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ABSTRACT

Law Enforcement and Transition*

We present a simple model to analyse law enforcement problems in transition
economies. Law enforcement implies coordination problems and multiplicity of
equilibria due to a law abidance and a fiscal externality. We analyse two
institutional mechanisms for solving the coordination problem. A first
mechanism, which we call ‘dualism’, follows the scenario of Chinese transition
where the government keeps direct control over economic resources and
where a liberalized non-state sector follows market rules. The second
mechanism we put forward is accession to the European Union. We show that
accession to the European Union, even without external borrowing, provides a
mechanism to eliminate the ‘bad’ equilibrium, provided the ‘accessing’ country
is small enough relative to the European Union. Interestingly, we show that
accession without conditionality is better than with conditionality because
conditionality creates a coordination problem of its own that partly annihilates
the positive effects of expected accession.
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NON-TECHNICAL SUMMARY

More than ten years after the fall of the Berlin Wall, we can observe three
different distinct kinds of trajectories of economic transition from socialism to
capitalism. A first characteristic trajectory is that of countries of Central Europe
that started the transition process in 1990. The transition strategy was mostly
of the big bang type with the will to introduce most reforms as fast as possible.
The objective was to combine early price liberalization and stabilization with
mass privatization of state-owned enterprises. After an important initial output
fall, those countries have found, at varying degrees, the way to economic
recovery and growth. These countries are now expecting accession to the
European Union. The two most characteristic countries in this category are
Poland and the Czech republic. A second trajectory is that of Russia. Russia
also followed a strategy of fast reform that was very close in most respects to
the strategy followed in Central Europe. Nevertheless, Russia has witnessed a
much stronger and persistent economic decline since the beginning of
transition, culminating in the big default crisis of August 1998. A third trajectory
is that of China. China has followed a very different strategy from Eastern
European countries. Its gradual approach to reforms led to a sequencing of
reforms over a longer time horizon and to a dual-track type of liberalization
leading to a coexistence of a largely unreformed state sector with competitive
non-state enterprises developing everywhere else under very deregulated
conditions.

In this Paper, we try to explain these three typical trajectories by emphasizing
the dimension of law enforcement in transition. The vision that markets evolve
spontaneously with liberalization put forward by many transition experts has
neglected another spontaneous emergence, namely that of criminal activity
preying on private producers. There is an important coordination problem to
be solved in law enforcement. This coordination problem has at least two
dimensions. First of all, for given expenditures on repression, strong law
abidance by all citizens ensures effective repression whereas weak law
abidance decreases the expectation of getting caught and thus the
disincentive to break the law. On the other hand, coordination is also
necessary to provide the public good of repression technology. This
coordination is usually solved via tax collection, but tax collection itself is likely
to be endogenously weak in countries where law enforcement is weak. These
coordination problems in law enforcement typically lead to multiplicity of
equilibria. Such multiplicity may serve as a point of departure to explain why
countries with similar reform strategies may have such different outcomes in
law enforcement.

However, multiplicity of equilibria does not provide us with great predictive
power since we do not have well accepted theories to explain why some



equilibria are selected and not others. Can we explain why there is law
enforcement in some countries and not in others? In order to answer that
question, we would like to know whether there are institutional mechanisms
for eliminating the ‘bad’ equilibrium?

In the context of transition, we identify two such mechanisms. A first
mechanism is what we call ‘dualism’, following the scenario of Chinese
transition. Dualism is the coexistence of an unreformed state sector where the
government keeps direct control over economic resources with a liberalized
non-state sector following market rules. Indeed, keeping direct state control
over sufficient economic resources to deter predatory activity is a way to both
credibly eliminate the fiscal externality and to discourage predatory behaviour,
thus eliminating the bad equilibrium with low tax collection and low law
enforcement. This points to an important trade-off between the potential
efficiency costs of maintaining state control over resources and the benefits in
coordination.

The second mechanism we put forward is accession to the European Union.
An alternative to direct state control as a way of eliminating the ‘bad’
equilibrium is external borrowing. However, we show that reimbursement
constraints may dynamically jeopardize the ‘good’ equilibrium. We show that
accession to the European Union, even without external borrowing, provides a
mechanism to eliminate the ‘bad’ equilibrium, provided the ‘accessing’ country
is small enough relative to the European Union. The channel through which
this works relates to the dynamics of coordination with the law abidance
externality. Since agents can predict that there will be law enforcement in the
future, this can make them strictly better off if they choose today to be
producers rather than predators. We show that this intertemporal incentive
effect can be sufficient to achieve law enforcement today, even without
external borrowing to ensure a sufficiently effective repression apparatus
today. Interestingly, we show that accession without conditionality is better
than with conditionality because conditionality creates a coordination problem
of its own that partly annihilates the positive effects of expected accession.

While the first mechanism explains the Chinese success in law enforcement,
the second mechanism may explain why Central European countries are
faring much better than Russia in terms of law enforcement, and also in terms
of the effects of law enforcement on growth and economic performance.
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FIGURE 1 

Real GDP trends in transition economies after liberalization 
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