries has not been a maor success (see Stiglitz (1999) for such an
opinion). Arguably, the problems encountered in the privatisation process, which can be
considered an important part of market reforms, have lowered support for market reforms in
general. Second, it has long been recognised that there exists an endemic risk in the financial
sector (see Diamond and Dybvig (1983)). Further, there are good arguments that the banking
system may be particularly vulnerable after economic transition (see Minsky (1986)). The
Bank for International Settlements (1997) writes. “Financial institutions in recently liberalised
financial systems often lack the experience to manage these risks, and, in the face of stronger
competition, institutions will tend to be pushed towards riskier investments.” (p. 13). There
have been a number of banking crises in Eastern Europe over the sample period, but none has
led to a severe impact on the real economy (see EBRD (1998a, p. 91f.)). This may have
created some fears, though, that one day there will be a sizeable spill-over from a crisisin the
banking sector to other parts of the economy.

To summarise, the strongest result to emerge out of Table 3 is the smal but significantly
negative influence of the inflation rate on public support for reforms. Does this result depend
only on the situation in a few countries and is the coefficient fluctuating wildly over the
sample? As a robustness test, | have computed parameter estimates recursively over the panel
data set and added 95% confidence intervals (see Figure 2):
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Fig. 2: Recursive Estimation of Parameter on INFLATION with 95% confidence bands
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Notes: Using country dummies, constant, GDPCAP, EMP and INFLATION in model.

After an initial phase of uncertainty due to the small number of observations, the coefficient
on inflation is significant over the whole sample. Moreover, its recursive estimates are
basically constant, which underlines that the impact of inflation is robust over years and
countries (after controlling for fixed effects). For the GDP per capita index and employment,
the estimates are |ess stable and never significant.

5. Individual Level: Deter minants of Support for Market Reforms

In an attempt to combine micro and macro information, this section presents an ordered logit
analysis of individual and aggregate determinants of people’'s opinion towards creating a
market economy. To explain SUPPORT, | employ the variables listed in Table 1 and then add
the variables from Table 2.

| have applied a significance level of 1% (**) to the variables measured at an individual level,
as the large sample size makes the test very sensitive to a violation of the null hypothesis (see
Leamer (1978)). Moreover, as outlined above, a standard error correction must be applied, as

we include variables that are clustered with respect to countries, and for those aggregate level
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variables, the conventional 5% (*) significance level is employed. To economise on space,

estimates on country dummies and cut-off parameters are not reported.’

Tab. 4: Real versus Transition Time Proxys (1991-1996, ordered logit, 73191 cases)

Variables  Coefficients SEs Coefficients SEs Coefficients SEs

Model 4 5 6
INFLATION  -0.00005** 0.00001 -0.00009** 0.00002  -0.00007**  0.00001
GDPCAP -0.001 0.000 0.0003 0.0006 -0.0006 0.0004
EMP -0.009 0.008 -0.017 0.012 -0.007 0.009
SEX -0.17** 0.021 -0.17** 0.021 -0.17** 0.021
AGE -0.04** 0.005 -0.04** 0.004 -0.04** 0.005
AGESQ 0.0004**  0.00005 0.0004** 0.00005 0.0004**  0.00005
EDUCL 0.21** 0.029 0.21** 0.028 0.21** 0.028
INCOMQ 0.18** 0.014 0.18** 0.015 0.18** 0.015
D92 -0.644** 0.106

D93 -0.649** 0.088

D94 -0.971** 0.078

D95 -0.863** 0.088

D96 -0.867** 0.084

DTranTimel 0.24 0.194

DTranTime 2 0.17 0.108

DTranTime 3 -0.12 0.117

DTranTime 4 -0.19 0.163

DTranTime5 -0.33* 0.143

DTranTime 6 -0.36(*) 0.176

DTranTime 7 -0.44 0.268

TransitTime -0.09* 0.034
F-test F(12,7) = 223** F(14,5) = 311** F(12,7) = 174**
Test Time F(5,18) = 33** F(7,18) = 3.9* t-value= -2.6*
Variables

Pseudo-R? 0.072 0.071 0.070

Notes: Country fixed effects are included and are jointly significant at a 1% level. Moldova and Y ugoslavia are

excluded. (*), *, ** indicate significance a alevel of 10%, 5%, and 1%, respectively.

" All omitted results are available upon request.
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The F-test signals that the variables are highly significant as a group, but as noted above, this
Is not surprising in view of the large sample size. The fit of the equations, measured by a
pseudo-R? based on log-likelihoods, is not high, but also not unusually low for this type of
data.®

There is a problem regarding the appropriate use of time in the model. The straightforward
approach would be to include dummies for the respective years, as implemented in Model 4.
However, an argument can be made that it is more meaningful to include a proxy for
transformation or stabilisation time, as not all Eastern European countries started economic
reforms at the same time (see, for instance, Fischer et al. (1998) for an overview of
stabilisation programmes). Therefore, transformation time dummies were constructed that
take on the value of unity if a country has begun with serious stabilisation programmes in the
respective year or earlier. Finally, to get an impression of the cumulative impact, a variable
was computed that basically counts years since economic stabilisation started.

With respect to the normal time dummies in Model 4, a genera u-shape can be detected, as
predicted by Blanchard’'s (1997) model. The time pattern is the following: relatively strong
support in 1991, continuous decline until reaching a minimum in 1994, and then a slow
recovery again, but without reaching the starting level in 1996. This pattern is neither
supported using the transition time dummies in Model 5, which show a continuous decline in
support, nor the cumulative variable employed in Model 6. In any case, comparing parameter
estimates of the micro and macro regressors across models, little differences can be seen. In
the rest of the analysis, we employ only the normal time dummies as they are more significant
than either of the two transition time indicator approaches.

Regarding the socio-demographic variables listed in Table 4, the first result is that women are
less in favour of creating a market economy than men (SEX). If one interprets this outcome as
scepticism with respect to economic reforms then it is quite consistent with other results on
Eastern Europe (see Hayo (1999)) but also for Western Europe (see Gabriel (1992) or Hayo
(1999Dh)). A possible economic reason for this scepticism is the creation of labour market
barriers for woman, for instance as a result of reduced spending on child care opportunities
and equal employment regulations. Further, one can argue that women are less involved in the
political and economic decision making process and may therefore feel that they can not
actively shape the changes in their countries. We also know from a number of experimental
studies (see Basow (1986) or Sorrentino et a. (1992)) that women tend to be more risk averse

8 The pseudo-R?s are based on conventional ordered logit regression, and are therefore only suggestive in this

context.
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than men, and thus might be more reluctant to support major political or economic reforms
the outcome of which is to some extent uncertain.

The age of a person is an important variable in the literature on modernisation, and the
negative sign is fully in accordance with theory, indicating that older persons are less in
favour of reforms (see, for instance, Huntington (1968)). The squared value of AGE has a
positive sign (AGESQ), which implies a u-shaped effect of age. This finding reflects the
difficulties of the age group around 50 years to adjust to the changes, especially in the labour
market. As shown by Brainerd (1998) for the case of Russia in 1994, men in the 45-55 age
group, who tend to be the high-earners in Western countries, did not earn much more than
new entrants to the labour market. A large proportion of their human capital has been wiped
out and they are too old to acquire new skills easily. Fidrmuc (1999) does not find
straightforward evidence of a high share of pensioners having a negative effect on voting for
reform parties. His result could be explained by emphasising that it is the age group around 50
that seems to show the least enthusiasm for creating a free market.

The level of education (EDUCL) has a positive influence on people’s attitude towards a
market system. People expect and experience higher returns to education than under the
centrally-planned economic system. At the same time, a good education is a useful insurance
in turbulent times. There is ample empirical evidence, see Brainerd (1998) for Russia,
Vecernik (1995) for the Czech Republic, Orazem and Vodopivec (1995) for Sovenia, and
Rutkowski (1996) for Poland, that persons with a higher education fare relatively better under
the new system.® It is also likely that more educated respondents understand the notion of a
market economy Dbetter. This insight may prevent people from forming unrealistic
expectations and avoid the resulting disappointment with the actual developments.
Respondents with a relatively higher income (INCOMQ) are more supportive with respect to
market reforms. They have exploited the new economic opportunities without too many
problems. Further, the relatively rich people are, by definition, not exposed to the economic
hardship resulting from the greater income dispersion which evolved in the transition years
(see Cornelius and Weder (1996) or Milanovic (1998)).

As aggregate variables - in Model 4 of Table 4 - inflation, GDP per capita, and employment
are included. Again we find that the negative coefficient on inflation is highly significant, and

no obvious non-linear effects can be found. Employment remains insignificant, which is in

® Moreover, Ham et a. (1998) attribute the superior labour market performance of the Czech Republic in
comparison with Slovakia to its ability to absorb low-skilled workers, which again indicates that education is a

good insurance against unemployment.
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line with a study by Rose (1998) using the NDB, who finds that respondents from Eastern
Europe are more concerned about inflation than unemployment.
In Table 5, we add openness as a regressor to the model. While the openness variable itself is

not significant in Model 7, the parameter on GDP per capitais now significantly negative.

Tab. 5: Testing Income, Employment, Inflation and Openness (1991-1996, ordered logit)
Variables  Coefficients SEs Coefficients SEs Coefficients SEs

Model 7 8 9
All income classes Lower income quartile  Higher income quartile
Cases: 73191 Cases: 17835 Cases: 18014

INFLATION  -0.00004** 0.00001 -0.00001  0.00001 -0.00005**  0.00001
GDPCAP -0.002* 0.001 -0.003(*) 0.001 -0.001 0.001
EMP -0.010 0.007 -0.003 0.008 -0.017 0.011
OPENNESS -0.737 0.468 -1.033(*) 0.565 -0.692 0.604
F-test F(13,6) = 190** F(12,7) = 117** F(12,7) = 174**
Pseudo-R? 0.072 0.054 0.063

Notes: Time and country fixed effects, socio-demographic variables, and cut-off variables are always included.
Moldova and Yugodavia are excluded. (*), *, ** indicate significance at a level of 10%, 5%, and 1%,
respectively.

This implies that in those countries where GDP per capita has remained relatively low -
compared to the reference year - support for market reforms is higher. A possible
interpretation is that if countries do not make much progress in per capita income the
population pushes more strongly for market reforms. Hence, while the year dummies support
the u-shaped development discussed by Blanchard (1997), this result is not due to the
development of output per capita or genera employment conditions, which are the driving
force in the theoretica argument. Together with the finding that the u-shaped response does
not hold up using transition-time indicators, we get little support for this model.

In the discussion above, it was noted that the question of winners and losers of economic
reforms plays an important role in the theoretical literature. It will be interesting to see
whether results differ if separate regressions are run for the highest and lowest income
quartile. Model 8 keeps the same set of variables but concentrates the analysis on the
respondents from the lowest income quartile. The most interesting finding is that inflation is
no longer significant. Thus, for the relatively poor income quartile, inflation does not matter
in forming support for market reforms, which can be rationalised by noting that this group of
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people owns little financial wealth, and subsistence economy and barter play on important
role (see Rose and McAllister (1996)). The openness of the economy becomes significant at a
10% level, indicating that more foreign trade leads to less support. This could be interpreted
as a sign that this income group makes foreign influences responsible for economic problems
in their respective home countries, and this association lowers support for the creation of a
market economy.

For the high income group, as shown in Model 9, the only significant variable is the inflation
rate. Thus relatively rich people react much more sensitively with respect rising prices than
poor people. At the same time, neither GDP per capita nor openness play arole for them.

In anext step, we add fiscal policy variables to the equation as presented in Table 6.

Tab. 6: Adding Fiscal Policy Variables to Explain SUPPORT (1991-1996, ordered logit)

Variables  Coefficients  SEs  Coefficients SEs Coefficients SEs

Model 10 11 12
All income classes Lowest income quartile  Highest income quartile
Cases: 73191 Cases: 17835 Cases: 18014

INFLATION -0.0001** 0.00001  -0.0001**  0.00002 -0.0001**  0.00002
GDPCAP -0.0014**  0.0004  -0.0016(*) 0.0008 -0.0010* 0.0004
EMP -0.0180*  0.0083 -0.0161 0.0093 -0.0200 0.0119
PRIVSHAR 0.0035 0.0050 -0.0032 0.0058 0.0094(*) 0.0052
GOVGDP 0.0167 0.0126 0.0213 0.0126 0.0196 0.0179
GOVDEF 0.0324*  0.0113 0.0385** 0.0130 0.0302 0.0198
F-test F(15,4) = 1127** F(14,5) = 181** F(14,5) = 1249**
Pseudo-R? 0.073 0.054 0.064

Notes: Time and country fixed effects, socio-demographic variables, and cut-off variables are always included.
Moldova and Yugodavia are excluded. (*), *, ** indicate significance at a level of 10%, 5%, and 1%,

respectively.

Model 10 consists of inflation, GDP per capita and employment, and additionally of openness
of the economy, government expenditure as percentage of GDP, and government surplus as
percentage of GDP. To comment only on the new variables, government deficit to GDP
shows a significantly positive sign, implying that higher budget deficits reduce public support.
This association complements IMF prescriptions to eliminate public deficits quite well, and
indicates that large deficits may rather undermine support for market reforms instead of

increasing it.
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Model 11 concentrates on the lower income respondents and finds that large government
deficits lower support especially from this group. This can be interpreted as a sign that funds
raised by debt finance are not targeted to this group. For respondents from the high income
quartile, a high share of the private sector in GDP raises support for the market reforms (see
Model 12).

Now we can add the microeconomic transition indicators to the model, as shown in Table 7.
Model 13 gives the results for all income groups. Inflation remains the key variable, while
none of the other variablesis significant.

Tab. 7: Adding Transition Indicators to Explain SUPPORT (1991-1996, ordered logit)

Variables  Coefficients SEs Coefficients SEs Coefficients SEs

Model 13 14 15
All income classes Lowest income quartile  Highest income quartile
Cases: 73191 Cases: 17835 Cases. 18014

INFLATION -0.0001** 0.00001  -0.00003*  0.00001 -0.0001**  0.00002
GDPCAP -0.0006  0.0004 -0.0007 0.0009 -0.0003 0.0006
EMP -0.0145 0.0087 -0.0116 0.0095 -0.0212 0.0124
INTPRICE 0.5859  0.4477 0.5351 0.4754 1.0134(*) 0.5214
EXTMARK -0.2122  0.4296 0.0385 0.5007 -0.7924 0.5572
PRIVATE -0.3572  0.8279 -1.0484 1.0792 0.2957 0.9493
F-test F(15,4) = 294** F(14,5) = 172** F(14,5) = 64**
Pseudo-R? 0.072 0.054 0.064

Notes: Time and country fixed effects, socio-demographic variables, and cut-off variables are always included.
Moldova and Yugodavia are excluded. (*), *, ** indicate significance at a level of 10%, 5%, and 1%,

respectively.

The same variables are included in model 14 but it contains only the lowest income quartile as
observations, and this time inflation is important for this group as well. Additionally, for the
high income quartile in Model 15, a significantly positive coefficient, at a level of 10%, can
be found for the progress that has been made in the field of price liberaisation and
competition. Arguably, this result, although wesak, reflects a positive association between the
successful implementation of reforms and public support. It is noteworthy that the
significance of PRIVATE, obtained in the aggregate level model above, does not show up in
this specification.
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6. Conclusion

As argued in the introduction, the question of whether macroeconomic variables affect
people’s opinion towards the creation of a market economy should be of great concern for
policy makers. For example, Blanchard (1997) develops a model where he predicts that a
perfect foresight path of support for reforms will follow a u-shape. He argues that if one
endogenises political decisions, reforms may be severely delayed.

More generaly, if the result of a “cold turkey” approach was to allow the economy to
experience high inflation, falling per capita income and bigger unemployment, with the
expectation of a medium-run recovery based on a fully re-structured economy, support for
those market oriented reforms may have been washed away before the process reached the
turning point (see also Bresser Pereira et al. (1993) and Dewatripont and Roland (1992,
1992a)). If it were the case, though, that people did not attach much weight to macro
indicators when they decide on supporting market reforms, then a fast transition would have a
lot to recommend.

| have utilised survey data collected from more than 100000 Eastern Europeans to anayse
determinants of support for market reforms. To summarise the core results, support for the
creation of a market economy depends on personal circumstances (gender, age, education,
relative income position) and on the success of governments in keeping inflation rates down.
After stressing the policy relevance of the research question, what policy conclusions emerge
from this study? It is important to emphasise that most of the policy conclusions listed below
are derived within a partia equilibrium framework. Further, it is difficult to make policy
recommendations based on the individual characteristics of people. However, regarding the
macroeconomic variables, the following conclusions can be drawn:

First, the IMF focus on keeping inflation down seems to be consistent with the objective of
keeping support for market reforms high. This is true for al but the lowest income quartiles.
Thus countries should not let inflation soar upward, for instance, by creating appropriately
designed monetary institutions. The absolute effect of inflation is quite small, though.

Second, unemployment may have some explanatory power at an individual level (see Rose
(1998)) but it does not help to explain support for market reforms on an aggregate level.
Arguably, people are willing to put up with aggregate unemployment over the transition
period.
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Third, the effects of fiscal policy are not entirely clear. Since higher budget deficits seem to
reduce support for reforms, it may be a prudent policy not to engage in too much deficit
spending, as advocated by the “Washington consensus’ for different reasons.

Fourth, the actua progress in market reforms does not affect opinion much. In a simple
aggregate OL S regression we find that financial liberalisation and privatisation affect support
negatively, but this effect does not survive in the ordered logit model. Instead, there is some
evidence that for high income respondents progress in price liberalisation and competition
regulation as well as alarger share of the private sector improve support for reforms.

These results make it seem likely that only a package of policies will be highly effective in
helping to maintain support for the creation of a market economy. However, a feasible
starting point for governments would be to keep inflation rates down and to avoid excessive
budget deficits. Therefore, regarding public support for reforms, the IMF programmes are
probably not as bad as some observers have suggested.
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Appendix

Tab. A: Overview of Surveys Used in this Study

Surveys CEEB 1 CEEB2 |CEEB3 |CEEB4 |CEEBS5 |CEEB6 |CEEB7
ZA-No. 2253, 2256, | 2251 2321 2474 2577 2802 2924
2257
Y ear 1990 1991 1992 1993 1994 1995 1996
Albania X X X X X X
Armenia X X X X X
Belarus X X X X X
Bulgaria X X X X X X
Croatia X X
Czech X X X X X X X
Estonia X X X X X X
Georgia X X X X
Hungary  [X X X X X X X
Kazakhstan X X X
Latvia X X X X X X
Lithuania X X X X X X
Macedonia X X X X X
Moldova X
Poland X X X X X X X
Romania X X X X X X
Russia X X X X X X
Slovakia X X X X X X X
Slovenia X X X X X
Ukraine X X X X X
Yugosavia X

Notes: The data for Czechs and Slovaks over the period 1990-92 are based on filtering the respondents in
Czechodovakia according to the region where they live. Yugoslavia stands for Serbia and Montenegro. The
primary data are available, for example, from the “Zentralarchiv fir Empirische Soziaforschung” (ZA) in

Cologne, and as additional information ZA-classification codes are listed in the second line.



Fig. A: Standard Deviations of SUPPORT over Time
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