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INTRODUCTION

Scholarly research and empirical evidence showing the strong positive relationship between the free-market, private-property economy and economic growth are voluminous. For example, Haan and Sturm found that greater economic freedom correlates with higher economic growth.
  Torstensson’s analysis demonstrated that unstable private property rights retard economic growth.
 According to North, the development of credible private property rights, the adoption of common law, and non-enforcement of wage and price controls provide a plausible explanation of why England prospered while Spain regressed after the mid Sixteenth century.
 Economic studies covering eight countries on four continents have demonstrated the power of property rights to explain and predict economic behavior over a range of cultures.
 The Heritage Foundation and Fraser Institute have illuminated a strong positive relationship between economic freedom and growth.

In the early 1990s, the end of socialism in Central and Eastern Europe (hereafter C&EE) created demand for institutional changes. The stated purpose of the transition process was to transform C&EE countries into free-market, private property economies. In the pursuit of that objective, the major immediate policy goals of most new governments in C&EE were privatization, macro-stability, and liberalization of wages and prices. Neoclassical economics provided the basic framework for policy making. Thus, “transaction costs [were] not looked upon as part of the transition problems, but rather as an unpleasant by-product.”
 Western governments, international organizations, and private foundations provided public and private funding to develop economic policies consistent with those goals. Financially strapped East European governments (with a few notable exceptions such as Slovenia and the Czech republic in the early 1990s) were willing to pursue economic policies that promised outside funding. Predictably, Eastern Europe was quickly saturated with a large variety of transition models, social engineers, and instant transition experts.
 

Twelve years later, the 2002 Index of Economic Freedom classified only Estonia as a free-market country.
 Six other countries from the region were classified as mostly free, ten as mostly unfree, and two as repressive.
 Given its main economic objective, the results of transition would appear to be disappointing. 

Yet, it would be a rush to judgment to evaluate the transition in C&EE on the basis of the difference between the initial objectives in the early 1990s and the results in the early 2000s. It is a rush to judgment because the process of transition in C&EE from socialism to the free-market, private-property economy or capitalism “is to be considered a cultural issue rather than a mere technical one…[and] transition should then be concerned with the change in individual perceptions, preferences, and attitudes.”
 Hence, the transaction costs of the transition from a system based on the state control of most economic activities to capitalism had to be positive and had to vary from one country to another. Analysis of the transition process in C&EE during last twelve years, including the evaluation of its results, should focus, then, both on the sources of transaction costs and on the factors affecting them.

The purpose of this paper is to show that the interaction between the formal institutions of capitalism and the prevailing culture in former socialist states is a major source of the transaction costs specific to the process of transition. To that end, I analyze the implications of the interaction between formal and informal rules, the differences between the free-market, private-property economy and the prevailing culture in C&EE, the process by which the transaction costs of transition could be reduced, and the factors upon which that process depends. 

ECONOMIC PERFORMANCE AND THE INTERACTION BETWEEN FORMAL AND INFORMAL RULES

A major function of institutions or the rules of the game is to lower transaction costs of human interactions.
 The prevailing institutional framework in a society consists of formal and informal institutions. “Where do informal constraints come from? They come from socially transmitted information and are a part of the heritage that we call culture.”
  Informal rules are a synthesis of traditions, customs, moral values, religious beliefs, and all other norms of behavior that have passed the test of time. Informal rules change mostly through erosion, which is a slow and time-consuming process. Thus, informal rules are not a policy variable.
 Formal rules are constitutions, statutes, common law, and other governmental regulations.
  Unlike informal rules, formal rules are a policy variable. 

The relationship between formal and informal rules may take three basic forms, all of them having predictable effects on transaction costs. The first two relationships are important for better understanding of the transition process in C&EE. 

People’s reactions to formal rules can range from uneasiness to hostility. Unhappiness with formal rules translates into incentives to avoid them or disobey them. In either case, the result is higher transaction costs of enforcing formal rules. For example, the leadership of the European Union wants to harmonize a number of laws. The rising strength of political parties favoring the old formal rules is the best evidence that “harmonization” has increased the transaction costs of the interaction between proposed formal rules and diverse informal rules in member countries. 

Second, transaction costs are reduced when informal rules either ignore formal rules or render them neutral. The rise of “ethnic ghettos” in many American cities reflected a strong preference of various ethnic groups—all of them accepting the laws of the United States-- to stay together with those individuals whose behavior they could understand and predict. Also, Ellickson has shown how the residents in Shasta County set formal rules aside by choosing to rely on a set of endogenous informal rules to resolve disputes arising from damage done by livestock.
 

Third, harmony between formal and informal rules reduces the transaction costs of maintaining the institutional structure in the community. A number of scholars have demonstrated how the transaction costs of the allocation and use of resources in the American West were reduced by the state passing formal rules that in effect institutionalized already established informal rules.
   

The implications of the interaction thesis can be summarized as follows:

 When changes in formal rules are in harmony with the prevailing informal rules, the incentives they create will tend to reduce transaction costs and free some resources for the production of wealth. When new formal rules conflict with the prevailing informal rules, the incentives they create will raise transaction costs and reduce the production of wealth in the community.

THE CULTURE OF CAPITALISM AND THE FREE-MARKET, PRIVATE-PROPERTY ECONOMY 

Operationally, the transition from socialism to capitalism means that the institutions of capitalism are to replace the institutions of socialism. In this paper, I take private property rights, the law of contracts, an independent judiciary, and the constitution to be the critical formal rules that set capitalism apart from other legal systems.
 

Those four basic formal institutions of capitalism create specific and predictable behavioral incentives. By creating a strong marriage between the individual’s right to choose how to use a privately owned asset and the individual’s bearing the costs (risk) of that choice, private property rights provide powerful incentives for the owner to invest time and effort in seeking the highest-valued uses for the asset.
  Scarcity prices are a consequence of contractual freedom. Hence, the law of contracts reduces the transaction costs of identifying the value of resources in alternative uses and enhances their transfer to more productive owners. An independent judiciary serves the function of protecting individual rights against the rest of the world. The constitution protects the individual against majority rule. That is why the term constitution should come before the word democracy.
 The basic formal institutions of the free-market, private-property economy, then, accentuate the central role of the individual in the economy, while the state is responsible for the protection and maintenance of an environment in which individuals are “free to choose” and bear the costs (risk) of their choices.

To understand and evaluate the results of transition in C&EE, we need to answer two questions: What kind of culture would be in harmony with the formal institutions of capitalism? And what is the difference between that culture and informal institutions in C&EE? These are important questions because the same formal rules tend to have different outcomes in different cultures. North wrote:

Many Latin American countries adopted the U.S. Constitution (with some modifications) in the nineteenth century, and many of the property rights laws of successful Western countries have been adopted by Third World countries. The results, however, are not similar to those in either the United States or other successful Western countries. Although the rules are the same, the enforcement mechanism, the way enforcement occurs, the norms of behavior, and the subjective models of the actors are not [the same].

Individualistic or capitalist culture encourages behaviors that emphasize individual rights.
 It also encourages individuals to pursue their private ends. The culture of individualism rewards performance, encourages risk-taking, and puts a premium on the keeping of promises (i.e., good reputation is a source of wealth).
  Basically, the formal institutions of the free-market, private-property economy are in harmony with a culture that supports and encourages behavior based on self-interest, self-determination, self-responsibility, risk- taking and open market competition. It follows that the free-market, private-property economy is not merely an alternative method for the allocation of resources but a way of life. Buchanan summarized a key consequence of the interaction between formal institutions of capitalism and the culture of individualism as follows: 

Economic performance can only be conceived in values, but how are those values determined? By prices, and prices emerge only in competitive markets. They have no meaning in a non-market context, where the choice-influenced opportunity costs are ignored. 
  

INFORMAL RULES IN CENTRAL AND EASTERN EUROPE

Informal rules in Eastern Europe are not homogenous, but they do have some common traits. Those traits include collectivism, egalitarianism, emphasis on extended family, and shared values. The accumulation of wealth is suspect. Gains from trade are seen as a redistribution of income rather than as rewards for creating new wealth. State authorities are more likely to impose price controls on producers and/or merchants who earn large profits than to create incentives for others to emulate such individuals in open markets. The intellectual heritage in C&EE supports an activist state. And all these cultural traits are more pronounced the farther east and southeast one travels.

The prevailing concept of the community in the region is that of an organic whole that has its own common good, to which members of the community are expected to subordinate their private ends. Many communities in the region have developed customs and common values along ethnic lines. Moreover, a person's ethnic origin frequently predicts that person's religion--usually Islamic, Roman Catholic, or Eastern Orthodox--reinforcing the differences or, more likely, perceived differences, in customs and values among ethnic groups. Numerous historical myths have also created a strong marriage between ethnicity and nationalism.
 By feeding on the conviction that the community's common good transcends the private ends of its members, nationalism reinforces the culture of collectivism. 

During four decades of socialism (seven in the former USSR), the old culture of C&EE served the people of the region well. By subverting the rule law to the will of the ruling elite, socialism weakened people's confidence in enforcement mechanisms (i.e., the judiciary and police). Yet, with its emphasis on the extended family and shared values, the culture of C&EE created a powerful fortress within which people were able to hide and to go on with their lives.
 Also, by creating a survival path for Central and East Europeans, the culture of the region had the unintended consequence of strengthening the collectivism and shared values in C&EE
 

Given the culture of the region and several decades of isolation from the rest of the world, East Europeans couldn’t easily comprehend a way of life based on (1) the constitutional guarantees of individual rights, (2) credible and stable private property rights, (3) the freedom of contract, (4) an independent judiciary, and (5) the behavioral principles of self-interest, self-determination, and self-responsibility.

TRANSACTION COSTS SPECIFIC TO THE PROCESS OF TRANSITION
The difference between the culture of individualism and the prevailing culture in C&EE means that the latter is not in harmony with the formal institutions of capitalism. This in turn means that the acceptance, monitoring and enforcement of new formal rules in C&EE countries have positive transaction costs. The conflict between the formal rules of capitalism and the culture of C&EE creates transaction costs specific to the process of transition. 

While the culture of individualism has no roots in the region, countries that were part of the Austro-Hungarian Empire have some memories of both Western philosophical tradition and the rule of law. Such memories do not exist in other parts of the region. In fact, as already noted, the culture of collectivism, egalitarianism, extended family and shared values grows stronger as one moves farther east and southeast. If the process of transition were to achieve the same outcome in, say, Bulgaria and the Czech Republic, the transaction costs in Bulgaria would be higher. We can say that the cultural differences between Central and East European countries are a major determinant of the magnitude of their respective transaction costs in the process of transition.
 

Protecting the transaction costs arising from the interaction between the formal institutions of capitalism and prevailing informal rules in C&EE, and thus slowing down the transition process, are the old ruling elite, the new ruling elite, and sunk investments in the prevailing culture. Let us look at them in turn.

Most members of the old ruling elite, such as top-level bureaucrats, legislators, managers, and party activists quickly did an about-face and joined the new transition elite.
 Given their investment in knowledge and operational skills, members of the old elite have a strong comparative advantage in dirigisme. The old elite is not at home with the culture of individualism. It is more at home with the old culture in C&EE.
 While the old elite may pay lip service to the transition to capitalism, it is in this group’s self-interest to support the preservation of the culture that has the collectivist mode of looking at the world and treats loyalty to the group as a major precondition for the accumulation of power and wealth.

It is likely that new rulers in C&EE countries are sincere in their desire to make the transition to capitalism a success. However, their culture is the culture of collectivism and shared values. This means that they are evaluating the system they want to build through the lens of a different system. The system they want to build treats the state as a predator, which the rule of law is supposed to tame. The lens through which they are looking at the world see the state as an active partner in the economic life of the community. For example, in order to increase its cash revenues, the Ministry of Finance in Serbia has put billboards across the country with the following message: “I want modern clinics; I want new highways; I want domestic movies; I want my national team to win soccer matches; but first I must pay taxes.”
 While there is nothing wrong with the state trying to collect unpaid taxes, the stated purposes for the tax revenues have little to do with the transition from socialism to capitalism.

The community at large, and especially the “forty-something” group, has sunk investments in the culture favoring redistribution, welfare-oriented goals, extended family, and a paternalistic state. Unlike young people whose costs of adjusting to different informal rules are relatively low, members of the forty-something group feel that their time horizon is not long enough to allow them to adjust to the culture of individualism, self-sufficiency, and the nuclear family. Hence, the forty-something, have been relying on free elections in C&EE countries to defeat pro-free-market parties. The attitude “have a problem, run to the state” has remained common in C&EE, but it is more common in Eastern than in Central Europe. For example, the “Young Turks” in Russia have faded from the political scene, while Vaclav Klaus is still politically alive in the Czech Republic.

THE ROAD TO LOWER TRANSACTION COSTS

If the process of transition in C&EE depends on the ability of individual countries in the region to reduce transaction costs arising from the interaction between the formal institutions of capitalism and their respective cultures, two issues to be addressed are: What kind of process could reduce the conflict between the free-market, private-property economy and informal rules in C&EE? And what are the factors upon which such a process depends? 

Suppose the ruling elite in Bulgaria enacts the basic formal institutions of capitalism--that is private property rights, the law of contracts, an independent judiciary, and a constitution. The first two rules create incentives to reduce the transaction costs of moving resources to their highest-valued uses. The last two institutions serve the function of protecting individual rights against majority rule.
 

New formal rules signal the ruling elite’s intention to initiate the transition from socialism to capitalism. And they have to interact with the prevailing culture in Bulgaria. The conflict between new formal rules and the prevailing culture creates transaction costs. Positive transaction costs, in turn, are a threat to the process of transition. To go on with the transition, the government of Bulgaria has two policy choices.

The government can take an active role in the process of transition by enacting “clarifying” laws and regulations. The purpose of these secondary laws would be to reduce the conflict between new formal institutions and the prevailing culture in Bulgaria. Under this option, the transition process would become transition from above, or transition by fiat. The costs of transition from above would be borne by all citizens regardless of whether they wanted institutional reforms, opposed them, or didn’t care one way or another. 

Moreover, transition by fiat would change the expected outcome of the transition process in Bulgaria. Government’s meddling in the economy would render private property rights neither stable nor credible. In turn, insecure property rights would increase the transaction costs of moving resources to their highest-valued uses. Instead of a transition from socialism to a free-market, private-property economy, Bulgarians would end up with a government-engineered compromise between the institutions of capitalism and the old culture, and weakened confidence in the legal system. 

Alternatively, the government could try to assure Bulgarians that private property rights, the law of contracts, an independent judiciary and the constitution are stable and credible. To accomplish this, the government would have to refrain from playing an active role in the process of transition.
 Instead, it would have to leave Bulgarians alone to deal with the conflict between new formal rules and their culture.

New formal rules create new, and fully legal, opportunities for human interactions. Some individuals might try to exploit those opportunities for personal gain. However, if the new opportunities for human interactions were not in tune with the prevailing culture in Bulgaria, a conflict would arise between the individuals trying to exploit them and the community at large. In practice, such conflict can take many forms. For example, people might say that individuals seeking new contractual arrangements are foreigners “who want to take our money out of Bulgaria,” or women “who should be staying at home,” or enterprising men “who want to profit at other people’s expense,” or Baptist missionaries “who want to destroy our Orthodox faith.” 

The behavior of the “pathfinders” would fall below the margin of prevailing ethical standards in Bulgaria. Importantly, they would bear the costs of their activities. Those costs could range from losing friends to losing jobs and alienation from the community. However, if pursuing submarginal activities (which, as we noted, are fully legal) provided the pathfinders with a differential return, their success would create incentives for others to engage in the same or similar activities.  The costs of breaking up social norms of behavior would then be extended to the imitators as well. 

While many attempts at exploiting new opportunities for exchange would be likely to fail, some would turn out to be successful. And if the returns from the initially successful submarginal activities continued to be substantial and sustainable relative to the costs imposed by the community at large, more and more individuals would find it in their self-interest to join in. Eventually, spontaneous pressures arising from within the system would slowly compel the community to embrace those submarginal activities. At that point, activities formerly considered below the margin of accepted behavior would become marginal and possibly intramarginal. And a step would have been made in the direction of reducing transaction costs arising from the conflict between the formal institutions of capitalism and the prevailing culture in Bulgaria. 

Spontaneous transition from socialism to capitalism requires (1) that the transaction costs of changing informal rules are borne by those who expect to benefit from changing prevailing informal rules; (2) that their expected benefits must exceed their costs of overcoming the community’s resistance to change; and (3) that the government refrain from “modifying” formal rules.

The following assessment by Buchanan captures the essence of the difference between transition by fiat and spontaneous transition. 

An activist state [is] ever ready to intervene when existing rights to property are challenged, ever willing to grasp the nettle and define rights anew, which once defined, immediately become vulnerable to still further challenges.

[In a passive state] there is an explicit prejudice in favor of previously existing rights, not because this structure possesses some intrinsic ethical attributes, and not because change itself is undesirable, but for the much more elementary reason that only such a prejudice offers incentives for the emergence of voluntary negotiated settlements among the [individual members of the community].

The result of spontaneous transition in Bulgaria would still be a compromise between the institutions of capitalism and the old culture. However, unlike in transition by fiat, spontaneous transition would strengthen people’s confidence in the legal system. The country would have no more and no less capitalism than its people are willing to support voluntarily. By satisfying marginal equivalencies, the voluntary choice of the mix between capitalism and the old culture would represent a stable and sustainable solution. Moreover, spontaneous transition would give people a chance to continue learning about the consequences of capitalism, to try them out, and in time to make voluntary changes in their system. 

This section has specified two critical requirements for spontaneous transition. The first is enactment of the basic formal institutions of capitalism--private property rights, the law of contracts, an independent judiciary, and a constitution. The second requirement concerns the passive role of the state. The state should enforce new formal rules, leave people alone to work out the conflicts of interest via voluntary interactions, and institutionalize (repeated) exchanges that have passed the market test.
 Being consistent with economic freedom, spontaneous transition would also encourage economic growth. 

FACTORS GOVERNING SPONTANEOUS TRANSITION

Spontaneous transition is easy to erode, especially in C&EE with its prevailing culture of collectivism, welfarism, and egalitarianism. While initial announcements in most C&EE countries seemed to favor spontaneous transition, eventually their governments moved--some more, some less--in the direction of transition by fiat. What has emerged in the region is a mix of transition by fiat and spontaneous transition. It is the preponderance of one or the other mode of transition that defines the character of the process of transition in each country. Classification of C&EE countries in publications like the Index of Economic Freedom, and Economic Freedom of the World identify the extent to which different countries in the region have deviated from the free-market, private-property economy. 

Two factors can prevent or (more likely) slow down the erosion of spontaneous transition. One of them is the stability and credibility of formal rules; that is, the extent to which formal rules are protected from an activist state. The other factor involves incentives for entrepreneurship—incentives that can help to move informal rules in C&EE countries closer to the culture of capitalism.

The stability and credibility of formal rules. To initiate spontaneous transition, it is necessary to enact the formal institutions of capitalism. This paper has focused on four critical rules, to wit: private property rights, the law of contracts, an independent judiciary and the constitution. Those rules reduce the transaction costs of voluntary interactions because they are good predictors of human behavior. My benefit from a rule is the predictability of other people’s behavior. Since I have to obey the same rule, the predictability of my behavior benefits others. However, just enacting the rules is not sufficient.

To accomplish their function of lowering transaction costs of human interactions, institutions must be credible and stable. Only stable and credible institutions could be good predictors of human behavior. Rules that are strictly enforced (i.e., that are credible) are a better predictor of human behavior than rules that are loosely enforced. Stable rules lower transaction costs of exchange, increase the extent of exchange, and create incentives for individuals to seek contracts with other individuals far removed from their knowledge. Rules that are not stable (i.e., that are subject to frequent changes) raise the costs of interactions that have long-run consequences and encourage simultaneous exchanges (e.g., oriental bazaars). Stable rules eliminate this bias and provide incentives for individuals to seek and exploit the most beneficial exchange opportunities regardless of their time horizon. Buchanan wrote:

The object of the never-ending search by loosely coordinated judges acting independently is to find “the law,” to locate and redefine the structure of individual rights, not ab initio, but in existing social-institutional arrangements….Law is a stabilizing influence, which provides the necessary framework within which individuals can plan their affairs.

The government has predictable incentives to argue that the institutional framework that constitutes a well-functioning market cannot be expected to arise “naturally.” The argument is a façade of words hiding the government’s true intentions of becoming an active partner in the economy.
 The most frequent argument for the government’s intervention is to correct so-called market failures. However, once the government gets a foot in the door of the economy, strong incentives are at work to expand its role. Rent-seeking coalitions have incentives to form and learn how to use the government to obtain favorable legislation.  And the legislators and bureaucrats have incentives to seek their private ends by giving or denying favors. Stigler characterized as follows the ability of the state, once it becomes an active partner in the economy, to use political power to reward some and penalize others: 

The state is a potential resource or threat to every industry in the society. With its power to prohibit or compel, to take or give money, the state can and does selectively help or hurt a vast number of industries.

We can say that at minimum, stable and credible rules would raise the costs to the government of modifying and weakening the basic institutions of capitalism.
 At maximum, stable and credible formal rules would create incentives for rule makers in C&EE countries to seek to close the gap between the formal rules of capitalism and changing cultures in C&EE countries by institutionalizing repeated voluntary exchanges. Manne argued that Anglo-American common law stands out as an example of such a system of incentives:

Anglo-American common law was primarily local, tribal, or customary law, and, probably for this reason, common law judges have always had a predilection to subsume local customs into decision rules.

Incentives for entrepreneurship.  The privatization of state-owned firms has been a major goal in all Central and East European governments from the very onset of the process of transition. The transfer of productive assets into private hands was to make the economy more efficient. However, non-credible and unstable property rights couldn’t create the expected behavioral incentives. In the absence of even rudimentary financial markets in C&EE, the Coase theorem couldn’t and didn’t move resources to the most productive owners.  In addition, most firms were too big, their technology was inferior, and they had too many employees. Thus, privatized firms simply were not competitive in open markets. Given the prevailing culture in C&EE, privatization in a number of countries has been favoring managers appointed because of their membership in the Party and the employees whose major concern is to protect their jobs. Hence, managers and employees of privatized firms created rent-seeking coalitions. By offering sufficient favors to politicians, those rent-seeking coalitions have been able to transform privatized firms into neo-medieval principalities.

By focusing on the privatization of business firms, C&EE governments paid less attention to creating privately owned firms from scratch. Never-privatized private firms are usually small, owner-managed, firms. The entrepreneur is a person who perceives an opportunity, accepts the risk of exploiting it, and has the perseverance to follow through an idea. Market acceptance of the entrepreneur’s activity signals that the community is better off. Thus, the entrepreneur is a major dynamic force in the economy.
 
To encourage an increase in new private firms, it is necessary to create sufficient incentives for individuals to accept risk. The lower the costs of taking a chance, the more individuals will accept the risk and uncertainty that go with entrepreneurial activities. The more stable and credible private property rights are, the more individuals will have incentives to accept risk. And the fewer the regulations and the lower the taxes, the more individuals will have incentives to become entrepreneurs rather than passive investors. 

A market-friendly state can help incentives by lowering both the costs of entry into business and the subsequent costs of taxation and regulation. The National Bureau for Economic Research has produced a detailed study on the costs of entry in seventy-five countries including C&EE.
 Among other findings, the study concludes that politicians and bureaucrats regulate entry in order to help friendly firms and other political supporters. Given the culture of the new elite in C&EE, a predictable consequence of this finding by NBER scholars would be that small firms in C&EE countries are likely to be heavily taxed and regulated. Indeed, detailed research studies by Winiecki and Benacek confirm that expectation. 

The economic efficiency of entrepreneurship arises from the marriage between the entrepreneur’s right to capture the benefits of a decision and bearing the costs of that decision. A corollary is that subsidies to entrepreneurs create inefficiencies. Since their allocation is a political decision, subsidies reduce the risk some entrepreneurs have to bear and, relatively speaking, raise the risk that unlucky entrepreneurs must bear. And in doing so, subsidies raise the transaction costs of allocating resources to the highest-valued users.
 Hence, Winiecki and Benacek are right. Changes in the structure of ownership from privatized (formerly state-owned) firms to new never-privatized private firms are a good measure of the progress of the transition process.

However, improving economic performance is not the most critical role the entrepreneur plays in the transition process. The essential contribution the entrepreneur makes to the transition process lies in bringing closer the culture of capitalism and the prevailing culture in C&EE countries. As I noted in 1994:

We already observe thousands of small private firms—mostly kiosks and miniature shops—, which have spontaneously emerged throughout [C&EE] in spite of the absence of credible legal guarantees of private property rights. Many of those shops will not last but some will grow. While their economic significance is still modest, private-enterprises are the breeding ground for entrepreneurs, a work ethic, a capitalist exchange culture, and positive attitudes toward capitalism in general. They educate ordinary people to appreciate a way of life that rewards performance, promote individual liberties, and places high value on self-responsibility and self-determination. 

I conjecture that in an [rule of law] environment the [culture] of capitalism will eventually win out in competition with other types of [informal] institutions.

CONCLUSIONS

We began with Colombatto’s conjecture that the process of transition is primarily a cultural problem. Analysis suggests that the gap between the culture of capitalism and the prevailing culture in C&EE is responsible for a conflict between the formal institutions of capitalism, which the process of transition has enacted or is supposed to enact, and the prevailing culture in C&EE. Positive transaction costs are a major consequence of this conflict. Taming the activist state is a way of reducing the transaction costs of transition. 

To accomplish this, the government must leave people to work out their differences via voluntary interactions. To discourage the new ruling elite in C&EE from pursuing its propensity to regulate, it is essential to make the rules stable and credible. At the same time, by encouraging entrepreneurship, the region’s governments would reduce the gap between the prevailing culture in C&EE and the culture of individualism. 

The transaction costs of spontaneous transition from socialism to capitalism are quite high. Thus, fully spontaneous transition is not likely to happen. However, the direction of change on a country by country basis is important. It is possible, as some countries in the region have done, to move in the direction of developing the rule of law and encouraging entrepreneurship. Then and only then would C&EE enjoy both economic freedom and sustained growth. Barro wrote:

The overall effects of expanded democracy are ambiguous…. Madeleine Albright once [said that] democracy was a prerequisite for economic growth. This response sounds pleasant but is simply false…. For a country that starts with …little democracy and little law [like Hitler’s Germany and the former Soviet bloc] an increase in democracy is less important than an expansion of the rule of law as a stimulus for economic growth…. If there is a limited amount of energy that can be used to accomplish institutional reforms, then it is much better spent …by attempting to implement the rule of law—or, more generally, property rights and free markets.
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